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Jetcoast 5000-5 LLC, Orion Aircraft Holdings 
Ltd., Jetcraft Asia Limited, FK Partners 
Limited, Jahid Fazal-Karim, Bombardier 
Aerospace Corporation, Bombardier, Inc., 
Learjet, Inc., 

Defendants. 
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Introduction 

Bombardier paid more than $1 million in commercial bribes and kickbacks to Cassidy, 

debtor Zetta PTE’s’ former managing director, both directly and through its agent Fazal-Karim. 

Bombardier 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 analyses show 

was almost  more than the Planes’ Fair Market Value. As a direct result of the bribes 

and kickbacks, Bombardier got more than  in sales and revenues when its stock price 

was plummeting and it was laying off hundreds. As a result of this wrongful conduct, the Trustee 

brought this action against the Defendants for numerous tort and bankruptcy claims.  

The Defendants moved to dismiss that original Complaint [Dkt. 1] (“Complaint”). The 

Court held that the Complaint adequately pled the essential elements of some claims and that Fazal-

Karim was acting as Bombardier’s agent in the transactions. [Dkt. 109 at 11-13.] The Court also 

held that, based on the allegations of the Complaint, California rather than New York law applies, 

and that the doctrine of in pari delicto did not require dismissal. [Id. at 25-26.] But the Court 

dismissed the Complaint and gave the Trustee leave to replead to add precision to the allegation 

that the Planes were overpriced, to show the commercial bribes were civilly actionable, and to plead 

that the preference transfers were on account of an antecedent debt. The Trustee filed the First 

Amended Adversary Complaint [Dkt. 265] (“FAC”) pursuant to the Court’s Order giving the 

Trustee leave to replead those allegations and claims.  

Bombardier moves to dismiss again [Dkt. 310], but in doing so, improperly rehashes 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 those same arguments again. 

Bombardier’s arguments also fail on the merits. On in pari delicto, Bombardier does not get out of 

the gate because California law, not New York law, applies. Even under New York law, 
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Bombardier fails to show imputation, to conclusively foreclose adverse interest, or to show that 

innocent insiders could have stopped the fraud. Aside from in pari delicto, Bombardier improperly 

disputes the facts in the FAC or seeks to add new facts with material that cannot be considered on 

this motion. For example, Bombardier disputes whether the commercial bribes were a quid pro quo 

in exchange for not cancelling millions of dollars in contracts. The FAC alleges they were. 

Bombardier disputes whether Fazal-Karim was its agent based on documents neither attached to 

nor relied on by the FAC. Bombardier disputes whether the bribes and kickbacks were disclosed to 

the other disinterested directors. The FAC pleads that they were not, but rather actively concealed 

by Cassidy, Fazal-Karim, and Bombardier. Under the proper standards, the FAC sufficiently pleads 

the tort claims. Next, Bombardier rehashes an incorrect argument about indispensable parties, but 

those parties have actively disclaimed an interest in this case, the first requirement under Rule 19.  

And Bombardier cannot even articulate a basis to show how they would be adversely affected since 

Bombardier and the other Defendants are the only target of this action.  And, even if the supposedly 

indispensable parties raised such an interest, the Court would be required to join them, not dismiss 

the claims.  

Finally, on the bankruptcy claims, Bombardier argues that the transfer claims are 

extraterritorial. They are not. They involve a domestic application of §§ 547 and 548: the payments 

depleted the Debtors’ estates (which would have included funds in Zetta PTE’s Singapore bank 

account and loan proceeds paid on their behalf), were made to the U.S. bank accounts of U.S. 

companies, the funds partly originated in the U.S., and the underlying transactions were in the U.S. 

Bombardier incorrectly argues that the Debtors did not have an interest in loan proceeds because 

the agreements cannot be recharacterized under English or Singapore law. A contractual choice of 

law clause cannot bar an avoidance claim against a recipient of a fraudulent transfer since the clause 

is not binding on a trustee – a nonparty to the contract – bringing an extracontractual claim arising 
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under the Bankruptcy Code on behalf of creditors of the estates.  In any event, is not applied under 

applicable choice-of-law rules. Even if English or Singapore law were applicable, the Trustee has 

provided Rule 44.1 foreign law declarations showing that the agreements can be recharacterized 

under such law. On the constructive fraudulent transfer claims, Bombardier again disputes the FAC, 

specifically two expert analyses showing that the Planes were overpriced by almost . 

The Court cannot simply reject the well-pled valuation allegations. On the actual intent fraudulent 

transfer claims, the FAC pleads three bases for actual intent: (1) Cassidy was operating a fraudulent, 

Ponzi-like scheme; (2) the “natural consequences” and “substantial certainty” tests; and (3) the 

badges of fraud, whether imputed from Fazal-Karim or independent of him. Last, Bombardier’s 

challenge to the preference claims on the basis of unproven affirmative defenses is without merit. 

Background1

Cassidy, Zetta PTE’s former managing director and board member, caused the Debtors to 

agree to acquire sixteen high-priced Bombardier jets, including eleven directly from Bombardier, 

in exchange for more than $1 million in kickbacks from Bombardier’s agent, Fazal-Karim, and 

commercial bribes directly from Bombardier. (¶¶ 47, 91-95, 98, 106, 326-40.) Jetcraft Global, at 

the direction of Bombardier’s agent Fazal-Karim, paid Cassidy at least two $500,000 kickbacks to 

get the Debtors to buy 16 overpriced planes from Jetcraft entities and Bombardier. (¶¶ 5-8, 237-

89.) Fazal-Karim caused Jetcraft Global to pay the two $500,000 kickbacks as part of simultaneous 

transactions involving purchases directly from Bombardier, negotiated as package deals. The first 

was for Planes 1-6, while the second was for Planes 10-15 (and included agreements to take delivery 

on Plane 3 and not cancel other orders). (¶¶ 132-35, 271.) Mattar, Yu, Fazal-Karim, and Cassidy 

all expressly linked these transactions when they occurred. (¶¶ 243-52.) 

1 Unless otherwise noted, all emphasis is added, all paragraph references are to the FAC, all defined 
terms have the same meaning as in the FAC, and all section references are to the Bankruptcy Code.  
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Bombardier also paid or agreed to pay Cassidy in-kind commercial bribes, valued well in 

excess of allowable limits under Cal. Penal Code § 641.3 regarding commercial bribery2 and in 

direct violation of Bombardier’s Code of Ethics. (¶¶ 324-25, 586.) In July 2016, Bombardier bribed 

Cassidy with Formula 1 (“F1”) tickets worth more than $43,000 for Cassidy’s personal use. 

(¶¶ 305, 307, 310-14.) Cassidy expressly demanded a quid pro quo: the F1 tickets in exchange for 

agreeing not to cancel existing orders, not to terminate negotiations for new orders, and not to go 

to Gulfstream, a Bombardier competitor. (Id.) Bombardier first tried to connect Cassidy to a vendor 

to buy the tickets and then suggested a joint marketing event, but Cassidy refused and threatened 

to cancel orders, so Mattar, a Bombardier executive, gave Cassidy the tickets with no restrictions. 

(¶¶ 310-13.) Around the same time, Bombardier agreed to provide Cassidy a second bribe of two 

jet skis worth more than $42,000. (¶¶ 305-11, 315-20.) Mattar and Fazal-Karim told Cassidy to 

“buy [the jet skis] and bill back to Jetcraft” to disguise the payment and agreed to “sort it out” 

among themselves how Jetcraft and Bombardier would split the cost. (¶ 318.) Later, Fazal-Karim 

gave Cassidy a “personal” offset in the same amount on the Nyota yacht. (¶ 335.)  

In exchange for the commercial bribes and kickbacks, Cassidy caused the Debtors to enter 

into agreements with Bombardier and Jetcraft with purchase prices of more than . 

(¶ 441.) The Planes were overpriced by almost  based on an expert analysis of the Fair 

Market Value using publicly available sources and similar transactions, and by even more based 

on an expert discounted cash flow analysis, the Estate Value. (¶¶ 341-60.)  

As part of these corrupt transactions, the Debtors made  in transfers to BAC 

on Planes 2-6 that depleted their estates. (¶¶ 143, 153.) Each transaction was domestic: The 

transfers were made to the U.S. bank account of a U.S. corporation (¶¶ 142(e), 153, 525); the Planes 

were delivered to and accepted by the Debtors in the U.S. (¶¶ 142(d), 167, 527); and the parties 

2 Cal. Penal Code § 641.3 makes a commercial bribe in excess of $250 a misdemeanor and in excess 
of $1000 a felony. Cal. Penal Code § 641.3(b, c). 
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closed each transaction in the U.S. to comply with FAA regulations and ensure operation of the 

planes under Zetta USA’s Part 135 certificate (¶¶ 142(a), 166-69). 

Legal Standard 

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) (cleaned up). A complaint need only nudge a plaintiff’s “claims across the line from 

conceivable to plausible.” Bell Atl. Corp. v. Twombly, 550 U.S. 544, 570 (2007). A “well-pleaded 

complaint may proceed even if it strikes a savvy judge that actual proof of those facts is improbable, 

and that a recovery is very remote and unlikely.” Id. at 556. “The party seeking dismissal under 

Rule 12(b)(6) has the burden of proof.” [Dkt. 109 at 3.] “Allegations in the complaint, together with 

reasonable inferences therefrom, are assumed to be true.” Odom v. Microsoft Corp., 486 F.3d 541, 

545 (9th Cir. 2007). The court “accepts as true [all] 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).  

Argument 

I. In pari delicto does not bar the Trustee’s tort claims. 

A. Bombardier’s argument fails because California law applies. 

Bombardier argues that the contractual choice-of-law clauses in the APAs require the 

application of New York law to the tort claims and that, under New York law, in pari delicto bars 

the tort claims. [Dkt. 310 at 14-16, 32-34.] This Court previously held that New York law does not 

apply. [Dkt. 109 at 25-26.] Bombardier fails to show that the Court should reverse course. 

Tort claims are “decided according to the law of the forum state.” Sutter Home Winery, Inc. 

v. Vintage Selections, Ltd., 971 F.2d 401, 407 (9th Cir. 1992).3 A contractual choice-of-law clause 

3 See also Inside Edge, LLC v. Nelson, 2008 WL 4889027, at *2 (C.D. Cal. Nov. 12, 2008); PAE 
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does not change this: “Although parties are generally entitled to select the law which applies to 

contractual claims,” the Ninth Circuit has “expressly determined that tort claims are not governed 

by a contractual choice-of-law provision.” Invs. Equity Life Ins. Co. of Haw. v. ADM Invs. Servs., 

Inc., 1 F. App’x 709, 711 (9th Cir. 2001); Sutter Home, 971 F.2d at 407; In re CMR Mortg. Fund, 

LLC, 416 B.R. 720, 729 (Bankr. N.D. Cal. 2009).4

Even if the choice-of-law provision could apply to the tort claims, Bombardier fails to meet 

its burden to show that the choice-of-law provision is enforceable. “California courts apply 

California law unless a party litigant timely invokes the law of a foreign state, in which case it is 

the foreign law proponent who must shoulder the burden of demonstrating that foreign law, rather 

than California law, should apply . . . .” [Dkt. 109 at 26]; Senne v. Kansas City Royals Baseball 

Corp., 934 F.3d 918, 928 (9th Cir. 2019). When analyzing the enforceability of a choice-of-law 

provision, courts apply the Restatement (Second) of Conflict of Laws. In re Mayer, 2011 WL 

3299053, at *3 (B.A.P. 9th Cir. May 24, 2011); Ottman v. Anthem Life Ins. Co., 2015 WL 

12683809, at *2 (C.D. Cal. Oct. 15, 2015).  

As an initial matter, Bombardier contends that Restatement § 187(1), rather than § 187(2), 

applies, and that § 187(1) does not require a reasonable basis except when “the making of a contract 

is . . . in dispute,” citing this Court’s opinion in CAVIC. [Dkt. 310 at 15.] Respectfully, this Court’s 

statement is incorrect under binding Ninth Circuit precedent, reaffirmed after the CAVIC opinion. 

KST Data, Inc. v. DXC Tech. Co., 836 F. App’x 484, 487 (9th Cir. 2020); Flores v. Am. Seafoods 

Co., 335 F.3d 904, 917 (9th Cir. 2003).5 Those cases did not involve a dispute about the making of 

Gov’t Servs. v. MPRI, Inc., 2008 WL 11337999, at *3 (C.D. Cal. July 11, 2008); Markos v. Sears, 
Roebuck & Co., 2005 WL 8155228, at *3 (C.D. Cal. Oct. 4, 2005).  
4 See also In re Consol. Capital Equities Corp., 143 B.R. 80, 84 (Bankr. N.D. Tex. 1992); In re 
Morse Tool, Inc., 108 B.R. 384, 386 (Bankr. D. Mass. 1989). 
5 See also Doe 1 v. AOL LLC, 552 F.3d 1077, 1087 n.1 (9th Cir. 2009) (Bea, J. concurring); Chan 
v. Soc’y Expeditions, Inc., 123 F.3d 1287, 1297 (9th Cir. 1997); Boeing Co. v. KB Yuzhnoye, 2018 
WL 735971, at *3 (C.D. Cal. Feb. 6, 2018), aff’d 791 F. App’x 650 (9th Cir. 2019).
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the contract; even so, the Ninth Circuit held that § 187(2) applies to a clause governing the “entire 

contract,” while § 187(1) applies only “where the contract provides that a particular matter in the 

contract is to be governed by the law of the specified forum,” such as “the particular issue of 

attorneys’ fees.” Flores, 335 F.3d at 917; KST Data, 836 F. App’x at 487. Contrary cases and the 

CAVIC opinion rely on CMR, 416 B.R. at 729. But the rule in that case was based on Restatement 

§ 187(1). The Ninth Circuit has expressly rejected this line of reasoning and held unequivocally 

that § 187(2) applies where the choice-of-law provision governs “the entire contract” rather than 

any “particular matter in the contract.” Flores, 335 F.3d at 917; see also Nedlloyd Lines B.V. v. 

Super. Ct., 3 Cal. 4th 459, 465 n.3 (1992). Even if this Court were to find that § 187(1) applies, the 

court still must consider the exceptions under § 187(2). SPBS, Inc. v. Mobley, 2018 WL 4185522, 

at *10 (E.D. Tex. Aug. 31, 2018); Lakeland Reg'l Health Sys. v. Rite-Aid Corp., 2011 WL 

13201826, at *9 (W.D. Mich. Feb. 7, 2011). 

Under the proper standard in Restatement § 187(2), as the proponent of the choice-of-law 

clause, Bombardier “bears the burden” to show that either: (1) “‘the chosen state has a substantial 

relationship to the parties or their transaction,’” or (2) “‘there is any other reasonable basis for the 

parties’ choice of law.’” Ottman, 2015 WL 12683809, at *2 (quoting Nedlloyd, 3 Cal. 4th at 465). 

If neither prong is met, California law applies. Id. at *5. Courts look to many things when evaluating 

reasonable basis: the state of incorporation, forum-selection clauses selecting the same jurisdiction, 

the use of the same choice-of-law provision in all contracts with multiple parties, the place of 

performance and execution, a particular familiarity with the law specified, and whether the choice-

of-law provision explains the choice. Ottman, 2015 WL 12683809, at *3; Sandler Partners, LLC 

v. Masergy Commc’ns, Inc., 2019 WL 9047103, at *4 (C.D. Cal. Nov. 25, 2019); NexRep, LLC v. 

ALIPHCOM, 2017 WL 1356345, at *3 (N.D. Cal. Mar. 8, 2017), adopted, 2017 WL 1315461 (N.D. 

Cal. Apr. 7, 2017); KST, 2018 WL 5734227, at *5; Missaghi v. Coca-Cola Co., 2013 WL 
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12114765, at *3 (C.D. Cal. Jan. 2, 2013). Where “none of the facts alleged . . . are connected to 

New York, and the choice of law section of the [contract] is the only place where New York is 

mentioned,” there is no reasonable basis for New York law. NexRep, 2017 WL 1356345, at *3. 

Bombardier fails to meet its burden to show a substantial relationship or reasonable basis. 

Bombardier does not argue that there is any substantial relationship. On reasonable basis, 

Bombardier does not address any of the relevant factors above. Instead, Bombardier relies solely 

on an “interest in having a single body of law govern its contracts with Zetta.” [Dkt. 310 at 16.] 

Bombardier cites nothing beyond the choice-of-law provisions themselves to support this 

statement. This Court previously rejected Bombardier’s attempt to rely on a declaration for this 

point because it was not properly considered on a motion to dismiss. [Dkt. 109 at 5-6.] Bombardier 

does not even proffer a declaration this time.  

Even if Bombardier had a proper basis for such a statement on a motion to dismiss, that 

basis, without more, has been squarely rejected. KST Data, Inc. v. DXC Tech., 2018 WL 5734227, 

at *5 (C.D. Cal. Mar. 26, 2018), aff’d in relevant part, 836 F. App’x 484. In KST, the court rejected 

(and the Ninth Circuit affirmed) a nearly identical argument about “variation from state to state in 

the common law” and a desire “to minimize uncertainty in business disputes and agree in advance 

on what law should govern their contractual relationship.” 2018 WL 5734227, at *5. As the Ninth 

Circuit put it, “if a reasonable basis were created simply through the inclusion of a choice-of-law 

provision in a contract, this would nullify the entire choice-of-law analysis[.]” 836 F. App’x at 487. 

“[N]either the sophistication of the parties nor the inclusion of a choice-of-law provision in a 

contract is sufficient to establish a reasonable basis.” Id. This is especially true where, as here, the 

contracts do not select New York as the forum for any dispute. Id. at 487 n.1. 

Even if Bombardier could show a substantial relationship or a reasonable basis, and it has 

not, the Court then must determine whether “the chosen state’s law is contrary to a fundamental 
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policy of California.” Ottman, 2015 WL 12683809, at *3 (cleaned up). If so, the court must decide 

“whether California has a materially greater interest than the chosen state in the determination of 

the particular issue.” Id. (cleaned up). To the extent New York law would bar any of the tort claims, 

New York law would be contrary to California’s fundamental policy. California law recognizes 

that there “is nothing fair or equitable about permitting a third party to attribute a corporate 

employee’s 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 (2001). That fundamental policy is further shown in the 

context of in pari delicto by Cal. Civil Code § 2306, which provides that 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.” California also has a materially greater 

interest because a California company was injured in California. Brighton v. Lutheran Church-Mo. 

Synod, 2013 WL 12136522, at *5 (C.D. Cal. Feb. 1, 2013). In contrast, the events, parties, and 

injuries have no relationship whatsoever to New York.  

Finally, even if the New York choice-of-law clause were enforceable, the claims fall outside 

the choice-of-law provision. The claims are based on Bombardier’s payment of commercial bribes 

and kickbacks, not the formation, performance, termination, or enforcement of the agreements or 

the parties’ contractual relationship. [See Dkt. 310 at 16 (quoting provision).] In fact, some of the 

wrongful conduct predates the agreements on which Bombardier relies. (¶¶ 242-51, 349-50, 388.)  

B. Bombardier has not met its burden to apply in pari delicto even under New York law. 

Bombardier cites only New York cases applying New York law for its in pari delicto

defense. [Dkt. 310 at 32-33.] So, Bombardier’s argument fails at the outset.6 But even under New 

York law, in pari delicto does not bar the Trustee’s claims. 

6 If the Court were to evaluate in pari delicto under California law, the Trustee incorporates the 
opposition to this same argument in the FK Defendants’ motion. [Dkt. 332 at 21-33.] 
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Under New York law, to establish the affirmative defense of in pari delicto, the defendant 

must show: (1) the agent’s acts are imputed to the principal, (2) the adverse interest exception does 

not apply, and (3) the sole actor exception applies. In re Pitt Penn Holding Co., 484 B.R. 25, 40-

41 (Bankr. D. Del. 2012) (applying New York law). Affirmative defenses like in pari delicto may 

only be considered on a motion to dismiss if “plain on the face of the pleadings.” Id. at 38. Even at 

summary judgment, in pari delicto will not apply when there are “issues of fact.” Conway v. 

Marcum & Kliegman LLP, 176 A.D.3d 477, 477 (N.Y. App. Div. 2019).  

i. Bombardier has not established imputation for the tort claims. 

An agent’s actions and knowledge will not be imputed “where the corporation is actually 

the victim of a scheme undertaken by the agent to benefit himself or a third party personally.” 

Kirschner v. KPMG LLP, 15 N.Y.3d 446, 467 (2010). “A corporate agent engaged in a fraud against 

the corporation does not bind the corporation.” In re Acrex, Inc., 2014 WL 3586533, at *2 (Bankr. 

S.D.N.Y. July 21, 2014). Bombardier cannot impute Cassidy’s wrongdoing to the Debtors for the 

tort claims because Cassidy was engaged in a scheme to defraud the Debtors. 

ii. Bombardier has not “conclusively foreclosed” the adverse interest exception. 

The “adverse interest exception . . . concerns those circumstances in which an agent 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.” Allied Irish Banks, P.L.C. v. Citibank, 

N.A., 2015 WL 4104703, at *8 (S.D.N.Y. June 30, 2015) (cleaned up). In pari delicto does not 

apply unless the adverse interest exception is “conclusively foreclose[d]” on the face of the 

pleadings. Schwartz v. Leaf, Salzman, Manganelli, Pfiel, & Tendler, LLP, 123 A.D.3d 901, 903 

(N.Y. App. Div. 2014). The FAC alleges that Cassidy entered the transactions “in exchange for 

commercial bribes and kickbacks and to cover up Cassidy’s embezzlement scheme.” (¶ 91.) 

Cassidy’s embezzlement did not benefit the Debtors. (¶¶ 1, 5, 9, 91, 95, 99, 103, 204, 217-19.) The 
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Defendants’ bribes did not benefit the Debtors. (¶¶ 6-7, 12, 91, 95, 98, 102, 237-304.) The FAC 

does not allege that the Debtors benefitted from a scheme to defraud the Debtors. Just the opposite. 

In 111 W. 57th Inv. LLC v. 111 W57 Mezz Inv. LLC, 192 A.D.3d 618, 622 (N.Y. App. Div. 2021), 

the court rejected in pari delicto because the “crux of plaintiff’s case [was] that insiders were bribed 

into giving away the company’s right to a sale by auction, which gutted the value received by the 

company.” The company was “the victim of the scheme by insiders who completely abandoned its 

interests,” so in pari delicto did not bar the claims. Id. (citing Kirschner, 15 N.Y.3d at 467).  

Bombardier contends that the adverse interest exception does not apply because “Cassidy 

never ‘totally abandoned’ Zetta.” [Dkt. 310 at 2.] Bombardier argues that Zetta received “benefits” 

because “all the alleged wrongdoing involved growing Zetta and raising capital[.]” [Id. at 33.] 

Bombardier is wrong. First, the FAC does not plead a legally recognized benefit. Bombardier cites 

six paragraphs from the FAC to try to show a benefit. [Dkt. 310 at 33-34 (citing ¶¶ 92, 101, 200, 

201, 204, 429).] None support Bombardier’s argument. The first alleges Cassidy defrauded the 

Debtors by not negotiating lower prices, which “caused the Debtors to pay at or very close to the 

asking price for these aircraft to the severe detriment of the Debtors and their estates.” (¶ 92.) The 

next alleges that Cassidy sold block hours as part of a Ponzi-like scheme to “‘extract[] immediate 

cash to pay for obligations’ even though Cassidy knew that the Debtors would not be able to fulfill 

those hours.” (¶ 101.) But the very next allegation says that “Cassidy knew his actions would harm 

the Debtors and their creditors.” (¶ 102.) And the FAC alleges that this scheme harmed the Debtors 

because Cassidy “prolong[ed] the company’s legal existence so that he [could] continue to loot 

from it[.]” Conway, 176 A.D.3d at 478; (¶¶ 91, 93.) The FAC also alleges that the obligations were 

paid to “benefit Element and Fazal-Karim,” not the Debtors. (¶ 232.) Paragraphs 201 and 204 do 

not support Bombardier’s argument for similar reasons. 

 Bombardier next argues—despite the FAC’s many allegations otherwise—that Cassidy’s 
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actions were approved by an unobjecting board after full disclosure. Bombardier contends that 

Cassidy “specifically told Seagrim and Walter what he was doing” in August 2017 and that this 

Court should improperly infer that such a scheme was a benefit because Seagrim and Walter “are 

not alleged to have objected.” [Dkt. 310 at 33.] August 2017 was months or years after the 

commercial bribes and kickbacks. Further, in August 2017—the same month Bombardier 

highlights—Seagrim and Walter wrote blistering emails accusing Cassidy of “managing a Ponzi 

scheme” (¶ 362 (emphasis original)) and then voted to suspend Cassidy and removed him from the 

board (¶ 363). Bombardier’s claim—without any citation—that “Cassidy often acted with the other 

shareholders’ knowledge and support” [Dkt. 310 at 34] is contradicted repeatedly by the FAC, 

which alleges that Cassidy actively deceived and omitted material information from Seagrim and 

Walter. (¶¶ 200, 208-13, 215, 222, 232, 259, 271, 284, 294, 448, 461.) Bombardier “may dispute 

this, but that is a question of proof, not plausibility.” Neogenix, 133 F. Supp. 3d at 549.  

Bombardier’s other citations are to the original complaint, which is not at issue here. An 

“amended complaint supercedes the original, the latter being treated thereafter as non-existent.” 

Rhodes v. Robinson, 621 F.3d 1002, 1005 (9th Cir. 2010) (cleaned up).7 Where a complaint is 

“amended to remove allegations” that required dismissal, the amended complaint can “state a valid 

claim.” Maloney v. Scottsdale Ins. Co., 256 F. App’x 29, 32 (9th Cir. 2007). Bombardier contends 

the previous complaint’s allegations “may still be considered in ruling on a motion to dismiss.” 

[Dkt. 310 at 3 n.4.] The cases Bombardier cites are inapposite. Huey v. Honeywell, Inc., 82 F.3d 

327, 333 (9th Cir. 1996), was at summary judgment and was about if admissions in an answer were 

still competent evidence even though later withdrawn and contradicted by an amended answer. 

Here, what is “competent evidence” is irrelevant. Similarly, unlike in Spletstoser v. U.S., 2020 WL 

7 See also Warren v. Fox Fam. Worldwide, Inc., 171 F. Supp. 2d 1057, 1066 (C.D. Cal. 2001) 
(previous admissions are “not conclusive evidence”), aff’d, 328 F.3d 1136 (9th Cir. 2003); Brown 
v. Perris Park Apts. P’ship, 2019 WL 1771662, at *4 (C.D. Cal. Feb. 22, 2019). 
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6586308, at *8 (C.D. Cal. Oct. 22, 2020), none of the changes to the FAC “obscures information 

that is critical to this” Court’s analysis. Id. The Spletstoser court also declined to consider the vast 

majority of the previous complaint’s allegations. Id. at *8-9.  

Second, not just any “benefit” is enough. New York courts require what is called “total 

abandonment,” but that does not mean any pleaded “benefit” dooms the adverse interest exception 

at the pleading stage. “That is not the law of New York, or any other sensible jurisdiction.” 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). New York courts reject similar arguments even at summary judgment. 

Allied Irish Banks, 2015 WL 4104703, at *9 n.14. After all, “it is nonsensical to suggest that [a 

defendant] may, by the same illegal act, both benefit himself at the expense of [a company] and 

preclude [that company] from recovering that benefit against him[.]” U.S. v. Hatfield, 2015 WL 

13385926, at *9 (E.D.N.Y. Mar. 27, 2015). Courts do not “apply the principles of agency to 

condone such inequitable results.” Id. The same principle applies when a trustee seeks to recover 

against third-party conspirators. There is no innocent third-party here, uncertain whether a deal will 

be honored because an agent might be acting adverse to its principal. It “would be perverse indeed 

if the [Trustee] was unable to pursue a claim on behalf of [the Debtors’] other stakeholders solely 

because some of the people who stole from [them] were insiders in a position to carry out the 

fraud!” Liquid. Comm’n of Banco Intercont’l, S.A. v. Renta, 530 F.3d 1339, 1355 (11th Cir. 2008). 

Courts applying New York law thus deny in pari delicto defenses even when the pleadings 

allege some supposed “benefits” to the principal from the agent’s wrongdoing. In re Platinum-

Beechwood Litig., 2019 WL 2569653, at *11-13 (S.D.N.Y. June 21, 2019); Refco, 779 F. Supp. 2d 

at 376; In re Adelphia Commc’ns Corp., 365 B.R. 24, 56-57 (Bankr. S.D.N.Y. 2007) (benefits do 

not foreclose adverse interest when “defendants knowingly and substantially assist[] insider 

misconduct that is overwhelming adverse to the corporation”); Allied Irish Banks, 2015 WL 
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4104703, at *8 (adverse interest applied even though “fraud benefitted [the company] by concealing 

his losses from investors and lenders”); Pitt Penn, 484 B.R. at 41–42 (adverse interest applied even 

though “some allegations cut against the basic premise that [the company] did not benefit” when 

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 1031 Tax Grp., LLC, 420 B.R. 178, 202 

(Bankr. S.D.N.Y. 2009) (benefits to corporation from “malfeasance does not” mean that “true 

motivation was diametrically opposed to the interests of the corporation”).8 Bombardier does not 

show any legally recognized benefit. In Platinum-Beechwood, the court held that even “receiv[ing] 

$45 million in cash . . . does not prove . . . a benefit” when it was “reasonable to infer based on the 

pleadings that [the entity] could have received significantly more cash if the [relevant instrument] 

had been sold at a market price.” 2019 WL 2569653, at *13. “To hold that any amount of cash 

received is a benefit, even if that cash pales in comparison to the value of the assets for which it 

was exchanged, would render the term ‘benefit’ meaningless.” Id. 

Bombardier mischaracterizes Kirschner. Kirschner’s statement that the adverse interest 

exception requires one to “totally abandoned his principal’s interests and act[] entirely for his own 

or another’s purpose” [Dkt. 310 at 33] does not mean that any supposed benefit dooms a complaint.

New York courts reject this broad interpretation – which would only serve the interests of third 

parties that conspired to commit fraud and flip the motion to dismiss burden on its head. 111 W. 

57th, 192 A.D.3d at 622.9 Even at the summary judgment stage, “reliance on speculation about the 

benefits to be derived from the continued existence of an entity is inconsistent with the analysis of 

the adverse interest exception in Kirschner.” Conway, 176 A.D.3d at 478. Further, mere continued 

8 Courts have only denied adverse interest where the fraud itself benefitted the corporation. E.g., 
Kirschner, 15 N.Y.3d at 457-58; Chaikovska v. Ernst & Young, LLP, 913 N.Y.S.2d 449, 451-52 
(N.Y. App. Div. 2010); In re Parmalat Sec. Litig., 659 F. Supp. 2d 504, 520 (S.D.N.Y. 2009). 
9 See also Conway, 176 A.D.3d at 478; Refco, 779 F. Supp. 2d at 376; Allied Irish Banks, 2015 WL 
4104703, at *8; Platinum-Beechwood, 2019 WL 2569653, at *13. 
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existence does not necessarily constitute a benefit. Id. Rather, “an ongoing fraud and a continued 

corporate existence may harm a corporate entity: The agent may prolong the company’s legal 

existence so that he can continue to loot from it, as appears to have been the case here.” Id.

That is what the FAC alleges. The Debtors did not benefit from Cassidy’s or the Defendants’ 

wrongful acts—including the bribery, kickbacks, and Cassidy’s embezzlement—or the transactions 

themselves. Those “wrongful acts and misconduct of Bombardier, Jetcraft, and Cassidy . . . crippled 

the Debtors and left their creditors with almost nothing” while adding hundreds of millions of 

dollars in claims of creditors that could never be repaid (¶¶ 1, 5, 296, 440-42.)10

Further, Kirschner and New Greenwich Litig. Tr., LLC v. Citco Fund Servs. (Eur.) B.V., 

145 A.D.3d 16, 24 (N.Y. App. Div. 2016), are inapposite: they involve suits against third parties 

for negligence (not intentional wrongdoing) where the agents committed fraud to benefit the 

principal. In Kirschner, the “insiders did not embezzle or steal assets from [the debtors], but instead 

sold their holdings in [the debtor] to third parties at fraudulently inflated prices.” 15 N.Y.3d at 461. 

Unlike here, the benefits “came at the expense of the new purchasers of [debtor] securities, not [the 

debtor] itself.” Id. New Greenwich likewise involved “false reports to investors presenting 

nonexistent, or, at the very least, highly inflated, profits, and collecting fees based on such fictitious 

profits.” 145 A.D.3d at 24. Nothing like that is alleged here for the disinterested directors.  

Third, in pari delicto is not an all or nothing question. The adverse interest exception only 

bars an entire claim if all “specific instances of alleged misconduct” that independently support 

that claim benefitted the debtor. Platinum-Beechwood, 2019 WL 2569653, at *7. Bombardier is 

flat wrong that “all the alleged wrongdoing involved growing Zetta and raising capital[.]” [Dkt. 

310 at 33.] The FAC alleges that Cassidy entered into the transactions “in exchange for commercial 

bribes and kickbacks and to cover up Cassidy’s embezzlement scheme.” (¶ 91.) Cassidy’s 

10 (See also ¶¶ 3, 5, 9, 91-93, 95, 99, 100, 102-03, 202, 204, 216-19, 231 273, 276, 341-46, 349, 
361, 366-67, 400, 401, 405, 446, 450-51, 465-66, 478, 519.) 
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embezzlement did not grow Zetta and raise capital. (¶¶ 1, 5, 9, 91, 95, 99, 103, 204, 217-19.) The 

Defendants’ bribes did not grow Zetta and raise capital. (¶¶ 6-7, 12, 91, 95, 98, 102, 237-304.) 

Bombardier’s claim that “Cassidy . . . always [acted] in a manner intended to increase Zetta’s cash 

flow” is thus false on its face. [Dkt. 310 at 34.] Even if the Debtors benefitted from some of 

Cassidy’s misconduct – they did not – that is not enough to dismiss entire counts that are supported 

by other conduct that only harmed the Debtors. The FAC pleads misconduct—including outright 

theft, looting, bribery, and incurrence of hundreds of millions in fraudulent obligations to the severe 

prejudice of innocent creditors —that only harmed the Debtors and their estates and those instances 

of misconduct by themselves support the tort claims. So, no claim “is completely barred” by in pari 

delicto. In re Platinum-Beechwood Litig., 427 F. Supp. 3d 395, 446 (S.D.N.Y. 2019).11

II. Every tort Count states a claim. 

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

The FAC states a claim against Bombardier for aiding and abetting Cassidy’s breaches of 

fiduciary duty. Aiding and abetting breaches of fiduciary duty is judged “under the liberal, notice-

pleading approach of Rule 8.” Lesavoy v. Gattullo-Wilson, 170 F. App’x 721, 723-24 (2d Cir. 

2006).12 Bombardier argues that (1) a bribe of more than $40,000 in sports tickets is insufficient to 

state a claim for aiding and abetting a breach of fiduciary duty, (2) Bombardier’s offer to pay for 

an in-kind bribe of jet-skis worth over $40,000 is insufficient to state a claim for aiding and abetting 

a breach of fiduciary duty, and (3) the kickbacks paid by Bombardier’s agent cannot be imputed to 

Bombardier. Each argument fails. 

i. The FAC pleads that Bombardier gave Cassidy F1 tickets worth more than $40,000 
as a quid pro quo for not cancelling existing contracts. 

11 Bombardier does not argue the “sole actor” exception. See 1031 Tax Grp., 420 B.R. at 202-07. 
Nor could it, because the FAC pleads that innocent insiders not only could have stopped the fraud, 
they did stop it. (¶¶ 1, 21, 27-31, 81, 190, 234, 264-66, 363.) 
12 New York and California law on aiding and abetting are substantively the same. [Dkt. 310 at 16 
n.8]; Hunter v. Citibank, N.A., 2011 WL 7462143, at *5 (N.D. Cal. May 5, 2011).
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First, Bombardier argues that a quid pro quo bribe of more than $40,000 in sports tickets is 

insufficient to state a claim for aiding and abetting a breach of fiduciary duty. [Dkt. 310 at 16-20.] 

Bombardier first suggests that “the other shareholders knew of the tickets or attended the event,” 

because Mattar described the tickets as for the “Zetta team.” [Id. at 17.] Bombardier is importing 

facts into the FAC rather than taking it as true. The FAC quotes the email in which Cassidy, on his 

own, demanded F1 tickets from Bombardier, threatening to cancel orders. (¶¶ 310-13.) Mattar only 

claimed that the tickets were for the “Zetta team” after a different Bombardier employee pushed 

back on Cassidy’s demand and tried to arrange a sale from a third party to Cassidy. (Id.) The 

reference to “Fazal-Karim, Yu, and others” does not include Zetta shareholders, because Cassidy 

did not copy any Zetta shareholders, (¶¶ 307-08, 310), as Bombardier knows because it produced 

the email. Yet Bombardier now falsely suggests to this Court that the “others” referenced in the 

FAC were not other Bombardier employees. [Dkt. 310 at 17-18.] In any event, the FAC expressly 

and repeatedly alleges that Cassidy “received the bribes directly” and that they were not disclosed 

to and actively concealed from the other directors. (¶¶ 448, 593, 618.)  

Next, Bombardier argues that the quid pro quo allegation is conclusory. [Dkt. 310 at 18.] It 

is not. Cassidy demanded the tickets eight days after threatening to cancel outstanding orders and 

the same day he threatened to terminate negotiations for four more planes. (¶ 310.) A Bombardier 

employee responded that another company could sell him the tickets. (Id.) Cassidy then emailed 

Mattar and Yu twenty minutes later referencing his prior email to cancel four outstanding orders. 

(Id.) The next day, Mattar acquiesced and directed the employee to give Cassidy the tickets. 

(¶¶ 313-14.) The FAC thus pleads a direct quid pro quo: more than $40,000 in sports tickets in 

exchange for not canceling orders and negotiations. 

Bombardier also suggests that the F1 tickets were simply ordinary client entertainment. 

[ECF 310 at 18.] Bombardier’s own policies recognized the fallacy of this assertion. Those policies 
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require those representing Bombardier to “avoid giving or receiving gifts or entertainment if these 

might improperly influence the recipient’s judgment or might be perceived to do so.” (¶ 324.) 

Similarly, Cal. Penal Code § 641.3 prohibits giving an employee any “thing of value” worth more 

than $250 in return for the employee “using or agreeing to use his or her position” to benefit the 

giving party. § 641.3 does not even require “a direct quid pro quo,” only an intent to induce a person 

“to part with property” or to “obtain something of value by means of a ‘dishonest stratagem.’” 

People v. Riley, 240 Cal. App. 4th 1152, 1162-63 (Cal. Ct. App. 2015) (finding violation where 

insurance broker gave casino CFO payments in exchange for CFO not scrutinizing or negotiating 

broker’s fees). Bombardier cannot dispute that giving a client a bag of $40,000 in cash in response 

to a quid pro quo demand would be plainly improper. Giving entertainment valued at over $40,000 

in response to the same demand is similarly improper, as the other Bombardier employee 

recognized when she offered to facilitate Cassidy’s purchase of the tickets himself. (¶ 310.)  

Next, Bombardier argues that the FAC fails to plead causation. “[P]roximate causation is 

present where it was ‘reasonably foreseeable’ that the damage incurred would follow from the 

wrongful act.” In re Refco Inc. Sec. Litig., 826 F. Supp. 2d 478, 515 (S.D.N.Y. 2011). A complaint 

pleads causation where it pleads that a fiduciary breached his duties and the defendants knowingly 

accepted benefits from that breach. Int’l Gemological Inst., Inc. v. Rafaeil, 2005 WL 3880222, at 

*6 (S.D.N.Y. Aug. 17, 2005), adopted, 2006 WL 739822 (S.D.N.Y. Mar. 21, 2006). Causation is 

“ordinarily for the factfinder.” Refco, 826 F. Supp. 2d at 518 n.31. Thus, Bombardier’s premature 

arguments do “not provide justification for dismissing the Complaint . . . at this early stage[.]” JP 

Morgan Chase Bank v. Winnick, 406 F. Supp. 2d 247, 256 (S.D.N.Y. 2005).  

Bombardier argues that accepting commercial bribes does not show causation. Pleading a 

bribe is sufficient to state a claim even if the Debtors cannot show pecuniary harm outside of the 

amount of the bribe itself, and the Trustee incorporates his response to a similar argument in the 
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Jetcraft motion. [Dkt. 314 at 19-21, 20 n.10, n.11, n.12.] Here, the payment of more than $1 million 

in bribes and kickbacks directly harmed the Debtors and the Debtors’ losses “were directly 

attributable to [Bombardier’s] misbehavior.” Fraternity Fund Ltd. v. Beacon Hill Asset Mgmt., 

LLC, 479 F. Supp. 2d 349, 372 (S.D.N.Y. 2007).  

Further, the FAC pleads damages in the amount of the overpriced planes. Bombardier 

argues that the FAC fails to plead causation based on the overpriced planes because the FAC “fails 

to allege sufficiently a lack of reasonably equivalent value[.]” [Dkt. 310 at 17 n.9.] Bombardier 

does not explain how “reasonably equivalent value” affects common-law tort claims. [Id. at 38-40.] 

Even receiving “roughly the value” of an item can be a breach of fiduciary duty if the principal 

would have received a better value absent that person’s breach. Lesavoy, 170 F. App’x at 725 

(plaintiff being “unnecessarily burdened” with “increased costs” for “no benefit” showed 

causation); Louis Cap. Markets, L.P. v. REFCO Grp. Ltd., LLC, 9 Misc. 3d 283, 287 (N.Y. Sup. 

Ct. 2005) (“Anyone who knowingly participates with a fiduciary in a breach of trust is liable for 

the full amount of the damage caused thereby.”). In any event, the FAC pleads the planes were 

overpriced based on two independent expert analyses and other supporting facts. Infra, at 31. 

Bombardier also contends the bribes could not have been linked to the threat of cancelation 

because Zetta PTE had no “cancelation rights” and assigned any right to refunds to CAVIC. [Dkt. 

310 at 19, 29.] Again, Bombardier is incorrect. Though the APAs do not have an express 

termination for convenience provision, the APAs provide that Bombardier's remedy for breach was 

limited to liquidated damages. The liquidated damages  

 

 (¶¶ 106, 311-12.) Bombardier also would have 

lost  in revenue and  in sales, when it was in distress. (¶¶ 85, 321.) Further, 

Bombardier concedes that the assignments to CAVIC for Planes 3-5 were executed after the bribes 
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occurred in summer 2016. [Dkt. 310 at 6]; (¶¶ 305-21). Bombardier also seeks an inappropriate 

inference that the Debtors lacked “any plausible economic incentive” to cancel. [Dkt. 310 at 19.] 

The Debtors should have shut down their fundamentally unprofitable business plan with the 

“wolves at the door” rather than close aircraft purchases that added hundreds of millions of 

unsustainable debt to an already insolvent company. (¶ 11.) In any event, Cassidy had an incentive 

to leverage a threat to cancel into bribes for himself. (¶ 312.)13

ii. The FAC pleads that the Sea-Doos were bribes.  

Bombardier next argues that the FAC does not allege what duty Cassidy breached because 

(1) the FAC does allege that the Sea-Doos were hidden, (2) that Bombardier’s agreement to pay for 

the Sea-Doos does not constitute a breach, and (3) the FAC does not allege the intended use for the 

Sea-Doos. [Dkt. 310 at 19-20]. The FAC expressly alleges that the Sea-Doo transaction was a quid 

pro quo bribe to not cancel contracts, take delivery of more planes, and enter new agreements, and 

that it was hidden from other directors. (¶ 593.) Taking bribes is a breach of fiduciary duty. [Dkt. 

314 at 19-21.] The FAC also alleges that Defendants structured the transaction to appear legitimate 

so they “would not have to pay Cassidy a bribe directly” while “Mattar would be able to reimburse 

Fazal-Karim in a separate transaction.” (¶ 318.) As for purpose, the FAC alleges that the Sea-Doos 

were for the Dragon Pearl yacht that Cassidy purchased with stolen debtor funds. (¶ 306.)  

Bombardier again challenges the substantial assistance element of aiding and abetting as a 

matter of fact, not law, arguing that the FAC did not allege (1) that Bombardier provided the Sea-

Doos, (2) that Bombardier reimbursed Zetta PTE for them, and (3) that Bombardier compensated 

Fazal-Karim for them. [Dkt. 310 at 20.] Bombardier simply ignores the inconvenient allegations: 

that Mattar “on behalf of Bombardier, directed Cassidy to purchase the Sea-Doos and authorized 

13 Bombardier asserts that “[o]fficers and directors of a company . . . do not have fiduciary duties 
to breach their company’s contracts.” [Dkt. 310 at 19.] They may if it is an “efficient” breach. See 
Fred. Hsu Living Trust v. ODN Holding Corp., 2017 WL 1437308, at *24 (Del. Ch. Apr. 24, 2017).   
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Fazal-Karim, acting as Bombardier’s agent, to accept and pay an invoice from Cassidy for the 

amount of the Sea-Doos. Mattar stated that he and Fazal- Karim would ‘sort it out,’ meaning that 

Fazal-Karim and Mattar would determine how to divide the cost between Jetcraft and Bombardier.” 

(¶ 318; ¶¶ 305-09, 315-20.) Fazal-Karim ultimately made the payment through a credit on the 

Nyota. (¶¶ 326-40.) The FAC thus alleges that Bombardier provided the Sea-Doos through a 

payment from its agent, Fazal-Karim. The FAC does not need to plead exactly how Mattar and 

Fazal-Karim sorted it out (a fact that is solely within the Defendants’ knowledge). 

iii. Bombardier’s agent’s kickbacks are imputed to Bombardier.  

The FAC alleges that Fazal-Karim acted as Bombardier’s agent because he negotiated all 

Bombardier planes purchased by Zetta, held himself out as Bombardier’s agent, was controlled and 

trained by Bombardier, and acted as Bombardier’s main point of contact with Zetta. (¶¶ 387-99.) 

This Court previously held that these allegations in the Complaint were sufficient to establish that 

Fazal-Karim was Bombardier’s agent for all the transactions. [Dkt. 109 at 11.] The FAC makes the 

same allegations about Fazal-Karim’s agency relationship with Bombardier, so the Court should 

again find that Fazal-Karim was Bombardier’s agent for every transaction. (¶¶ 387-99.)  

Bombardier again challenges these allegations. Bombardier’s challenge is premature. 

Agency may be decided as a matter of law “[o]nly if the material facts . . . are not in dispute, the 

question of agency is not open to doubt, and only one reasonable conclusion can be drawn from the 

facts in the case.” In re JVJ Pharmacy Inc., 630 B.R. 388, 403 (S.D.N.Y. 2021) (cleaned up). 

Bombardier argues that the Court should evaluate Fazal-Karim’s agency on a per 

transaction basis, and that the kickbacks for the Plane 1 and 10 transactions cannot be imputed to 

Bombardier because Fazal-Karim was acting for Jetcraft Corp., not Bombardier. [Dkt. 310 at 23.] 

Bombardier’s argument ignores the FAC. Even aside from the other allegations, Bombardier is 

liable for the First Kickback because it had a direct interest in Plane 1. (¶¶ 250, 388, 610, 627.) 
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Bombardier is also liable because Fazal-Karim paid the kickbacks as part of simultaneous 

transactions, negotiated as part of package deals, for purchases from both Jetcraft and Bombardier. 

The FAC alleges that Fazal-Karim and Cassidy simultaneously negotiated the sale of Planes 1-6 

and that Mattar, Yu, Fazal-Karim, and Cassidy all expressly linked these transactions at the time. 

(¶¶ 243-52.) Yu even praised the “[g]reat team efforts” of Fazal-Karim for his push to have Cassidy 

sign Plane 1 at the same time Cassidy was pushing to get deposits to Bombardier for Planes 2-6. 

(¶ 248.) The FAC alleges that the Second Kickback was paid as part of the Plane 10 transaction so 

that Cassidy would cause the Debtors to buy Planes 12-15, take delivery of Plane 3, and not cancel 

contracts. (¶ 271.) The Plane 10 transaction (which included the Second Kickback) closed on the 

same day that Cassidy executed the Plane 12-15 APAs, which Fazal-Karim negotiated for 

Bombardier. (¶ 321.) Finally, the KM.xlsx spreadsheet showing improper payments between Fazal-

Karim and Mattar expressly references both sets of transactions. (¶¶ 293(e, g, i); ¶¶ 290-304.)  

Bombardier claims its contract with Fazal-Karim has an agency disclaimer. This is wrong 

for three reasons. First, a contractual provision that disavows agency does not control. “[T]he 

realities of the contractual relationship between the parties, not labels in the agreement, control.” 

JVJ Pharmacy, 630 B.R. at 403 (cleaned up); Ward v. Mgmt. Analysis Co. Emp. Disability Ben. 

Plan, 135 F.3d 1276, 1284 (9th Cir. 1998), rev’d in part on other grounds, 526 U.S. 358. This is 

true even if a contract “provides that [it] is not intended to create an agency relationship[.]” Samba 

Enters., LLC v. iMesh, Inc., 2009 WL 705537, at *8 (S.D.N.Y. Mar. 19, 2009), aff’d, 390 F. App’x 

55 (2d Cir. 2010). Bombardier cites Butto v. Collecto Inc., 802 F. Supp. 2d 443, 449 (E.D.N.Y. 

2011), to argue that “the practical functioning of [the] relationship” does not override the agency 

disclaimer. [Dkt. 310 at 21-22.] But the “only evidence” in Butto was “other provisions of [the] 

agreements[.]” 802 F. Supp. 2d at 449. The FAC pleads facts about the practical functioning of the 

parties’ relationship that override the boilerplate disclaimer. (¶¶ 387-99.)
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Second, the provision actually supports agency. In Supreme Showroom, Inc. v. Branded 

Apparel Grp. LLC, 2018 WL 3148357, at *9 (S.D.N.Y. June 27, 2018), the court held that a 

provision identifying a party “as an independent contractor” and prohibiting it “from binding (or 

purporting to bind)” the other party was evidence of agency rather than a disavowal: “these 

limitations on [the party’s] authority reinforce[d] that [it] was under [the other party’s] direction 

and control—a fact that has been characterized as an essential characteristic of an agency 

relationship.” Id. at *9 & n.10 (cleaned up). The same is true here. Regardless, “[a]gents who lack 

authority to bind their principals to contracts nevertheless often have authority to negotiate or to 

transmit or receive information on their behalf.” Id. This is also why Bombardier’s reference to 

Highland Cap. Mgmt. LP v. Schneider, 607 F.3d 322, 328 (2d Cir. 2010), is inapposite. That case 

was about the agent’s authority to bind the principal to the agreement. Id. The representative 

disclosure here disavows only authority to “make any representations and warranties” and “legally 

bind [Bombardier] under a contract for sale of the subject aircraft.” [See, e.g., Dkt. 265-18 Ex. 24 

§ 14.1.] It does not disavow authority to offer bribes (or even “payments” or “commissions”), let 

alone all authority to “take binding action” or “to act for [Bombardier].” [Dkt. 310 at 22-24.]  

Third, Fazal-Karim can be an agent even if the contract says he was an “independent 

contractor.” Am. Bullion, Inc. v. Regal Assets, LLC, 2014 WL 6453783, at *3 (C.D. Cal. Nov. 17, 

2014) (an “independent contractor may also be an agent” and the two “are not mutually exclusive”); 

U.S. v. Thomas, 377 F.3d 232, 238 (2d Cir. 2004).  

B. Count 2 states a claim for civil conspiracy. 

In the prior ruling, the Court rejected Bombardier’s argument that the absence of agency 

allegations defeated the conspiracy claim. [Dkt. 109 at 26-27.] The FAC again alleges that Fazal-

Karim is Bombardier’s agent. Supra, at 21-23. But Bombardier now reverses course, arguing that 

because Fazal-Karim was Bombardier’s agent, the intracorporate conspiracy doctrine bars Count 
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2. [Dkt. 310 at 25-27.] Bombardier cannot “have it both ways: they cannot claim that they are 

‘affiliated’ where it suits some purposes, but claim that they are not affiliated where it suits other 

purposes.” GHK Assocs. v. Mayer Grp., Inc., 224 Cal. App. 3d 856, 881 (Cal. Ct. App. 1990). 

Bombardier cannot claim that Fazal-Karim is their agent to avoid conspiracy liability but not their 

agent for other claims. Even if Fazal-Karim is Bombardier’s agent, “the intracorporate conspiracy 

doctrine applies when the alleged conspiracy involves an employer and its employee who is acting 

in the scope of employment.” Nestle USA, Inc. v. Crest Foods, Inc., 2017 WL 3267665, at *17 

(C.D. Cal. July 28, 2017). The intracorporate conspiracy doctrine also does not apply when the 

employee has a “personal stake” in the conspiracy “independent of his relationship to the 

corporation” as Fazal-Karim has here. U.S. v. Vandewater Int’l Inc., 2019 WL 6917927, at *5 n.3 

(C.D. Cal. Sept. 3, 2019). The intracorporate conspiracy doctrine also does not apply because the 

conspiracy extends to parties that were not “of the same legal entity,” including Jetcraft Global 

(which paid the kickbacks at Fazal-Karim’s direction) and FK Group (which facilitated the Nyota 

Bribe). Kroll v. City of Los Angeles, 2021 WL 4555819, at *12 (C.D. Cal. June 28, 2021). 

Next, Bombardier asserts that the FAC does not allege that Bombardier and the other 

Defendants had a common plan to bribe Cassidy because Jetcraft paid the kickbacks and 

Bombardier paid and agreed to pay in-kind bribes. [Dkt. 310 at 26.] Bombardier again asks the 

Court to make improper factual inferences favoring Bombardier. This argument also ignores the 

actions of Bombardier executives Mattar and Yu, who were directly involved in the simultaneous 

negotiations for the First Kickback and Planes 1-6, discussed above, and the nearly simultaneous 

nature of the in-kind bribes and the Second Kickback, which the FAC alleges were paid to ensure 

Cassidy would purchase Planes 12-15 and not cancel other contracts. (¶ 271.) 

Bombardier also disputes the allegations about the KM.xlsx spreadsheet. Bombardier asks 

the Court to believe that the KM.xlsx spreadsheet – which was sent from Fazal-Karim to Mattar’s 
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personal Gmail account and is named with Mattar’s initials (¶¶ 291-96) – is somehow not related 

to either of them. Neither Bombardier nor Fazal-Karim have provided any legitimate explanation 

for the spreadsheet (nor could they on a motion to dismiss). Instead, Fazal-Karim misrepresented 

the nature of the payments in a sworn declaration filed with this Court. (¶¶ 268-70.) That is why 

the FAC alleges that the spreadsheet does not match Fazal-Karim’s commissions from Bombardier. 

(¶ 294.) Bombardier also asserts that the spreadsheet is not connected to the Debtors, but the 

Spreadsheet expressly references aircraft sold to the Debtors in transactions where Fazal-Karim 

was acting as Bombardier’s agent. (¶ 293(c)-(i).) Bombardier’s factual disputes cannot overcome 

a record of illicit payments in a common plan to defraud the Debtors. Even without the spreadsheet, 

the FAC alleges that the Defendants worked together to pay commercial bribes and kickbacks to 

induce Cassidy to buy planes from Jetcraft and Bombardier and accept delivery rather than cancel. 

Finally, Fazal-Karim and Mattar exclusively control information about the true nature of these 

payments, and the FAC plausibly pleads that Mattar may have spoliated evidence. (¶¶ 297-304.)  

Bombardier also argues that the FAC improperly lumps the Defendants. [Dkt. 310 at 27.] 

The FAC’s allegations are not lumping because the relevant employees held themselves out as 

employees of Bombardier Business Aircraft, a corporate division coextensive across BAC and BI. 

(¶¶ 55, 57-59) or acted through Fazal-Karim as alter egos (¶¶ 368-86). The FAC also clarifies the 

role of each of the Defendants in the facts and in the various counts.  

Finally, Bombardier argues that the FAC fails to allege overt acts by Bombardier. [Dkt. 310 

at 27.] The FAC alleges overt acts by Bombardier in negotiating the First Kickback as part of a 

package deal for Planes 1-6 at the NBAA conference as well as directly paying commercial bribes. 

Supra, at 3, 21-22. 

C. Count 3 states a claim under Cal. Bus. & Prof. Code § 17200 (“UCL”). 

The UCL allows a victim to bring a civil action to redress “any unlawful, unfair or 
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fraudulent business act or practice.” [Dkt. 107 at 30]. Bombardier first argues that the FAC fails to 

allege that the Sea-Doo and F1 tickets are bribes, rather than “ordinary business entertainment.” 

[Dkt. 310 at 18, 28.] Under Cal. Penal Code § 641.3, “[a]ny employee who solicits, accepts, or 

agrees to accept money or any thing of value from a person other than his or her employer, . . . 

corruptly and without the knowledge or consent of the employer, in return for using or agreeing to 

use his or her position for the benefit of that other person, and any person who offers or gives an 

employee money or any thing of value under those circumstances, is guilty of commercial bribery.” 

A “direct quid pro quo” is not required, nor is proof that a particular payment was tied to a particular 

act. Riley, 240 Cal. App. 4th at 1162. Instead, any “intent to obtain something of value by means 

of a ‘dishonest stratagem’” is sufficient. Id. at 1163. Sports tickets are a “thing of value.” Freeman 

v. Quicken Loans, Inc., 566 U.S. 624, 636 (2012); U.S. v. Carson, 2011 WL 7416975, at *1, 9 (C.D. 

Cal. Sept. 20, 2011) (“lavish sales events,” including hotel costs, meals, greens fees for golf, travel 

expenses, and expensive gifts are “things of value” under § 641.3). The FAC alleges that Mattar 

gave Cassidy a thing of value—F1 tickets worth over $40,000—as a quid pro quo in response to 

Cassidy’s threats to cancel transactions. The FAC also alleges Mattar agreed to give Cassidy the 

Sea-Doos shortly after Cassidy expressly tied the Sea-Doos to his threats to not take delivery of 

one plane and cancel other orders. (¶¶ 306-09.) Mattar directed Cassidy to purchase the Sea-Doos, 

and he and Fazal-Karim would work out who would cover the cost. (¶ 318.) Mattar thus extended 

a thing of value to influence Cassidy to not cancel the aircraft purchases, which would benefit 

Bombardier (and Mattar personally). The FAC thus states a UCL claim. 

Bombardier next argues that the kickbacks cannot be imputed to it for this claim. As 

discussed above, the kickbacks paid by Bombardier’s agent are imputed to Bombardier. 

Lastly, Bombardier challenges the application of this UCL at all by asserting that New York 

law applies to the claims here, and the application of the UCL would be extraterritorial. Yet, the 
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Court already held that New York law does not apply to this claim.14 [Dkt. 109 at 28]. Nor is this 

an extraterritorial application of the California bribery statute. The statute applies to bribes paid 

outside California if the bribery 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 Bryant, the Court held that a bribe paid outside California for a 

transaction partly in California was not extraterritorial. Id. Similarly, the transactions all took place, 

at least partly, in California. First, Zetta USA paid $1.4 million directly from California on deposits 

for the package deal of Planes 1-6. (¶ 94). Second, Zetta USA conducted the revenue-generating 

flights out of California, and Zetta USA leased, subleased, and guaranteed every Plane. (¶¶ 82, 112-

14, 116, 537). Third, Seagrim and Walter were required to approve all transactions and executed 

the transaction documents in California. (¶¶ 27-32, 122, 190, 263-67, 537.) Just because bribes are 

paid outside the state does not immunize the bribes. Here, 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 would be paid from California 

both directly and indirectly for the Planes). (¶¶ 82, 94, 112-16, 537.)  

D. Count 6 states a claim for fraudulent misrepresentation. 

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.] Here, Bombardier only challenges the misrepresentation element, claiming that (1) 

Fazal-Karim’s false statements may not be imputed to Bombardier and (2) the misrepresentation 

allegations fail because the language was a Buyer’s Representation, not a Seller’s Representation.  

Bombardier is wrong that Fazal-Karim’s false statements cannot be imputed to Bombardier. 

14 The Court denied the Trustee leave to replead a New York cause of action in part because the 
Court held that New York law did not apply in this case. If the Court now finds that New York law 
applies, the Trustee requests leave to replead a New York cause of action. 
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[Dkt. 310 at 29-30.] As this Court found, Fazal-Karim was Bombardier’s agent for the transactions. 

[Dkt. 109 at 11]. Bombardier also seeks to distance itself from the Kickbacks. [Dkt. 310 at 30]. But, 

as discussed above, this ignores the facts pled in the FAC that Bombardier and Jetcraft, through 

Fazal-Karim, were working as a “team” to push the sale of Plane 1 as part of a package deal for 

Planes 1-6. (¶¶ 243-52.) Fazal-Karim’s actions on Plane 1, including misrepresentations in the 

Plane 1 APA, are thus properly imputed to Bombardier. The same is true for Plane 10. (¶¶ 271, 293 

(e, g, i), 290-304.) Indeed, Bombardier concedes that “a claim that the agents collectively agreed 

to take some unlawful action in the name and on behalf of the corporation is simply another way 

of saying that the corporation acted unlawfully.” [Dkt. 310 at 25 (cleaned up)]. The FAC alleges 

Fazal-Karim made misrepresentations so it also alleges misrepresentations by Bombardier. 

Bombardier next argues that the misrepresentation in the APAs related to the kickbacks 

cannot support a fraud claim because it was a Buyer’s Representation, not a Seller’s Representation. 

[Dkt. 310 at 30.] The language was drafted and included by Jetcraft, not the Debtors. (¶¶ 260, 607-

08.) In any event, the Court previously held that the misrepresentation element can be met by “a 

concealment, or a nondisclosure.” [Dkt. 107 at 36.] Thus, even if this Court were to find that the 

representation was technically by Zetta PTE, the misrepresentation element is still met: Fazal-

Karim fraudulently omitted the kickbacks and concealed them by requesting and paying fraudulent 

invoices for non-existent services. (¶¶ 255, 271.) Fazal-Karim was Bombardier’s agent for the 

aircraft transactions so the FAC pleads misrepresentation by concealment or nondisclosure of the 

kickbacks. The FAC thus alleges a misrepresentation claim.  

E. Count 7 states a claim for fraudulent concealment or nondisclosure. 

Bombardier argues that the FAC does not plead a fraudulent concealment claim because 

Bombardier had no duty of disclosure, and the FAC does not plead facts sufficient to allege the 

special facts doctrine, “where one party’s superior knowledge of essential facts renders a 
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transaction without disclosure inherently unfair.” [Dkt. 310 at 31-32]. A defendant can be liable for 

fraudulent concealment where “(1) the defendant makes representations but does not disclose facts 

which materially qualify the facts disclosed, or which render his disclosure likely to mislead; (2) 

the facts are known or accessible only to defendant, and defendant knows they are not known to or 

reasonably discoverable by the plaintiff; (3) the defendant actively conceals discovery from the 

plaintiff.” Warner Constr. Corp. v. City of L.A., 2 Cal.3d 285, 294 (1970).  

Bombardier argues that the kickbacks were not particularly within Bombardier’s knowledge 

because Element (not the Debtors) discovered that Cassidy was the recipient of the $500,000 

kickbacks. [Dkt. 310 at 32.] Bombardier cites no case holding that a private disclosure to an 

unrelated third party is sufficient. Element’s knowledge does not mean the Debtors knew of or 

could have discovered the kickbacks through reasonable diligence. Moreover, Bombardier 

concedes that Element only learned that Cassidy was the recipient of the Second Kickback in 

February 2017, long after the transaction was executed and closed and the kickbacks were paid. 

[Dkt. 310 at 32.] Bombardier contends that “Element circulated an analysis reflecting third-party 

fees of $500,000 on the Plane 1 transaction.” [Dkt. 310 at 32.] But the analysis did not “identif[y] 

Cassidy as the recipient.” (¶ 269.) Nor was that analysis circulated to the Debtors. Bombardier also 

does not address that Fazal-Karim, Bombardier’s agent, worked with Cassidy to actively conceal 

the kickbacks by making the payments to Cassidy’s personal bank account in response to falsified 

invoices, including creating new false invoices while Fazal-Karim was “ducking” Element. (¶¶ 241, 

255-59, 271, 273-84, 633-34.) 

Bombardier cites Congress Fin. Corp. v. John Morrell & Co., 790 F. Supp. 459, 474 

(S.D.N.Y. 1992), to assert that a buyer cannot allege fraudulent concealment for failure to disclose 

information when the buyer had “unrestricted access to all [seller’s] books . . . but failed to exercise 

diligence to discover the allegedly omitted information.” But the Debtors did not have any access 
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to the Defendants’ books and records, let alone the fraudulent invoices that Cassidy provided at 

Fazal-Karim and Behrend’s direction, seeking payment to Cassidy’s personal bank account, before 

the APAs were executed or the aircraft transactions closed. Neither did Element until February 

2017, when Fazal-Karim and Cassidy falsified invoices to disguise the transactions and Fazal-

Karim refused to explain the transactions to anyone but Element’s CEO in a private meeting, 

without providing any copies of the relevant documents. (¶¶ 282-83, 290.) Fazal-Karim and Mattar 

also disguised their inappropriate financial relationship in the KM.xlsx Spreadsheet and disguised 

the commercial bribes that they “sorted out” among themselves. (¶¶ 295, 304, 318.) 

Bombardier also disputes that the commercial bribes were peculiarly within its knowledge. 

Bombardier argues that the F1 tickets went to the “Zetta team,” and contends that no information 

about the Sea-Doos was particularly within Bombardier’s knowledge. These factual disputes are 

inappropriate on a motion to dismiss. Milbeck, 2019 WL 476004, at *1. They are also false. The 

FAC alleges that the disinterested directors did not know about the bribes, including both the Sea-

Doos and the F1 tickets. (¶ 634.) As detailed above, the “Zetta team” reference came from Mattar, 

not Cassidy, in an email that Bombardier knows was sent only to Cassidy and other Bombardier 

employees, after another Bombardier employee tried to find a way to legitimately source the tickets 

rather than paying a bribe to Cassidy. (¶ 313.) Bombardier cannot rely on its agent’s self-serving 

comments, aimed to conceal the true nature of the bribe, to gin up a factual dispute on a motion to 

dismiss. Similarly, the Sea-Doos were peculiarly within Bombardier’s knowledge. On top of 

alleging that the Zetta Board was unaware of the Sea-Doo bribe, the FAC alleges that Cassidy asked 

that the Sea-Doos be delivered to Australia where his yacht was docked, rather than to Zetta in 

Singapore. (¶ 306.) Thus, the FAC alleges that only Bombardier and its agent Fazal-Karim knew 

or could have known about these bribes. Because this is the only element that Bombardier 

challenges, this Court should deny Bombardier’s motion on Count 7. 
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F. The FAC pleads that the Debtors were injured and the planes were overpriced.

Damages are an element to each of the tort claims, but the exact amount of damages need 

not be proved at the pleading stage. Maya v. Centex Corp., 658 F.3d 1060, 1071 (9th Cir. 2011); 

Pinzon v. Pepperdine Univ., 2021 WL 3560782, at *4-5 (C.D. Cal. Aug. 5, 2021). “Failure to 

properly quantify damages” is “not grounds for dismissal.” Martinez v. Cnty. of Riverside, 2020 

WL 4980043, at *4 (C.D. Cal. May 14, 2020). As explained in the opposition to the FK Defendants’ 

motion, in the context of commercial bribery and kickbacks, a victim need only allege the fact and 

amount of the bribes and not any specific or direct injury or even intent to injure. [Dkt. 332 at 17-

18]; Riley, 240 Cal. App. 4th at 1162–63 (no need to show economic injury under § 641.3).  

The FAC goes well beyond merely alleging unquantified harm. As explained in the 

opposition to the FK Defendants’ motion and incorporated here, the Trustee can recover either the 

amount of damages or restitution. [Dkt. 332 at 17-18.] In addition to pleading the amount of the 

kickbacks and bribes, the FAC also pleads detailed valuations, based on expert analyses, showing 

that the planes were overpriced by between . (¶¶ 12, 296, 341-45, 

568-69, 580-81, 619-20, 636-37.) The FAC alternatively seeks restitution in the amount of the 

bribes and kickbacks, plus the revenue earned by Bombardier, less variable costs. (¶¶ 12, 570, 582, 

596, 621, 638.) These allegations are further detailed in the opposition to the FK Defendants’ 

motion, incorporated here. [Dkt. 332 at 18-21].  

III. None of the purportedly indispensable parties has raised an interest and if they do, the 
Court is required to join them. 

Bombardier argues that Counts 14-15 and 31-32 must be dismissed because the FAC does 

not join CAVIC and Glove. But any joinder analysis is unnecessary until the “absent party claim[s] 

a legally protected interest relating to the subject matter of the action.” U.S. v. Bowen, 172 F.3d 

682, 689 (9th Cir. 1999) (rejecting dismissal argument where absent party “was aware of th[e] 

action and chose not to claim an interest”). CAVIC and Glove Assets are undoubtedly aware of this 

Case 2:19-ap-01382-SK    Doc 349    Filed 01/14/22    Entered 01/14/22 07:52:03    Desc
Main Document      Page 45 of 59



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

-32- 

action, but they have never claimed an interest. To the contrary, CAVIC and Glove have expressly 

disclaimed any interest. Glove said it “is not a necessary party,” that the claims can be litigated 

“without Glove’s participation,” and that any determination “will have no effect on Glove.” [Dkt. 

231 at 4.] CAVIC similarly said that the Trustee made “the right decision” not to “bring [CAVIC] 

as a party to [this] case originally.” [Consolidation Tr. 23:10-14.] CAVIC further disclaimed any 

interest in this litigation by arguing that the claims “overwhelmingly, do not involve” CAVIC [Dkt. 

222 at 2] and that CAVIC “has a minimal role, if any,” in this case [id. at 14]. And nowhere does 

Bombardier articulate a theory of exactly how CAVIC and Glove would be adversely affected by 

a judgment against Bombardier.15 Bombardier cannot shield itself by claiming third parties have 

interests those same third parties have disclaimed. Further, even if they had claimed an interest, the 

only remedy is for the Court to join them as parties, not dismiss the FAC. Ward v. Apple Inc., 791 

F.3d 1041, 1048 (9th Cir. 2015); Askew v. Sheriff of Cook Cnty., 568 F.3d 632, 637 (7th Cir. 2009). 

Moreover, the Trustee seeks to recharacterize the Plane 2-6 Leases as disguised financings 

solely against Bombardier to establish that the Debtors had an interest in funds transferred to 

Bombardier for purposes of § 548. That factual finding will not adversely affect any rights CAVIC 

or Glove has or ever had, as CAVIC and Glove pointed out. Bombardier’s cases are inapposite 

because they involved non-parties whose current contractual rights would be directly and adversely

affected at risk of identified harm. EEOC v. Peabody Western Coal Co., 610 F.3d 1070 (9th Cir. 

2010); Lomayaktewa v. Hathatway, 520 F.2d 1324, 1326-27 (9th Cir. 1975); Dawavendewa v. Salt 

River Project, 276 F.3d 1150, (9th Cir. 2002). Bombardier is not defending the rights of third parties 

at risk of identified potential harm. It is only defending itself from being held liable to return 

hundreds of millions in fraudulent transfers that, in fact, may actually benefit CAVIC and Glove 

15 Nor did the Court state in its CAVIC ruling how CAVIC’s rights would actually be impacted.  In 
fact, they are not. CAVIC, like any other secured creditor, foreclosed on its collateral (Planes 2-4) 
and filed proofs of claim in these cases. Recharacterization does not affect CAVIC’s rights. 
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by enhancing possible distributions to CAVIC and Glove on account of their claims. 

IV. Every bankruptcy count states a claim. 

A. The bankruptcy claims involve a permissible domestic application of §§ 547 and 548. 

Bombardier incorrectly argues that the presumption against extraterritoriality means §§ 547 

and 548 do not apply to the transactions for Planes 2-6 and the preference transfers. [Dkt. 310 at 

35.]16 Bombardier argues only that the transfers are extraterritorial because they originated outside 

the U.S. [Dkt. 310 at 35-36.] Even if §§ 547 and 548 do not apply extraterritorially,17 the FAC may 

proceed if it “involves a domestic application of the statute.” The Trustee incorporates the 

opposition to the same argument in the Jetcraft motion. [Dkt. 315 at 6-12.]  

Here, the FAC alleges that the claims seeking to avoid and recover the Plane 2-5 transfers 

are a domestic application of §§ 547 and 548 for four reasons. First, the focus of § 548 is “the initial 

transfer that depletes the property that would have become property of the estate.” [Yuntian Dkt. 

174 at 24 (citing cases)]; In re Arcapita Bank B.S.C. (c), 575 B.R. 229, 244 (Bankr. S.D.N.Y. 2017). 

The transfers made to the Defendants in this case came from funds that would have become 

property of the estate. As noted above, “property of the estate” under § 541 includes property of a 

debtor “wherever located.” Thus, funds in Zetta PTE’s Singapore account would have become 

property of the estate and were depleted when they were transferred to Bombardier. Similarly, the 

Debtors’ interest in loan proceeds transferred to Bombardier would also have constituted “an 

interest of the debtor in property” and, upon transfer to Bombardier, depleted the estates as well. 

See In re TOUSA, Inc., 422 B.R. 783, 872-73 (Bankr. S.D. Fla. 2009) (transfers of borrowed funds 

from new lenders advanced through an affiliate to pay off claims constituted a transfer of the 

16 Because the relevant language in §§ 547 and 548 is identical, the same analysis applies to both 
sections. Arcapita, 575 B.R. at 244 n.6. 
17 Although the Court held that § 548 does not apply extraterritorially in King v. Yuntian, No. 2:19-
ap-01383-SK, Dkt. 174 and 175 (Bankr. C.D. Cal.), the Trustee has appealed and reserves all rights 
with respect to that issue to preserve it for appeal here. [See also Dkt. 315 at 7 n.2.] 
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debtor’s property because “‘if the conclusion were otherwise, the . . . property would belong to no 

one’”) (quoting U.S. v. Craft, 535 U.S. 274, 285 (2002))18; In re Bay Plastics, 187 B.R. 315, 336 

(Bankr. C.D. Cal. 1995) (transfer of loan proceeds by lender to selling shareholders constituted 

transfer of debtor property for purposes of California uniform fraudulent transfer act); In re 

Appleseed’s Intermediate Holdings, LLC, 470 B.R. 289, 297-98 (D. Del. 2021). Bombardier’s 

mischaracterization of this Court’s previous ruling supposedly imposing a requirement that funds 

must originate in the U.S. to sustain an avoidance action is simply wrong and contrary to caselaw.  

Second, the payments on Planes 2-6 were made to the Bank of America account in Texas 

of BAC, a domestic corporation. (¶¶ 54, 153, 524(h), 525, 532, Sch. 4.) The preference transfers 

were made to BAC and Learjet, another domestic corporation. (¶¶ 56, 489, 496.) The “use of bank 

accounts in the United States” shows a domestic application of a statute. Arcapita, 575 B.R. at 245. 

The “heart of th[e] cause of action” is “the receipt of the transferred funds in New York 

correspondent bank accounts” because that “is precisely the conduct targeted by the [plaintiff], and 

the activity that the cause of action seeks to have voided.” Id. at 239 (cleaned up). Courts 

interpreting “transfer” in other federal statutory contexts hold that use of U.S. banks is domestic 

conduct. U.S. v. Prevezon Holdings, Ltd., 251 F. Supp. 3d 684, 692 (S.D.N.Y. 2017); U.S. v. Ho, 

984 F.3d 191, 205 (2nd Cir. 2020); U.S. v. Daccarett, 6 F.3d 37, 54 (2d Cir. 1993).  

Third, significant portions of the payments originated from the California bank accounts of 

Zetta USA, which sent $1.4 million from California that Zetta PTE used to pay part of the initial 

deposits on Planes 1-6. (¶ 94.) The Debtors also used funds originating in the U.S. from Zetta 

USA’s revenue-generating flights. (¶¶ 82, 112.) Fourth, the transactions were entered into in the 

U.S. and all obligations were incurred in the U.S. (¶¶ 56, 133-34, 139-42, 150, 166-69, 173, 251, 

18 Although the District Court reversed the Bankruptcy Court, 444 B.R. 613 (S.D. Fla. 2011), the 
Eleventh Circuit reversed the District Court, affirmed the bankruptcy court’s liability findings, and 
held that the Bankruptcy Court “did not err.” 680 F.3d 1298, 1310-15 (11th Cir. 2012). 
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527-28, 533-34.) The FAC thus pleads claims involving transfers from domestic accounts. 

B. Counts 13, 15, 17, and 32 state claims for constructive fraudulent transfer. 

i. Counts 15 and 32 plausibly plead the Debtors had an interest in the loan proceeds. 

Under § 548, the transfer must be of an interest in the debtor’s property or an obligation 

incurred by the debtor. § 548(a)(1). On the Trustee’s claim to avoid and recover the loan proceeds 

in Counts 15 and 32, Bombardier argues that the Debtors lack a property interest in the loan 

proceeds if the leases cannot be recharacterized as disguised financings. [Dkt. 310 at 37.]  

For Planes 2-5, Bombardier relies on the CAVIC ruling, but that ruling does not apply to 

Bombardier because, unlike CAVIC, the FAC alleges that Bombardier directly engaged in 

“fraudulent conduct” and the Trustee seeks to avoid and recover the transfers from Bombardier 

under §§ 548 and 550 on behalf of creditors of the estates. [CAVIC Dkt. 157-1 at 16-18]; In re 

Morse Tool, Inc., 108 B.R. 384, 386 (Bankr. D. Mass. 1989); In re EPD Inv. Co., 2014 WL 

12597148, at *4 (C.D. Ca. Aug. 29, 2014, aff’d, 821 F.3d 1146 (9th Cir. 2016)). Refusing to apply 

Morse Tool would defeat the core purposes of §§ 547 and 548 by allowing purchasers engaging in 

fraud to shield themselves with choice-of-law clauses that do not bind nonparty creditors or a 

trustee acting on their behalf. The Trustee also incorporates his opposition to CAVIC’s second 

motion to dismiss, which explains (1) that Restatement (Second) of Conflict of Laws § 6(1) and, 

through it, Cal. Comm. Code § 1301, negate the English contractual choice of law clause [CAVIC

Dkt. 328 at 29-32], and (2) that English law permits recharacterization [id. at 33-34]. See also

Phelps Decl. ¶¶ 43-45, attached as Ex. 1.  

For Plane 6, Bombardier argues that recharacterization is unavailable under Singapore law. 

[Dkt. 310 at 37-38 (citing Thai Chee Ken v. Banque Paribas [1993] 2 SLR 609 [at ¶¶ 12, 13])]. But 

Thai Chee Ken does not say that. Rather, the Singapore Court of Appeal expressly stated: “Of 

course if it can be shown by parol evidence that both parties to a document adopted the form they 
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did as a disguise, then their true intent and not the form will prevail.” Id. (cleaned up). But “there 

[was] no suggestion that the documents, i.e., the sale and repurchase agreements were a sham or 

disguise.” Id. By contrast, the FAC expressly alleges that the leases were not intended to be true 

leases and were instead disguised financings. (¶¶ 552-55, 831-32.) Recharacterization is thus 

available under Singapore law, which the Trustee may establish with parol evidence. [Han Decl. 

¶¶ 15-31, attached as Ex. 2.] Because Bombardier makes no other arguments against 

recharacterization, the FAC pleads that the Debtors had a property interest in the loan proceeds. 

ii. Counts 13 and 17 plausibly plead lack of reasonably equivalent value. 

The elements of a claim for constructive fraudulent transfer include, among other things, a 

lack of “reasonably equivalent value” determined based on all facts and circumstances from the 

perspective of plaintiff’s creditors. In re Prejean, 994 F.2d 706, 708 (9th Cir. 1993); In re 

Wierzbicki, 830 F.3d 683, 687 (7th Cir. 2016). Bombardier argues that the FAC fails to plead 

reasonably equivalent value. [Dkt. 310 at 38-40.] Its arguments lack merit. First, Bombardier 

mischaracterizes the Estate Value calculation as fraud by hindsight. [Id. at 39-40.] The issue is not 

that the Planes failed to produce enough income with the benefit of hindsight, but that at the time 

of transfer the Planes were overvalued based on future cash flows the Debtors could generate from 

them. (¶¶ 341-60, 431-38.) Discounted cash flow analysis, like the Estate Value, is an accepted 

valuation method. In re Silicon Valley Telecom Exch., LLC, 315 B.R. 750, 752 (B.A.P. 9th Cir. 

2004); U.S. v. 191.07 Acres, 482 F.3d 1132, 1137 (9th Cir. 2007).  

Second, Bombardier argues that the Trustee improperly relies on expert analyses. [Dkt. 310 

at 39.] In response, the Trustee incorporates the opposition to the same argument by the FK 

Defendants. [Dkt. 332 at 18-20.]  

Third, Bombardier argues that the pricing allegations are “inherently implausible” because 

the FAC contains allegedly contradictory statements and documents. [Dkt. 310 at 39.] Bombardier 
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fails to show a contradiction, let alone one sufficient to overcome two separate expert analyses and 

other well-pled facts on a motion to dismiss. Bombardier contends that the expert’s analysis of fair 

market value based on market pricing of substantially similar planes that shows the planes were 

substantially overpriced is somehow contradictory. [Compare Dkt. 310 at 39, with ¶ 344.] The 

purported “contradiction” is between, on one hand, the fair market value and, on the other, the 

inflated list price, the fraudulent First Business Plan Cassidy prepared, and the purchase price 

tainted by the kickbacks. The “contradiction” is between fair market value and fraud. That proves 

rather than undermines the Trustee’s case. The Trustee also incorporates the opposition to the same 

argument by Jetcraft. [Dkt. 315 at 27-30.]  

Fourth, Bombardier indirectly attacks discounted cash flow analysis. Bombardier cites the 

inapposite case In re Ozark Rest. Equip. Co., 850 F.2d 342, 345 (8th Cir. 1988). [Dkt. 310 at 40.] 

In Ozark, the debtor sold goods at a steep discount before filing for bankruptcy. 850 F.2d at 344 

(“at a markup of only seven percent”). The trustee sought to avoid the sales, arguing that the debtor 

did not get reasonable equivalent value because the debtor would need to sell the goods at a markup 

of “twenty-five to thirty percent” to be profitable. Id. The Eighth Circuit held that it was 

inappropriate to determine the fair market value based on what margin the debtor would need to be 

profitable; it did not address a discounted cash flow analysis. Id. at 345. Bombardier confuses two 

separate issues: one is a post hoc valuation based on what the debtor would need to be profitable 

(i.e., the rejected valuation in Ozark); the other is the discounted cash flow analysis based on what 

a similar business could earn using the assets. Here, the Estate Value is based on “the revenue that 

an operator of similar size” would earn, not what the Debtors would need to be profitable. In turn, 

the Fair Market Value is based on “publicly available valuations . . . from three sources” and 

“specific transactions involving substantially similar planes during the relevant time frame.” 

(¶¶ 341-60, 431-38.) Neither is about the Debtors’ viability or margins. See Ozark, 850 F.2d at 345. 
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Fifth, Bombardier baldly concludes that “it is indisputable that their value exponentially 

exceeded the cash transferred by Zetta for those planes.” [Dkt. 310 at 40.] Bombardier ignores that 

in addition to nearly $80 million in direct transfers from Zetta, it also received loan proceeds for 

the remainder of the purchase prices, which were the Debtors’ property and which the Debtors were 

obligated to repay. (¶¶ 106-09, 143, 152-53, 686, 691, 698, 703, 712-720, 725, 736-44, 749, 753, 

760, 764, 771.) The issue is not the value of the planes as compared to the initial down payments, 

but rather compared to the full price Bombardier received in both direct transfers and loan proceeds 

that the Debtors had to repay. As stated above, the Debtors had an interest in both funds sent directly 

to Bombardier from the Debtors’ bank accounts as well as loan proceeds transferred directly to 

Bombardier at closing on the Debtors’ behalf. Under Bombardier’s logic, it could have sold each 

plane for $100 trillion, and the Planes would still not be overpriced so long as the Debtors only paid 

the down payment. That makes no sense, because the Court must take as true the FAC’s detailed 

allegations that the planes were overpriced. (¶¶ 341-60); Cutler, 2014 WL 12599602, at *1. 

C. Counts 12, 14, 16, and 31 state claims for actual intent fraudulent transfer.

i. The FAC alleges that Cassidy operated the Debtors as a fraudulent scheme. 

The FAC alleges that Cassidy operated the Debtors as a fraudulent, Ponzi-like scheme. The 

FAC alleges the classic Ponzi-scheme elements: (1) the “hallmark” – “that funds from new 

investors were used to pay old investors”; (2) “provid[ing] false or misleading financial statements 

or engag[ing] in ‘inappropriate accounting’”; (3) promising “high rates of return”; and (4) a high 

percentage of funds used for improper purposes, rather than legitimate business purposes. [Dkt. 

108 at 10.] First, the FAC clarifies that Cassidy “used and attempted to use loans and investments 

from new financiers to pay off old financiers,” including “repaying Li through a refinancing and 

new funds obtained from Minsheng” and planning to do the same in Summer 2017. (¶¶ 174, 407, 

412-13, 417, 419, 426.) He could not complete his plan because innocent insiders discovered his 
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fraud. (¶¶ 361-63.) Cassidy also had a separate Ponzi-like scheme that left smaller investors holding 

$16 million in unused block hours. (¶¶ 428-30.) 

Second, Cassidy used false or misleading financial statements, including the fraudulent First 

Business Plan, which “promised intentionally overstated profits and returns that Cassidy well knew 

were not achievable through the Debtor’s operations.” (¶ 408.) Cassidy also prepared a fraudulent 

Second Business Plan in 2017 to extend the scheme with new investors. (¶¶ 420-25.) 

Third, Cassidy promised and “delivered” on significantly above-market rates. The initial 

investments by Li (through his entities) involved significantly above-market rates, including an 

interest prepayment penalty of at least 10 times the market rate. (¶¶ 411-12.) Cassidy then used the 

Minsheng Refinancing to pay off Li at a 33 percent annualized rate of return. (¶¶ 414-16.) 

Fourth, the percentage of investor funds used to pay off prior investors was significant. Li 

invested $150 million, but he also received at least $79.7 million back (not counting the $48.5 

million unsecured Plane 6 loan and his 25 percent equity stake). (¶¶ 417-18.) Out of the $80 million 

in proceeds from the Minsheng Refinancing, Cassidy stole almost $5 million, and paid Li $55 

million for Plane 7 generating a 33% return for Li on that plane in less than in one year. (¶¶ 202-

04.) That left only 22.5 percent for “legitimate” business purposes (i.e., buying more overpriced 

Planes from the Defendants). Further, even if Cassidy had gotten $150 million in new investments 

using the fraudulent Second Business Plan, he would have had to pay all of that to existing 

financiers. (¶ 421.) 

Bombardier argues that it was not a Ponzi scheme because (1) Zetta effectively had only 

one investor, Li; (2) funds were not received from new investors to funnel to Li; (3) Zetta PTE used 

charter revenues in addition to new funds; and (4) when Zetta paid BAC, it was not secreting assets 

or just shuffling money around, but also acquiring valuable assets to operate its business. [Dkt. 310 

at 40-42]. All four arguments fail. On the first two points, as discussed above, Cassidy also induced 
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new funds from financiers to pay off Li, and used funds from Li to pay off financiers. (¶¶ 174, 412-

13, 417.) A Ponzi scheme can be based on lender funds, just as with investor funds. In re LLS Am., 

2013 WL 3305393, at *3, 6, 10 (Bankr. E.D. Wash. July 1, 2013). Third, Bombardier’s argument 

that the Debtors used charter revenues, in addition to new investor and financier funds, does not 

defeat the Trustee’s claims. But all Ponzi schemes are “founded upon some legitimate business 

enterprise.” Id. at *8. Fourth, Bombardier’s argument that the purchase price payments were made 

to acquire assets does not change the fact that most of the money was used for improper purposes 

and to pay off previous investors. As the Court previously held, all funds need not go to improper 

purposes, but rather, a high percentage of funds must be used for improper purposes. [Dkt. 108 at 

8-10.] Almost 80% of the money from the Minsheng Refinancing was either stolen by Cassidy or 

used to pay exorbitant returns to Li. 

ii. The FAC sufficiently alleges actual intent under both the “natural consequences” 
and “substantial certainty” tests. 

The Court previously declined to decide whether to adopt the “natural consequences” test. 

[Dkt. 108 at 12.] It should adopt the “natural consequences” test, but even if the Court declines, the 

FAC also pleads actual intent based on “substantial certainty.” 

Because “every person is presumed to intend the natural consequences of his acts,” a 

defendant has actual intent if he knew that the “natural consequences” of his acts would be to 

hinder, delay, or defraud creditors. In re Sentinel Mgmt. Grp., Inc., 728 F.3d 660, 667 (7th Cir. 

2013); U.S. v. Tabor Ct. Realty Corp., 803 F.2d 1288, 1305 (3d. Cir. 1986); In re Lyondell Chem. 

Co., 554 B.R. 635, 651 n.17 (S.D.N.Y. 2016); In re Syntax-Brillian Corp., 2016 WL 1165634, at 

*6 (Bankr. D. Del. Feb. 8, 2016).19 In a “wide[] variety of situations, courts permit or presume 

inferences of intent to be drawn from the known or virtually certain results of a person’s actions.” 

19 See also Ritchie Cap. Mgmt., L.L.C. v. Stoebner, 2014 WL 1386724, at *31 (D. Minn. Jan. 6, 
2014); In re Tronox Inc., 503 B.R. 239, 280 (Bankr. S.D.N.Y. 2013); S.E.C. v. Haligiannis, 608 F. 
Supp. 2d 444, 451 (S.D.N.Y. 2009).
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McGowan v. Cty. of Kern, 2018 WL 2734970, at *8 n.7 (E.D. Cal. June 7, 2018). The “law 

presumes every man to intend the natural consequences of his acts.” Id. (quoting Claflin v. 

Commonwealth Ins. Co., 110 U.S. 81, 95 (1884)). A “Debtor is charged with the knowledge of the 

natural consequences of his actions.” In re Ormsby, 591 F.3d 1199, 1206 (9th Cir. 2010); In re 

Wolf, 577 B.R. 327, 345 (Bankr. C.D. Cal. 2017). This is true where the Bankruptcy Code requires 

“actual intent.” In re McMahon-Jones, 461 B.R. 835, 847-48 (Bankr. W.D. Wash. 2011) (analyzing 

“actual intent” under § 523(a)(6) using “natural consequences” test). A “transfer may be made with 

fraudulent intent even though the debtor did not intend to harm creditors but knew that by entering 

the transaction, creditors would inevitably be hindered, delayed or defrauded.” ASARCO LLC v. 

Am. Mining Corp., 396 B.R. 278, 386-87 (S.D. Tex. 2008). Although the Ninth Circuit has not 

directly addressed the “natural consequences” test, it has held that “knowledge that a transaction 

will operate to the detriment of creditors is sufficient for actual intent.” In re Agri. Res. Tech. Grp., 

916 F.2d 528, 535 (9th Cir. 1990).  

Intent can also be shown where a person “believes that the consequences are substantially 

certain to result from [his act].” Lyondell, 554 B.R. at 651 (cleaned up); In re Indep. Clearing House 

Co., 77 B.R. 843, 860 (D. Utah 1987); Syntax-Brillian, 2016 WL 1165634, at *6.  

The FAC meets both standards. By taking commercial bribes and kickbacks in exchange 

for overpriced planes and stealing millions from the Debtors, including when the Debtors were 

without “breathing room” and the “wolves” were at the door, Cassidy knew his actions were 

“substantially certain” to cause the Debtors’ failure and that this would be a “natural consequence 

of his actions.” (¶¶ 430-47.) But even absent the fraudulent scheme, Cassidy knew or was 

substantially certain that “the Debtors could not operate profitably or generate sufficient revenues 

to service the loans on the Planes.” (¶ 432; Dkt. 108 at 12.) The FAC pleads specific revenue, 

expense, and profit figures that show that the Debtors never had a “realistic possibility” of profitable 
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operations or servicing their debt, yet Cassidy continued to add liabilities that he could never be 

repaid. (¶¶ 435-39); Syntax-Brillian, 2016 WL 1165634, at *6 (actual intent where “delay of 

payment to creditors was substantially certain to occur when the Debtors incurred [obligations] at 

a time when they were purposefully concealing massive losses”). Even without Cassidy’s earlier 

frauds, Cassidy knew by summer 2016 that the Debtors were a failure, and that he should have 

cancelled pending aircraft purchase agreements (and forfeited the deposits) instead of incurring 

hundreds of millions of dollars in obligations that he knew could never be repaid. (¶ 440); supra, 

at 15, 20-21. Instead, Cassidy doubled down with the disastrous Minsheng Refinancing, then 

embezzling millions from the proceeds, while simultaneously taking commercial bribes from 

Bombardier and the Second Kickback. (¶¶ 441-42.) Even if Cassidy had been legitimately “trying 

to weather a financial hurricane,” he had full knowledge that these transactions would hinder the 

Debtors’ trade creditors when he paid off Li, stole millions, and took on hundreds of millions in 

more debt while trade payables exploded. ASARCO, 396 B.R. at 388 (actual intent where debtor 

“knew that payments to some creditors would be hindered and delayed” but “closed the transaction 

anyway”); In re Am. Props., Inc., 14 B.R. 637, 643 (Bankr. D. Kan. 1981) (actual intent even though 

parent believed transaction would benefit one subsidiary because it also knew it would hinder or 

delay payment to creditors of another subsidiary); Sentinel, 728 F.3d at 667 (actual intent because 

debtor “certainly should have seen” failure “as a natural consequence of its actions”). The FAC 

thus alleges actual intent based on “natural consequences” and “substantial certainty.” 

iii. The FAC sufficiently alleges the badges of fraud. 

Actual intent may also be shown by the badges of fraud. [Dkt. 108 at 12-15.] The FAC 

pleads the badges of fraud against Fazal-Karim, who acted as Bombardier’s agent. [Dkt. 315 at 24-

27.] Under general agency principals, the badges of fraud against Fazal-Karim apply equally to 

Bombardier, and the Trustee incorporates by reference his argument against Fazal-Karim. [Id.] 
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The FAC also pleads badges of fraud against Bombardier that do not require an agency 

finding. The FAC alleges that the F1 and Sea-Doo bribes arranged by Bombardier were not 

disclosed to the Debtors’ directors who had to approve the transactions. (¶¶ 448, 593-94, 618.) The 

transactions for Planes 1-6, negotiated together, involved all or substantially all the Debtors’ assets. 

(¶¶ 94, 104, 123-124, 127-128, 143, 242-249, 449); [Dkt. 315 at 25].) The Debtors did not receive 

reasonably equivalent value for Planes 2-6, 8-9, and 12-15. (¶¶ 341-60; supra, at 36-38; [Dkt. 315 

at 25].) The transfers on the package deal for Planes 1-6 together made the debtors insolvent. 

(¶¶ 452, 467-74.) In addition, each plane was fundamentally unprofitable for the Debtors at the 

rates they could charge. (¶¶ 431-47, 452.) Each transfer was thus made when the Debtors were 

either insolvent or faced with unmanageable debt. [Dkt. 315 at 26.] Finally, every transaction 

involved the incurrence of tens or hundreds of millions of dollars of debt, and thus was shortly 

before or after a substantial debt. (¶¶ 143, 153, 177, 180, 221-23); [Dkt. 315 at 26]. 

D. Counts 18 and 19 state claims for preference transfers. 

Bombardier’s ordinary course and contemporaneous exchange affirmative defenses are 

improper on a motion to dismiss because they involve questions of fact that a defendant must prove 

by a preponderance of evidence. In re Kaypro, 218 F.3d 1070, 1073 (9th Cir. 2000); In re Equip. 

Acquisition Res., Inc., 2012 WL 4754949, at *5 (Bankr. N.D. Ill. Sept. 28, 2012); In re The Russ 

Cos., 2013 WL 4028098, at *5 (Bankr. D.N.J. Aug. 5, 2013). Bombardier cites ASARCO, LLC v. 

Union Pac. R. Co., 765 F.3d 999 (9th Cir. 2014), but that case involved a limitations defense, unlike 

the disputed, fact intensive § 547 defenses.  

First, Bombardier baldly asserts that there is “no doubt” the obligations were incurred in the 

ordinary course. The FAC expressly alleges that the aircraft obligations were fraudulently incurred. 

In re FirstPay, Inc., 2012 WL 3778952 at *9 (Bankr. D. Md. Aug. 30, 2012) (even outside a “true” 

Ponzi scheme, transfers are not made in the ordinary course of business “where the debtor engaged 
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in fraudulent conduct”); In re Comput. World Sol., Inc., 427 B.R. 680, 693 (Bankr. N.D. Ill. 2010) 

(ordinary course only “applies to payments made by a legitimate business, not payments made by 

a fraudulent business”). Moreover, the Promissory Note – under which  was paid to 

BAC – was issued to push out the Debtors’ Plane 4 obligation to pay the purchase price at closing. 

(¶¶ 488-89.) This deviated from the prior three transactions (Planes 2, 3, and 6) where the full 

balance was paid at closing. (¶¶ 143, 153; Sch. 2, Exs. 2-24 ¶ 2.1, 2-25, 2-26, 2-31 ¶ 2.1, 2-32, 2-

33, 2-40 ¶ 2.1, 2-42, 2-43, 2-44, 2-73 ¶ 6.1.) Plane 4 closed on March 28, 2017. (¶¶ 146, 441, 443; 

Sch. 1.) The transfer was not made until June 27, 2017. (¶¶ 143, 489.) The payment of the Plane 4 

purchase price 91 days after closing – and 26 days after even the deadline in the Promissory Note 

– negates any ordinary course defense. In re Grand Chevrolet, Inc., 25 F.3d 728, 732 (9th Cir. 

1994) (creditor must prove that “1) the debt and its payment are ordinary in relation to past practices 

between the debtor and the creditor; and 2) the payment was ordinary in relation to prevailing 

business standards”). “Delay is particularly relevant in taking a payment outside the ordinary course 

of business exception.” In re Food Catering & Housing, Inc., 971 F.2d 396, 398 (9th Cir. 1992).  

Bombardier’s cases are inapposite because they dealt with a per se bar against affirmative 

defenses on summary judgment due to either a late payment or a “first time” restructuring 

transaction; they were not on a motion to dismiss without any factual determination. Kaypro, 218 

F.3d at 1072-73; In re Ahaza Sys., Inc., 482 F.3d 1118, 1129 (9th Cir. 2007); In re Metromedia 

Fiber Network, Inc., 2005 WL 3789133, at *4 (Bankr. S.D.N.Y. Dec. 20, 2005). 

Bombardier’s contemporaneous exchange argument is based on the highly contested issue 

of valuation, something Bombardier acknowledges by disputing valuation in its motion. [Dkt. 310 

at 39-40.] Bombardier cannot turn around and argue that the value exchanged is undisputed.

E. Count 20 should not be dismissed. 

Bombardier did not previously challenge Count 20. The Court did not rule on it. Even if the 
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Trustee may not proceed on a stay violation claim [Yuntian Dkt. 314-1 at 38], the facts alleged in 

the FAC also support breach of contract – allowable on the current FAC as no “technical form is 

required,” Fed. R. Civ. P. 8(d). If a technical amendment to “breach of contract” is required, the 

Trustee requests leave to amend, a first for this claim.  

F. Count 25 states a claim for disallowance.  

Bombardier contends that Count 25 fails because the other claims fail. [Dkt. 310 at 45.] The 

FAC states several tort and bankruptcy claims. Thus, the FAC states a claim for disallowance. 

V. The Court should grant leave to replead. 

The Court previously dismissed the original Complaint. But the Court also held that the 

Complaint sufficiently pled the essential elements of some claims, including that Fazal-Karim was 

acting as Bombardier’s agent in the transactions [Dkt. 109 at 11, 13], that California rather than 

New York law applies [id. at 26], and that in pari delicto did not apply [id. at 25-26]. If this Court 

now reverses course on those rulings, the Trustee respectfully requests leave to amend on those 

issues (as well as Count 20) because the Trustee has not had a chance to replead them previously. 

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). 

Conclusion 

WHEREFORE, the Trustee respectfully requests that the Court deny the Motion. 

DATED: January 14, 2022 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

EAST/187545934 
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IN RE ZETTA JET USA INC and ZETTA JET PTE, LTD 

OPINION OF ROSALIND PHELPS QC 

Introduction

1. I am instructed by the Chapter 7 Trustee of Zetta Jet USA Inc (a Californian Corporation) 

and Zetta Jet PTE Ltd (a Singaporean corporation) (together Zetta Jet) to provide an 

expert opinion for the purposes of proceedings currently ongoing in the United States 

Bankruptcy Court, Central District of California, Los Angeles Division.  

2. I am a senior barrister (Queen’s Counsel or QC) qualified in England and Wales, with 

substantial experience in both aviation and banking and finance matters. I practise from 

Fountain Court Chambers in London which is ranked in Band 1 by both the Legal 500 

and Chambers & Partners for Aviation and Banking. I was appointed QC in 2016. My 

relevant experience and qualifications are set out in Annexe 1. 

3. Zetta Jet was a private jet charter business which filed for Chapter 11 bankruptcy on 15 

September 2017. The Chapter 11 cases were converted to Chapter 7 proceedings in 

December 2017. The Trustee has filed an Amended Adversary Complaint in Case No. 

2:17-bk-21386-SK against a number of defendants including CAVIC Aviation Leasing 

(Ireland) 22 Co. Designated Activity Company (CAVIC),  Bombardier Aerospace 

Corporation (BAC) and three statutory trusts (ZJ6000-1, ZJ6000-2 and ZJ6000-3

Statutory Trusts).

4. The Trustee seeks (i) a declaratory judgment that the leases relating to three Bombardier 

Global 6000 Aircrafts with serial numbers 9716, 9740 and 9764 (respectively, Planes 2, 
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3 and 4) are finance leases rather than “true” or operating leases and (ii) to recover a 

US$30 million pre-delivery payment made in relation to a further aircraft (Plane 5).    

5. The key contracts for present purposes are the leases (the Aircraft Lease Agreements) 

detailed below: 

a. An Aircraft Lease Agreement dated 24 May 2016 between ZJ6000-1 Statutory 

Trust as Lessor and TVPX ARS Inc as Owner Trustee as Lessee in relation to 

Bombardier aircraft MSN 9716 (Plane 2 ALA).  

b. An Aircraft Lease Agreement dated 16 September 2016 between ZJ6000-2 

Statutory Trust as Lessor and TVPX ARS Inc as Owner Trustee as Lessee in 

relation to Bombardier aircraft MSN 9740 (Plane 3 ALA). 

c. An Aircraft Lease Agreement dated 24 May 2016 between ZJ6000-3 Statutory 

Trust as Lessor and TVPX ARS Inc as Owner Trustee as Lessee in relation to 

Bombardier aircraft MSN 9764 (Plane 4 ALA). 

6. Each Aircraft Lease Agreement contains a clause providing that it is governed by English 

law (clause 32.1).  

7. I am instructed that: 

a. The Aircraft Leases formed part of a complex structure of agreements whereby, 

essentially, finance was provided by CAVIC for Zetta Jet’s purchase of the 

aircraft from the manufacturer, Bombardier Inc.1

b. The lessor under the Aircraft Leases was a Statutory Trust (ZJ6000-1, 2 or 3) of 

which CAVIC was the trustor (and the true interested party).  

c. Each of the aircraft was in turn sub-leased by TVPX ARS Inc to Zetta Jet USA 

Inc as operator.  

d. If the Aircraft Lease Agreements are recharacterized as secured financings, that 

will enable the Trustee to argue that Zetta Jet has an economic interest giving rise 

1 It appears from the Aircraft Lease Agreements that Zetta Jet PTE Ltd had entered into agreements to 
purchase each aircraft, and that those agreements were assigned to the lessor (see the definition of 
“Purchase Agreement” in Schedule 2). 
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to proprietary rights in Planes 2, 3 and 4 for the purposes of certain claims under 

the Bankruptcy Code.  

8. I am instructed that under US law, “[w]hether a transaction in the form of a lease creates 

a lease or security interest is determined by the facts of each case.” (Uniform Commercial 

Code  1-203(a), California Commercial Code 1203(a)). The first stage of the test is 

whether the debtor/lessee can terminate the agreement during its term. If not then courts 

look to the “residual value factors” in UCC § 1-203 (b) (or the relevant state's equivalent). 

The residual factors are said to be: (1) the original term of the lease is equal to or greater 

than the remaining economic life of the goods; (2) the lessee is bound to renew the lease 

for the remaining economic life of the goods or is bound to become the owner of the 

goods; (3) the lessee has an option to renew the lease for the remaining economic life of 

the goods for no additional consideration or for nominal additional consideration upon 

compliance with the lease agreement; or (4) the lessee has an option to become the owner 

of the goods for no additional consideration or for nominal additional consideration upon 

compliance with the lease agreement. 

9. The Defendants have issued a motion to dismiss certain counts of the amended adversary 

complaint on a number of bases, including contesting the recharacterisation of the 

Aircraft Lease Agreements. Under a previous decision dated 7 October 2020 (Dismissal 

Order) the court decided that under English law the Aircraft Lease Agreements would 

be viewed as leases under English laws and could not be recharacterized under English 

law. The court relied on the case of HFGL Ltd & CNH Cap Europe Ltd v Alex Lyon & 

Con Sales Managers and Auctioneers Inc 700 F Supp.2d 681 as authority for the 

proposition that under English law a lessor retains ownership of goods unless a hire 

purchase agreement option to purchase is exercised. It therefore decided that the leases 

could not be recharacterized for the purposes of US law.  

10. I am asked to consider (i) the treatment of the leases from an English law perspective; (ii) 

how English law would distinguish between operating leases and finance leases; and (iii) 

what effect English law could have on the proceedings in the Californian court and in 

particular whether English law would prevent the leases from being re-characterised as a 

security interest under US insolvency laws. 

Summary of my opinion 
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11. I regard the issues of (i) how to approach the question of recharacterisation of the Aircraft 

Lease Agreements for the purposes of the US bankruptcy proceedings and (ii) the 

relevance or otherwise of English law to that issue as questions for the Californian court.   

12. As regards how English law would approach the characterisation question: 

a. English law does not make a clear, formalistic distinction for all purposes between 

a sale or finance lease and a hire purchase or operating lease.  

b. There is nothing in English law which would prevent the recharacterisation by the 

Californian court of the Aircraft Lease Agreements as a form of borrowing or 

financing; indeed English courts frequently undertake such an exercise 

themselves.  

c. Under English law, the Aircraft Lease Agreements bear many key hallmarks of 

finance leases as opposed to “true” or “operating” leases and the English Court 

would likely describe them as such if the question arose for its consideration.    

Recharacterisation of contracts under English law: general principles 

13. English law principles are mainly to be found in statutory law and case precedent and 

many of the rules relating to the ownership, leasing and taking security over aircraft are 

to be found in applicable case law. It is also correct to say that there is no statutory law 

relating to the recharacterisation of leases akin to those in the US law provisions I have 

described above. However, as I explain below, that does not mean that English courts 

would shy away from characterising a document described as a “lease” as truly a finance 

lease, or indeed as a form of borrowing.  

14. The question of when and to what extent a court will recharacterise a transaction or 

document as something different from its label depends on the relevant context: 

This does not mean that the terms which the parties have adopted are necessarily determinative. The 
substance of the parties' agreement must be found in the language they have used; but the categorisation 
of a document is determined by the legal effect which it is intended to have, and if when properly 
construed the effect of the document as a whole is inconsistent with the terminology which the parties 
have used then their ill-chosen language must yield to the substance. 

The legal classification of a transaction is not, therefore, approached by the Court in vacuo. The 
question is not what the transaction is but whether it is in truth what it purports to be. Unless the 

Case 2:19-ap-01382-SK    Doc 349-1    Filed 01/14/22    Entered 01/14/22 07:52:03    Desc
Exhibit 1    Page 5 of 315



Page 5 of 17
EAST\185478017.4

documents taken as a whole compel a different conclusion, the transaction which they embody should
be categorised in conformity with the intention which the parties have expressed in them.2

15. It is important to note a number of matters in this regard: 

a. The court first construes the relevant documents to understand what obligations 

and rights the parties intended. The second stage is one of categorisation; if the 

intention of the parties was to impose obligations and create rights which are 

inconsistent with the contract’s label then the contract will not be construed in 

accordance with that label.3

b. This exercise does not take place in a vacuum; there is always a legal context 

against which the recharacterisation arguments are being made. Put simply, there 

must be a reason for the question of recharacterisation to be asked. The reason is 

typically to establish whether a contractual arrangement is a type to which a 

special regime applies under English law or for which English law imposes 

particular formalities or implied particular terms.  

16. In the present case, the legal context in which the recharacterisation arguments will arise 

is the adversary complaint summarised above and in particular the question of whether 

the Aircraft Lease Agreements are to be characterised as leases or security interests. 

English insolvency law has no analogue to section 1203 of the California Commercial 

Code and so the question of recharacterising leases in that context does not arise. Indeed, 

UK insolvency legislation treats the owners of property and owners of security interests 

in a similar way when a company enters administration, there is therefore no need to 

distinguish between the two for these purposes.4

17. Nevertheless the English courts frequently consider the true characterisation of 

documents in other contexts order to decide whether particular legal consequences should 

follow. In particular, the English courts are perfectly willing to decide that a document 

2 Orion Finance Ltd v Crown Financial Management Ltd [1996] BCC 621 (Millett LJ). 
3 See e.g. Brumark Investments Limited: Agnew v Commissioner of Inland Revenue [2001] UKPC 28, at 

[31]: “[categorisation of the contract] is a matter of law. It does not depend on the intention of the parties. 
If their intention, properly gathered from the language of the instrument, is to grant the company rights 
in respect of the charged assets which are inconsistent with the nature of a fixed charge, then the charge 
cannot be a fixed charge however they may have chosen to describe it”. 

4 Re Atlantic Computer Systems [1992] Ch 505, 527. Furthermore, an airline’s interests in leased aircraft 
have been described as “property” of the company for the purposes of the Insolvency Act 1986 (such 
that the administrators’ consent was required for an airport to exercise liens over the aircraft): Bristol 
Airport plc v Powdrill [1990] Ch 744, 759.  
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with a particular label (including that of “lease”) should be treated as if it were indeed a 

different type of transaction. For example: 

a. In a company insolvency, much may turn on whether a creditor’s charge over 

assets is a fixed charge or a floating charge. In a House of Lords decision from 

2005 the court recharacterised a specific or fixed charge as a floating charge 

notwithstanding the clear label used by the parties: 

Both sides agree that the label of "fixed" or "specific" (which I take to be synonymous in this 
context) cannot be decisive if the rights created by the debenture, properly construed, are 
inconsistent with that label …Whether or not it is appropriate to describe this by some 
disparaging term such as camouflage, it is the court's duty to characterise the document 
according to the true legal effect of its terms, as has been very clearly explained by Lord 
Millett in Agnew's case [2001] 2 AC 710 , 725-726, para 32. In each case there is a public 
interest which overrides unrestrained freedom of contract.  

In re Spectrum Plus Ltd (in liquidation) [2005] 2 AC at [141] per Ld Walker of Gestinghope.  

b. Different legal consequences follow from whether an arrangement for the 

occupation of land in exchange for rent is to be characterised as a lease or a 

licence. In this regard the label used by the parties is not conclusive and the courts 

will closely examine the relevant contractual terms in order to decide the proper 

characterisation of the transaction. In the leading House of Lords decision it was 

put this way: 

Both parties enjoyed freedom to contract or not to contract and both parties exercised that 
freedom by contracting on the terms set forth in the written agreement and on no other terms. 
But the consequences in law of the agreement, once concluded, can only be determined by 
consideration of the effect of the agreement. If the agreement satisfied all the requirements of 
a tenancy, then the agreement produced a tenancy and the parties cannot alter the effect of the 
agreement by insisting that they only created a licence. The manufacture of a five-pronged 
implement for manual digging results in a fork even if the manufacturer, unfamiliar with the 
English language, insists that he intended to make and has made a spade. 

Street v Mountford [1985] AC 809, 819, per Ld Scarman. 

c. The equitable remedy of relief from forfeiture is available for certain types of 

leases of land or chattels where the rights forfeited are proprietary or possessory 

in nature. In this regard, the courts will consider carefully the terms of the relevant 

lease to decide whether the rights granted under the leases qualify for this sort of 

assistance from the court, whatever label has been given to it by the parties. In 

this regard the distinction between a “true” or operating lease of chattels on the 

one hand and a “finance” lease on the other may be highly relevant, since a lessor 

under finance lease is more likely to have the appropriate proprietary rights. The 
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relevant cases, including in relation to aircraft, are considered further in 

paragraphs 20-25 below. 

d. Certain English public authorities do not have the power to borrow money. The 

courts will therefore scrutinise transactions, including lease arrangements, in this 

context to see whether in substance they amount to loans. This is discussed further 

in paragraph 26 below.  

18. The English court (i) will not be hidebound by the label attached to the transaction if the 

context requires looking behind it and (ii) in certain cases the extent and nature of a 

transaction’s legal obligations and its economic effect are intertwined such that the court 

does indeed consider the economic impact of the contract. 

19. There is therefore no obstacle to the English court considering both the legal and 

economic effect of an aircraft lease and deciding whether it is a “true” or operating lease 

or a form of financing, if that is what the context requires. In the next section I consider 

the distinction drawn by the English Courts between these two concepts, and demonstrate 

how it is applied in practice.  

Distinction between operating leases and finance leases  

The English Courts recognise the distinction  

20. The distinction between an operating lease and a finance lease has been described as 

“fundamental” by the leading textbook on English commercial law.5 The following 

description of the difference has been approved by the Court of Appeal in the leading 

case of On Demand Information PLC v Michael Gerson (Finance PLC) [2001] WLR 155 

Leases and hire purchase contracts are means by which companies obtain the right to use or 
purchase assets. In the UK there is normally no provision in a lease contract for legal title to 
the leased asset to pass to the lessee. 

A hire purchase contract has similar features to a lease except that under a hire purchase 
contract the hirer may acquire legal title by exercising an option to purchase the asset upon 
fulfilment of certain conditions (normally the payment of an agreed number of instalments). 

Current tax legislation provides that in the normal situation capital allowances can be claimed 
by the lessor under a lease contract but by the hirer under a hire purchase contract. 

5 Goode and McKendrick on Commercial Law by Professor Ewan McKendrick, Professor of English 
Private Law at the University of Oxford (6th ed) at paragraph 28.03. 
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…. 

Forms of Lease 

Leases can appropriately be classified into finance leases and operating leases. The distinction 
between a finance lease and an operating lease will usually be evident from the terms of the 
contract between the lessor and the lessee. 

An operating lease involves the lessee paying a rental for the hire of an asset for a period of 
time which is normally substantially less than its useful economic life. The lessor retains most 
of the risks and rewards of ownership of an asset in the case of an operating lease. 

A finance lease usually involves payment by a lessee to a lessor of the full cost of the asset 
together with a return on the finance provided by the lessor. The lessee has substantially all 
the risks and rewards associated with the ownership of the asset, other than the legal title. In 
practice all leases transfer some of the risks and rewards of ownership to the lessee, and the 
distinction between a finance lease and an operating lease is essentially one of degree.” 

21. The leading textbook on contract law, Chitty on Contracts (cited with approval in On-

Demand Information) describes finance leasing as “a form of long-term financing” where  

the lessee selects the equipment to be supplied by a manufacturer or dealer, but the lessor (a 
finance company) provides the funds, acquires title to the equipment and allows the lessee to 
use it for all (or most) of its expected useful life. During the period of the lease the usual risks 
and rewards of ownership are substantially transferred to the lessee, who bears the risks of 
loss, destruction and depreciation of the leased equipment (fair wear and tear only excepted) 
and of its obsolescence or malfunctioning. The lessee also bears the costs of maintenance, 
repairs and insurance. The regular rental payments during the primary period of the lease are 
calculated to enable the lessor to amortise its capital outlay and to make a profit from its 
finance charges. … The bailment which underlies finance leasing is therefore only a device 
to provide the finance company with a security interest (its reversionary right); 
a finance lease is similar in function to outright purchase or hire purchase.6

22. In the On-Demand Information case, the leases were of computer equipment and had a 

primary term of 36 months. The lessee paid a substantial quarterly rent which, by the end 

of the period, was sufficient to cover the lessor’s costs of the equipment as well as interest 

and profit. The lessee could continue the lease for a single modest payment on expiry of 

the primary period, and was also not permitted to terminate the lease before this point. 

The court rejected the lessor’s submission that the leases granted purely contractual 

rights; it said that these were finance leases, that the lessor’s interest was purely financial 

and that the leases were in the nature of a security such that there could be relief from 

forfeiture:    

Michael Gerson's real interest in the finance leases was a financial interest. To say that is not 
to disregard legal rights and obligations in favour of economic substance (as to which see 
Robert Goff LJ in Bank of Tokyo v Karoon (1984) [1987] AC 45 , 64). It is a legitimate 

6 Chitty on Contracts, 33rd ed, paragraph 33-084. 
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consideration if On Demand is to satisfy one or other of the conditions stated by Lord 
Wilberforce in Shiloh Spinners [i.e. the conditions for relief from forfeiture]. 

23. That conclusion was reached notwithstanding that the leases were not expressly labelled 

“finance leases”. 

Application of the distinction to aircraft leases 

24. The question of whether the lessors under aircraft leases could benefit from relief from 

forfeiture was considered by the Commercial Court in Celestial Aviation Trading 71 

Limited v Paramount Airways Private Ltd [2010] EWHC 185 Comm.7 The leases in 

question had an 8 year term, but there was no right for the lessee to purchase the aircraft 

at the end of the term.   

25. The court noted at [50] – [51] that an option to purchase gives rise to a “proprietary or 

expectant proprietary right”, which was absent here. The lessor in this case retained a 

very real interest in the aircraft, including their condition and the residual rental and resale 

value. Moreover, it was significant that the rent was not calculated on the basis of 

recouping the cost of the aircraft together with interest and profit. It concluded at [56] 

that these were operating leases, not finance leases (and that there was no right to relief 

from forfeiture).   

Courts do recharacterise a financing labelled an “operating lease” as disguised borrowing 

26. In the recent case of School Facility Management v Governing Body of Christ the King 

College [2020] EWHC 1118 (Comm) the court found that certain leases of modular 

buildings were ultra vires the school lessee and void because the school lacked the power 

to borrow money. Relevantly for present purposes, the court found as follows: 

a. As a matter of ordinary English, the leases would not be described as loans ([168], 

[176]).  

b. The question of whether the leases amounted to borrowing (and were thus beyond 

the school’s powers) “cannot turn on how the transaction is structured or 

labelled, but must involve consideration of the economic substance of the 

transaction”. Unless this approach was followed, the intended legislative controls 

7 A decision of Hamblen J, who is now a Supreme Court judge.  
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on borrowing would be circumvented ([179]). Furthermore, “the issue of whether 

the Contract constituted borrowing is, in the final analysis, a question for the 

Court on the evidence before it, the status of the lease to be determined at the time 

it is concluded” ([190]). 

c. The evidence showed that the relevant accounting standards for public bodies 

treated finance leases as borrowing for accounting purposes. The key question 

was whether the lease transferred substantially all the risks and rewards incidental 

to ownership to the lessee. The following factors would, individually or in 

combination, lead to a classification as a finance lease: (a)  the lease transfers 

ownership of the asset to the lessee by the end of the term; (b) the lessee has an 

option to purchase the asset at a lower price than the expected fair value of the 

asset; (c) even if title is not transferred, the lease term is for the major part of the 

economic life of the asset; (d) at the inception of the lease the present value of the 

minimum lease payments amounts to at least substantially all of the fair value of 

the leased asset; and (e) the leased assets are of such a specialised nature that only 

the lessee can use them without major modifications ([180] – [185]). 

d. The court carefully examined the features of the lease. Factors (a) and (b) were 

not present but factors (c), (d) and (e) all were. The lease was therefore a finance 

lease and constituted borrowing for the purposes of the exercise of the school’s 

powers ([198] – [250]).  

e. This conclusion was reached notwithstanding that the contract described itself as 

an operating lease – “the parties’ own descriptions cannot be decisive of an issue 

which turns on the economic substance of the transaction” ([252]). 

27. It certainly would not be correct to say that the economic realities or commercial effect 

would not be relevant as a matter of English law, or that features such as a nominal 

purchase option would be insufficient to justify the recharacterisation of the leases as a 

matter of English law. In the School Facility Management case, the court ignored the 

operating lease label and considered the economic effect of the transaction in order to 

decide if it indeed was a true lease or something else.8 As I understand it, that is precisely 

8 It is notable that the court concluded that the leases were finance leases notwithstanding the absence of 
ownership transfer or an option to purchase, which would have put the matter beyond doubt.    
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the approach the US court would take in applying UCC 1-203(a), albeit applying different 

factors. English law is no obstacle to this. Nor, notably, had the option to purchase been 

exercised in that case. 

The Dismissal Order and HFGL case 

28. I do not consider that the HFGL case cited in the Dismissal order is any obstacle to the 

above conclusion. That was a decision on a motion for summary judgment about whether 

HFGL, a lessor of hire purchase goods, was entitled to bring a claim for conversion as 

owner of the goods. The court cited some authority for the argument that unless the lessee 

exercised the option to purchase, HFGL retained ownership of them under English law 

(although the motion was apparently denied because there were disputed questions of fact 

regarding the threshold question of ownership).  It is unclear to me from the report of that 

decision what were the terms of the hire purchase agreements in that case, and in 

particular whether the option price was purely nominal, as in the present case.  

29. In any event, I do not disagree that for certain purposes the hire-purchase lessor of such 

goods would, under English law, be treated as the owner of them.9 However, it is certainly 

not correct that English would never allow the leases to be recharacterized. As I have 

explained above, whether an English court would do that would depend on the question 

being asked, and why.  

30. I note that the Dismissal Order cites (at page 19) the textbook Goode and Gullifer on 

Legal Problems of Credit and Security as saying that English law “sharply distinguishes 

the grant of security from the retention of title under conditional sale, hire purchase and 

leasing agreements, on the basis that the buyer, hirer, or lessee has merely a possessory 

interest, subject to which the seller, owner or lessor continues to enjoy absolute 

ownership by virtue of the agreement between the parties”.  

31. However, the very same passage (paragraph 1-04) goes onto to note that, although 

English law generally takes a formal approach,  

9 In fact, under English law, the lessor would not have a conversion claim even if labelled “the owner”. 
Having leased the goods, the owner does not have an immediate right to possession, which is a 
precondition to a claim for conversion. It would only have a claim for damage to its reversionary interest 
as owner. This serves to demonstrate the point I made in paragraphs 15-16 above: that the focus must 
always be on the context of the recharacterization question. 
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“…this does not mean that English law always looks to the form of a transaction and not 
to the substance…if the document is a true record of the agreement but its terms indicate 
that its legal character is not that ascribed to the parties – as where a transaction 
described as a lease is in fact a conditional sale – the courts will disregard the label 
attached by the parties and look at the legal substance”. 

32. That is the same point I have made above. If the context demanded it then there would 

be no obstacle to an English court recharacterizing an agreement labelled a “lease” as a 

finance lease – indeed that is precisely what happened in the recent School Facility 

Management case cited above. 

The leases in the present case 

33. As the cases set out above show, the precise factors on which a reclassification turns 

depend on the legal context and there is no direct equivalent to UCC 1-203(a) or 

California Commercial Code 1203(a) in English law.  

34. However I have no real doubt that the English courts would, if asked to do so, be prepared 

to characterise the Aircraft Lease Agreements as finance leases in light of the cases set 

out above and the features of each contract set out below. 

Plane 2 and Plane 3 ALA 

35.  
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ANNEXE 1 

Rosalind Phelps QC was called to the Bar in 1998, after obtaining a first class BA 

degree in Law and French Law at the University of Oxford, followed by a distinction 

on the BCL (Bachelor of Civil Laws) postgraduate course at the University of Oxford. 

She was appointed Queen’s Counsel in 2016. 

Rosalind has practised as a barrister since 1999 at Fountain Court Chambers in London, 

a set of Chambers ranked by the Legal 500 as ‘tier 1’ for Banking and Finance and 

currently described by them as “the pre-eminent set for financial disputes”. She 

specialises in disputes concerning banking and finance, and has been recommended by 

both the Legal 500 and Chambers & Partners in this field. Fountain Court is also banded 

in tier 1 by both directories for aviation. Rosalind is described by the Aviation editors 

of the Legal 500 2022 as “a clear thinker with a profound understanding of the 

industry.’

Examples of relevant recent experience include: 

 FSHC Group Holdings v GLAS [2020] 2 WLR 429: For the Claimant (part of 
the Terra Firma group), in the trial of a claim for rectification in relation to 
structured finance documentation, and the appeal from that decision. Now the 
leading recent case on rectification of commercial contracts.   

 Rosalind is frequently instructed by the UK’s Civil Aviation Authority in 
relation to a range of issues. See for example Re Flybe Limited: appointed legal 
advisor to the CAA Panel issuing decision about Flybe’s operating licence, 
culminating in the written decision in April 2020 (see here). Upheld on appeal to 
the Secretary of State for Transport (see here). 

 Alpstream AG v PK Airfinance and GE Capital Aviation Services [2013] EWHC 
2370; [2015] EWCA Civ 1318. Acted (with Stephen Moriarty QC) in the trial 
and appeal of a major Commercial Court action and appeal to the Court of 
Appeal brought in relation to aviation financing transaction. A leading authority 
on mortgagee’s duties in relation to aircraft under English law.  

Case 2:19-ap-01382-SK    Doc 349-1    Filed 01/14/22    Entered 01/14/22 07:52:03    Desc
Exhibit 1    Page 18 of 315



EAST\185519705.1

INDEX OF SOURCES CITED IN  
OPINION OF ROSALIND PHELPS QC 

1. Re Atlantic Computer Systems Plc [1992] 2 WLR 367 

2. Bank of Tokyo Ltd v Karoon (1984) [1987] AC 45  

3. Bristol Airport Plc v Powdrill [1990] Ch 744 

4. Re Brumark Investments Ltd: Agnew v Comm’r of Inland Revenue [2001] UKPC 28 

5. Celestial Aviation Trading 71 Ltd v Paramount Airways Private Ltd [2010] EWHC 185 
Comm.  

6. On Demand Information PLC v Michael Gerson (Finance PLC) [2001] WLR 155 

7. Orion Finance Ltd v Crown Financial Management Ltd [1996] BCC 621 

8. School Facility Management v Governing Body of Christ the King College [2020] 
EWHC 1118 (Comm) 

9. In re Spectrum Plus Ltd (in liquidation) [2005] 2 AC 

10. Street v Mountford [1985] AC 809 

11. Goode and Gullifer on Legal Problems of Credit and Security (6th ed. 2017)  

Case 2:19-ap-01382-SK    Doc 349-1    Filed 01/14/22    Entered 01/14/22 07:52:03    Desc
Exhibit 1    Page 19 of 315



Exhibit 1 

Case 2:19-ap-01382-SK    Doc 349-1    Filed 01/14/22    Entered 01/14/22 07:52:03    Desc
Exhibit 1    Page 20 of 315



© 2021 Thomson Reuters. 1

*505  In Re Atlantic Computer Systems Plc.

Positive/Neutral Judicial Consideration

Court
Court of Appeal (Civil Division)

Judgment Date
25 July 1990

Report Citation
[1992] 2 W.L.R. 367
[1992] Ch. 505

Court of Appeal

Neill , Nicholls and Staughton L.JJ.

1990 June 25, 26, 27, 28; July 2, 3, 4; 25

Insolvency—Administration order—Steps to enforce security—Insolvent company operating under administration order—
Company subletting equipment held on lease or hire—purchase—Benefit of subleases assigned to owners by way of charge
—Owners claiming rent and hire—purchase instalments—Whether recoverable as administration expenses—Owners seeking
repossession and enforcement of security—Whether leave required—Whether equipment "in . . . company's possession"—
Insolvency Act 1986 (c. 45), s. 11(3)

A company acquired computer equipment on lease or hire-purchase from funders for subletting to end users. The company
assigned by way of charge to some of the funders the benefit of the subleases. The company ceased to be able to pay its debts
and an administration order was made under section 8(3)(d) of the Insolvency Act 1986 specifying as its purpose a more
advantageous realisation of the company's assets than would be effected on a winding up. Thereafter, by virtue of section
11(3) of the Act of 1986, 1 the consent of the administrators or leave of the court was required before steps could be taken to
enforce any security over the company's property or to repossess goods in the company's possession under any hire-purchase
agreement. The administrators informed end users that payments due under the subleases should continue to be made to the
company and substantial payments were received by the administrators. At the time of the administration order considerable
sums of money were due from the company to the funders in respect of the headleases and hire-purchase agreements: after
the order no payments were made by the administrators to the funders. The funders applied to the Companies Court for
directions and other relief in the administration of the company. The judge held, inter alia, that they were entitled to receive
sums due from the company under the headleases as expenses of the administration in respect of equipment used in the
company's business during the administration; that the equipment was not in the company's possession for the purposes of
section 11(3)(c) of the Act of 1986 and therefore no leave was required to obtain possession of it; but that no order should be
made under section 27 of the Act of 1986 on application of certain of the funders for discharge of the administration order
or the granting of other relief.

On appeal by the administrators and cross-appeal by the funders: -

Held:
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(1)  allowing the appeal in part, that an administration was intended only as an interim and temporary regime allowing the
administrators to seek to achieve one or more of the purposes set out in section 8(3) of the Insolvency Act 1986 , and the
question whether the owners of property being used by the *506  company during the interim period should be permitted to
enforce their proprietary rights forthwith or should be paid in priority to other creditors depended on the circumstances in each
case; that there was no justification for reading into the Act an implication that the owner of property suffering loss by reason
of the restrictions on enforcement and repossession imposed by section 11 should have some other remedy to compensate for
such loss; and that, accordingly, the funders were not entitled as of right to be paid, as expenses of the administration, the rents
and other outgoings due to them under the headleases and hire-purchase agreements; that the equipment, although largely
under the immediate physical control of the end users, remained, as between the funders and the company, "in the company's
possession" for the purposes of section 11(3)(c) of the Act and, in the absence of consent by the administrators, the leave of
the court was required to take steps to terminate the headleases and hire-purchase agreements, to repossess the equipment or
to enforce any security in relation to it (post, pp. 528A-B, C, 530E, H-531B, 532A-B, C-D).(2) Allowing the cross-appeal
in part, that the assignment by the company to some of the funders of the benefit of the subleases by way of charge, being
confined to rights to which the company was entitled under specific, existing contracts, created charges which were not of an
ambulatory nature and could not therefore amount to floating charges; that, having regard to all the circumstances, the court
would exercise its discretion under section 11 to grant leave to take steps to terminate the headleases and to repossess the
goods and, in the case of chargee funders, to enforce the security, and would direct the administrators to pay to the funders
all sums received by the administrators since their appointment in respect of equipment belonging to the funders, together
with interest, up to the amount of the arrears due under the respective head- leases and hire-purchase agreements at the time
of payment to the administrators; and that, accordingly, there was no case for acceding to the petition under section 27 of the
Act to discharge the administration order (post, pp. 534B-C, 539E, 540G-H, 541E-F).

Dicta of Romer L.J. in In re Yorkshire Woolcombers Association Ltd. [1903] 2 Ch. 284 , 295, C.A. and of the Earl of Halsbury
L.C. and of Lord Macnaghten in Illingworth v. Houldsworth [1904] A.C. 355 , 357, 358, H.L.(E.) applied.

Decision of Ferris J. reversed in part.

The following cases are referred to in the judgment of the court:

 Bristol Airport Plc. v. Powdrill [1990] Ch. 744; [1990] 2 W.L.R. 1362; [1990] 2 All E.R. 493, C.A. .
 Brown, Bayley & Dixon, In re, Ex parte Roberts and Wright (1881) 18 Ch.D. 649
 Central Control Board (Liquor Traffic) v. Cannon Brewery Co. Ltd . [1919] A.C. 744, H.L.(E.) .
 Downer Enterprises Ltd., In re [1974] 1 W.L.R. 1460; [1974] 2 All E.R. 1074
 Higginshaw Mills and Spinning Co., In re [1896] 2 Ch. 544, C.A. .
 Illingworth v. Houldsworth [1904] A.C. 355, H.L.(E.) .
 International Marine Hydropathic Co., In re (1884) 28 Ch.D. 470, C.A. . *507
 Lancashire Cotton Spinning Co., In re, Ex parte Carnelley (1887) 35 Ch.D. 656, C.A. .
 Lloyd (David) & Co., In re (1877) 6 Ch.D. 339, C.A. .
 Lundy Granite Co., In re, Ex parte Heavan (1871) L.R. 6 Ch.App. 462
 National Arms and Ammunition Co., In re (1885) 28 Ch.D. 474, C.A. .
 Nicoll v. Cutts [1985] B.C.L.C. 322, C.A. .
 Oak Pits Colliery Co., In re (1882) 21 Ch.D. 322, C.A. .
 Royal Trust Bank v. Buchler [1989] B.C.L.C. 130
 Science Research Council v. Nassé [1980] A.C. 1028; [1979] 3 W.L.R. 762; [1979] I.C.R. 921; [1979] 3 All E.R. 673,

H.L.(E.) .
 Towers & Co. Ltd. v. Gray [1961] 2 Q.B. 351; [1961] 2 W.L.R. 553; [1961] 2 All E.R. 68, D.C. .
 Traders' North Staffordshire Carrying Co., In re, Ex parte North Staffordshire Railway Co . (1874) L.R. 19 Eq. 60
 Yorkshire Woolcombers Association Ltd., In re [1903] 2 Ch. 284, C.A. .

The following additional cases were cited in argument:

 A.B.C. Coupler & Engineering Co. Ltd. (No. 3), In re [1970] 1 W.L.R. 702; [1970] 1 All E.R. 650
 Anglo-Moravian Hungarian Junction Railway Co., In re, Ex parte Watkin (1875) 1 Ch.D. 130, C.A. .
 Astor Chemicals Ltd. v. Synthetic Technology Ltd . [1990] B.C.L.C. 1
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 Beni-Felkai Mining Co. Ltd., In re [1934] Ch. 406
 Brightlife Ltd., In re [1987] Ch. 200; [1987] 2 W.L.R. 197; [1986] 3 All E.R. 673
 Charnley Davies Ltd. (No. 2), In re [1990] B.C.L.C. 760
 China Pacific S.A. v. Food Corporation of India [1982] A.C. 939; [1981] 3 W.L.R. 860; [1981] 3 All E.R. 688, H.L.(E.) .
 Clark (A Bankrupt), In re, Ex parte The Trustee v. Texaco Ltd . [1975] 1 W.L.R. 559; [1975] 1 All E.R. 453
 Clough Mill Ltd. v. Martin [1985] 1 W.L.R. 111; [1984] 3 All E.R. 982, C.A. .
 Four Point Garage Ltd. v. Carter [1985] 3 All E.R. 12
 Great Eastern Electric Co. Ltd., In re [1941] Ch. 241; [1941] 1 All E.R. 409
 H.H. Realisations Ltd., In re (1975) 31 P. & C.R. 249
 James, Ex parte, In re Condon (1874) L.R. 9 Ch.App. 609
 Johnson (B.) & Co. (Builders) Ltd., In re [1955] Ch. 634; [1955] 3 W.L.R. 269; [1955] 2 All E.R. 775, C.A. .
 Levi & Co. Ltd., In re [1919] 1 Ch. 416
 Liverpool Corporation v. Hope [1938] 1 K.B. 751; [1938] 1 All E.R. 492, C.A. .
 London United Breweries Ltd., In re [1907] 2 Ch. 511
 Mesco Properties Ltd., In re [1980] 1 W.L.R. 96; [1980] 1 All E.R. 117, C.A. .
 Morris v. C. W. Martin & Sons Ltd . [1966] 1 Q.B. 716; [1965] 3 W.L.R. 276; [1965] 2 All E.R. 725, C.A. .
 Ratford v. Northavon District Council [1987] Q.B. 357; [1986] 3 W.L.R. 771; [1986] 3 All E.R. 193, C.A. .
 Rowbotham Baxter Ltd., In re [1990] B.C.L.C. 397
 St. Ives Windings Ltd., In re (1987) 3 B.C.C. 634
 Tatung (U.K.) Ltd. v. Galex Telesure Ltd . (1988) 5 B.C.C. 325
 Tyler, In re, Ex parte Official Receiver [1907] 1 K.B. 865, C.A. .
 Willment (John) (Ashford) Ltd., In re [1980] 1 W.L.R. 73; [1979] 2 All E.R. 615 *508

The following cases, although not cited, were referred to in the skeleton arguments:

 Attorney-General v. Birmingham, Tame and Rea District Drainage Board [1912] A.C. 788, H.L.(E.) .
 Aveling Barford Ltd., In re [1989] 1 W.L.R. 360; [1988] 3 All E.R. 1019
 Bacon (M.C.) Ltd., In re [1991] Ch. 127; [1990] 3 W.L.R. 646
 Cloverbay Ltd. (No. 2), In re [1990] B.C.C. 229
 Colonial Sugar Refining Co. Ltd. v. Melbourne Harbour Trust Commissioners [1927] A.C. 343, P.C. .
 Company (No. 00175 of 1987), In re A [1987] B.C.L.C. 467
 Gomba Holdings U.K. Ltd. v. Minories Finance Ltd . [1988] 1 W.L.R. 1231; [1989] 1 All E.R. 261, C.A. .
 Hill (Edwin) and Partners v. First National Finance Corporation Plc . [1989] 1 W.L.R. 225; [1988] 3 All E.R. 801, C.A. .
 Oriental Credit Ltd., In re [1988] Ch. 204; [1988] 2 W.L.R. 172; [1988] 1 All E.R. 892
 Smith (A Bankrupt), In re, Ex parte Braintree District Council [1990] 2 A.C. 215; [1989] 3 W.L.R. 1317; [1989] 3 All E.R.

897, H.L.(E.) .
 Westminster Bank Ltd. v. Beverley Borough Council [1971] A.C. 508; [1970] 2 W.L.R. 645; [1970] 1 All E.R. 734, H.L.(E.) .

APPEAL and CROSS-APPEALS from Ferris J.

On 18 April 1990 an administration order was made in respect of Atlantic Computer Systems Plc. under section 8 of the
Insolvency Act 1986 and Mr. J.F. Soden and Mr. R.C. Boys-Stones were appointed administrators of the company. By
applications dated 17 May 1990 two groups of creditors of the company which had leased equipment to it, (1) the Allied Irish
Banks group ("A.I.B."), consisting of A.I.B. Capital Markets Plc. and Allied Irish Banks Plc., and (2) the Norwich Union Group
("Norwich"), consisting of Norwich Union Insurance Group (Equipment Leasing) Ltd., Norwich Union Equipment Finance
Ltd., Eastlease Ltd., Norwich Union Leasing Ltd. and Norwich Union Finance (No. 3) Ltd., sought from the Companies Court
of the Chancery Division directions and other relief in the administration. By a petition of the same date Norwich prayed for an
order under section 27 of the Act of 1986 to discharge the administration order. On 25 May Ferris J. made an order that (1) the
applicants were entitled to receive sums due from the company under the leases as expenses of the administration in respect of
equipment used in the company's business during the administration; (2) the equipment was not in the company's possession
for the purposes of section 11(3)(c) of the Act of 1986; and (3) no order should be made under section 27 of the Act in favour
of Norwich on their application for discharge of the administration order or the granting of other relief. On 22 June the judge
made additional directions pursuant to applications by the administrators.

By notice of appeal dated 5 June 1990 the company and the administrators appealed against the judge's order on the grounds,
inter alia, that the judge had erred in law in (1) holding that if chattels owned by a third party were made available to a company
in respect of which an administration order was in force, pursuant to a contract entered into prior to the making of such order, and
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were used by the administrators or the company in the course of its business or for its benefit, the owner *509  of such chattels
was entitled to receive, as an expense of the administration, the payments provided for under such contract which accrued due
in the period during which the administration order was in force; (2) failing to hold that the liability to make such payments
pursuant to such contracts ranked only (save only where such liability was otherwise secured) as an unsecured liability of the
company in administration, the enforcement of which was subject to the provisions of section 11(3) of the Act; and (3) holding
that where any such computer equipment was in the physical possession of the sublessee, such equipment was not, as between
the company and the owner, in the possession of the company within the meaning and for the purposes of section 11(3) of the Act.

By a respondent's notice by way of cross-appeal A.I.B. cross-appealed against so much of the judgment as held that (a) leave
was required under section 11(3)(c) for A.I.B. both to perfect and to enforce their security; and (b) as a matter of discretion, the
judge should refuse to give such leave on the grounds, inter alia, that (1) the section 11 restrictions on enforcement by creditors
of their rights were intended to affect the rights of creditors in respect of debts which had arisen before and not after the date of
the administration order; (2) if A.I.B. were not to be paid either when sums became due to them or at all, they should be given
leave to enforce their security; (3) the "limited recourse" nature of the A.I.B. assignments of the benefit of the end user leases
and the payments due thereunder meant that (prior to the assignment becoming enforceable) such assignments were absolute
and not by way of mortgage, charge or other security; and (4) A.I.B. were entitled to be paid the end users' rentals as moneys
had and received by the company (by its administrators) to the use of A.I.B., or might be traced in equity.

By a respondent's notice by way of cross-appeal dated 21 June 1990 Norwich sought, inter alia, an order that if and to the
extent that any goods and equipment the subject of any lease or lease purchase agreement between Norwich and the company
were in the possession of the company within the meaning of section 11(3) of the Act of 1986, there be leave thereunder to
Norwich to take any step to exercise any contractual right to terminate the lease or lease purchase agreement, and thereafter to
exercise any rights which Norwich might have to recover rent and other payments from, and enforce any obligation against,
any sublessee or other user of the goods and equipment the subject of such lease or lease purchase agreement or to recover the
goods and equipment, on the grounds that (1) the judge had expressed the view that, if he had not decided that Norwich were
entitled to payment of the administration period indebtedness under such lease and lease purchase agreements, alternaÍtively
had not made the decision referred to in ground (1) of the administrators' notice of appeal, the case for granting such leave under
section 11(3) of the Act to Norwich would have been very strong: such view being correct, if the administrators' appeal against
those decisions were to succeed, such leave ought to be given; and (2) in any case, if on a true understanding of the judgment
administration period indebtedness did not extend to all  *510  liabilities and obligations under such lease and lease purchase
agreements, the judge had erred in law in declining to give such leave.

The facts are set out in the judgment of the court.

APPEAL

Philip Heslop Q.C., Gabriel Moss Q.C., Victor Joffe and Robert Miles for the company and its administrators. The rentals
due from the company under the hire-purchase agreements and headleases are not recoverable as part of the expenses of the
administration: the funders must either (a) seek leave to proceed against the company under section 11 of the Insolvency Act
1986 or (b) petition under section 27 of the Act on the ground of unfair prejudice. A distinction must be drawn between leases
and subleases of land on the one hand, and of chattels on the other. In the case of a lease of land to a company and a sublease
from the company, termination of the company's interest would automatically terminate the sublease. By contrast, a lease and
sublease of chattels merely set up two contractual relationships, which can either continue or terminate independently of each
other. Thus the termination of the headlease does not terminate the contract between the company and the end user. Since the
chattels were let with the consent of the funder, the latter has no right to repossession as against the end user, there being no
privity of contract between them. The judge was wrong to import liquidation principles relating to land into an administration.

A prudent headlessor can protect himself where a sublease is contemplated by registering a charge over the sub-rentals. Where
an administration order has been made the headlessor will need the leave of the court under section 11(3)(c) of the Act to enforce
his security. He bears the onus of showing that the statutory discretion should be exercised in his favour, and in exercising
its discretion the court must undertake a balancing exercise by weighing up the competing interests of secured and unsecured
creditors: Royal Trust Bank v. Buchler [1989] B.C.L.C. 130 . The funders cannot rely on any concept of entitlement absolving
them from the obligation to seek leave to enforce their rights under section 11.

The new regime of administration orders was introduced by the Insolvency Acts 1985 and 1986 to plug any gap where the
business of an insolvent company could be beneficially carried on but the appointment of a receiver out of court was not possible:
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see the Cork Committee's Report on Insolvency Law and Practice (1982) (Cmnd. 8558). Under the new regime administrators
have powers roughly identical to those conferred on administrative receivers: see sections 14 and 42 of, and Schedule 1 to, the
Act of 1986. Administrations are to be regarded as transient regimes which will ultimately give way either to a winding up or
to a resumption of business. There are severe restrictions on all creditors, most strikingly on secured creditors.

There is a fundamental difference between the roles of the liquidator and the administrator in administering an insolvent estate.
Unlike the liquidator, the administrator has no power to pay off classes of creditors: In re St. Ives Windings Ltd. (1987) 3 B.C.C.
634 . Although an administrator may in certain circumstances choose to pay a debt and *511  charge it to expenses, it is very
unusual for him to pay a pre-administration debt. A distinction has to be drawn, in any event, between a power to pay a debt and
an obligation to do so. The provisions of the Act of 1986 relating to administration orders should be construed in accordance
with the approach adopted in Bristol Airport Plc. v. Powdrill [1990] Ch. 744 .

As to whether, prior to the Act, there was a general principle whereby certain of a company's obligations were treated as expenses
of the insolvency regime having priority over pre-regime creditors, In re John Willment (Ashford) Ltd. [1980] 1 W.L.R. 73 was
the only case referred to by the judge which involved a receiver appointed out of court. It does not support the proposition that
entitlement to pre-preferential payments out of assets in an insolvent administration should apply in the case of administration
orders. [Reference was made to Liverpool Corporation v. Hope [1938] 1 K.B. 751 .] There is no principle of enforceable pre-
preferentiality to be obtained under the heading of receivership costs in the case of receivers appointed out of court: Nicoll v.
Cutts [1985] B.C.L.C. 322 . The same applies to companies in administration.

Under section 44(1)(b) of the Act an administrative receiver has 14 days' breathing space from his appointment before he can be
taken to have adopted a pre-regime contract of employment. Apart from that statutory exception the receiver does not become
liable on contracts entered into by the company prior to his appointment. The same principle should apply to an administrator.
The other contracting party is not left without a remedy: he can prove in any subsequent liquidation. As to items chargeable
as expenses of an out-of-court receivership, see Ratford v. Northavon District Council [1987] Q.B. 357 and Tatung (U.K.) Ltd.
v. Galex Telesure Ltd. (1988) 5 B.C.C. 325 .

There is a clear parallel in the Act between the position of administrative receivers and administrators: cf. section 44(1)(b) and
(c) and section 19(4) and (5) . These parallel provisions show that, if anything, an administrator is treated more favourably
than an administrative receiver. That suggests strongly that administrators should be in no worse position in relation to pre-
administration contracts than are administrative receivers in relation to pre-receivership contracts. Accordingly, where a post-
administration liability arises in respect of a pre-administration contract, such liability should not have the status of an expense
of the administration, any more than such a liability arising after the commencement of a receivership would qualify as a
receivership expense.

The judge erred in his formulation of the pre-preferentiality rule. The cases on which he relied refer only to (a) the contracting
by the liquidator of new liabilities; and (b) the use and occupation of land: see In re Oak Pits Colliery Co. (1882) 21 Ch.D. 322
. There is no such general principle applicable to the use of hired chattels: see In re A.B.C. Coupler & Engineering Co. Ltd.
(No. 3) [1970] 1 W.L.R. 702 ; In re Beni-Felkai Mining Co. Ltd. [1934] Ch. 406 ; In re Great Eastern Electric Co. Ltd. [1941]
Ch. 241 ; In re H.H. Realisations Ltd. (1975) 31 P. & C.R. 249 ;  In re International Marine Hydropathic Co. (1884) 28 Ch.D.
470  ; In re Levi & Co. Ltd. [1919] 1 Ch. 416 ; In re London United Breweries Ltd. [1907] 2 Ch. 511 ; In re Mesco Properties
Ltd. [1980] 1 W.L.R. 96 and In re National Arms and Ammunition Co. (1885) 28 Ch.D. 474 . The principle of payment of
rentals as an expense of the insolvency regime applies only (a) in liquidations and (b) to leases of land. There is no entitlement
to be paid in respect of such use. The court has a discretion whether to allow such liabilities to be paid in full: In re Downer
Enterprises Ltd. [1974] 1 W.L.R. 1460 .

Liability arising by reason of possession of land by a liquidator becomes a pre-preferential claim only if and when the liquidator's
possession can be said to be for the benefit of the winding up. That presupposes that the liquidator has an election whether or
not to take or retain possession for the purposes of the winding up and the test is satisfied only if there is a finding that the
choice has been made: In re A.B.C. Coupler & Engineering Co. Ltd. (No. 3) [1970] 1 W.L.R. 702 . It is for the claimant to show
that the liquidator has elected to remain in possession for the purposes of the winding up. Thus the judge erred in imposing on
the administrators an onus to show that in respect of any particular case they were not making use of the funders' chattels.

Since the pre-administration subleases were made with the knowledge of the funders, who consented to the receipt of the
subrental moneys by the company, the company, by requiring and receiving those payments, was not "using" the funders'
property. Alternatively, as the "use" was with the funders' consent, their only remedy is contractual. The effect of the judge's
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decision is (a) to convert the wholly unsecured funders into secured creditors in respect of post-administration expenditure; and
(b) to give secured funders automatic rights against the administrators, thus by-passing the safeguard provided by section 11.

Sections 10, 11 and 15 of the Act in combination equate the chattel owner under a hire-purchase agreement with a secured
creditor. Since the policy of the statute is to oblige chattel owners to seek the consent of the administrator or the leave of the
court before enforcing their rights, it would be wrong to apply to administrators a principle borrowed from liquidation which
would dispense with the need for such consent or leave.

The statutory objective of sections 10, 11 and 15 can be achieved only by giving the word "possession" in the Act a suitably
wide meaning so as to include chattels sublet by the company to end users: if the words "goods in the company's possession" in
section 11(3)(c) were to be construed narrowly as requiring physical custody that statutory objective would be largely frustrated.
The intention of the legislation was to regulate the position of the owners vis-à-vis the hire-purchasers (the company): see Four
Point Garage Ltd. v. Carter [1985] 3 All E.R. 12 .

Michael Crystal Q.C. and Richard Adkins and Michael Crystal Q.C., David Mabb and Mark Phillips for, respectively, A.I.B.
and Norwich. If an administrator causes the company to use something, that use has to be paid for, whether it be use of goods
or services or use which gives rise to central or local government taxes. A determination that no obligation exists to pay rent
or other expenses during the administration would amount to expropriation without compensation, an intention not *513  to
be imputed to Parliament unless expressed in unequivocal terms: Central Control Board (Liquor Traffic) v. Cannon Brewery
Co. Ltd. [1919] A.C. 744 .

The only power of expropriation in the Act of 1986 is one of outright disposal, carrying with it a right to compensation: section 15
deals with the circumstances in which an administrator may dispose of property the subject of "hire-purchase agreements" (and
the financial consequences thereof for the company) and sets out the power of the administrator to dispose of the company's
property which is subject to security, but the latter power relates only to floating charges. Neither can apply to A.I.B.'s or
Norwich's interest in the equipment or A.I.B.'s interest in the end user leases or the rentals. Part II of the Act strikes a delicate
balance between the interests of the company in administration and other parties, e.g. owners of property in the company's
possession. That balance should not be disturbed.

The wide functions and powers of an administrator are to be contrasted with those of a receiver, whose primary duty prior to
the Act of 1986 was to realise the company's assets in the interests of the debenture holder by whom he was appointed: In re
B. Johnson & Co. (Builders) Ltd. [1955] Ch. 634 . There is no indication in the Act that a radical change in the nature of the
receiver's duties was intended and an administrative receiver appointed under the Act owes no duty to act in the best interests of
the company's unsecured creditors. Thus it is wholly inappropriate to assimilate receivership with the mainstream of insolvency
procedures, which are concerned with the interests of the unsecured creditors of the company.

The case law during the century prior to the Act, in relation to all forms of winding up, court-appointed and out of court
receiverships, supports the proposition that all expenses arising in an insolvency administration must be paid as an expense
of that administration. If in the course of a corporate insolvency the liquidator uses property belonging to a third party for the
benefit of the corporation, the proper price for that use is to be treated as an expense of the winding up or receivership. The
courts in the 1880s were not developing a new principle of company liquidation, but were following established principles
governing insolvency of partnerships and the administration of deceased persons' estates. In re Beni-Felkai Mining Co. Ltd.
[1934] Ch. 406 ; In re Great Eastern Electric Co. Ltd. [1941] Ch. 241 ; In re International Marine Hydropathic Co., 28 Ch.D.
470 ; In re Levi & Co. Ltd. [1919] 1 Ch. 416 ; In re London United Breweries Ltd. [1907] 2 Ch. 511 and In re National Arms
and Ammunition Co., 28 Ch.D. 474 represent a constant stream of authority supporting the propositions for which the judge
relied on them. [Reference was also made to Astor Chemicals Ltd. v. Synthetic Technology Ltd. [1990] B.C.L.C. 1 ; In re A.B.C.
Coupler & Engineering Co. Ltd. (No. 3) [1970] 1 W.L.R. 702 and In re Downer Enterprises Ltd. [1974] 1 W.L.R. 1460 .

Parliament must have intended that in an administration the economic risk should be borne by the creditors and members of the
company rather than by the owner of goods in its possession. In general, there must be a real prospect that one or more of the
statutory purposes of *514  the administration order set out in section 8(1)(b) will be achieved: In re Rowbotham Baxter Ltd.
[1990] B.C.L.C. 397 . In Bristol Airport Plc. v. Powdrill [1990] Ch. 744 there was a funding arrangement for the payment of
the airport charges from the outset of the administration, and the court was not faced with the instant situation. In In re Charnley
Davies Ltd. (No. 2) [1990] B.C.L.C. 760 the importance of a funding arrangement was stressed.
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The "estate" of a company in administration must ultimately bear the post-administration debts and liabilities of the
administration. Such debts and liabilities may be discharged by the administrator as and when they fall due for payment or
discharge. If not, the court will declare that the administrator should discharge such debts and liabilities out of the assets of the
company. While the relevant post-administration creditors have no direct claim against the administrator, (a) the administrator
may be liable to the company for breach of a duty owed to it; (b) the company remains liable to discharge the debts and
liabilities both pre- and post-administration, although enforcement is only possible with the administrator's consent or the leave
of the court. Leave to enforce: (i) will not be given in respect of pre-administration debts or liabilities; (ii) will be given if the
administrator (it having been declared that he should cause the company to discharge its debts and liabilities) either (a) cannot
discharge them because of the insolvency of the estate, or (b) can, but does not, discharge them.

Under the principle in Ex parte James, In re Condon (1874) L.R. 9 Ch.App. 609 the court has an inherent discretion to deny its
officer rights and remedies to which he is on the face of it entitled by law, where the exercise of those rights or remedies would,
in the opinion of the court, be unfair or inequitable. If it would be "shabby" (see In re Tyler, Ex parte Official Receiver [1907]
1 K.B. 865 ) not to pay the owners' expenses, the court can direct the administrator to do so. Nicoll v. Cutts [1985] B.C.L.C.
322 is distinguishable since there the court was concerned with a priority contest between a debenture holder and an unsecured
creditor; moreover, it was clear on the facts that there was no use by the receiver of the employee's services. [Reference was
also made to Liverpool Corporation v. Hope [1938] 1 K.B. 751 .]

If an administrator decides to make use of the company's interest in a chattel owned by another for the purposes of his
administration, he is obliged to satisfy the company's commitments to the owner of the chattel during the period of the
administration. If he requires a period of time in which to decide whether or not to make use of the chattel interest he should
notify the owner of the position as soon as reasonably practicable after the commencement of the administration and state
whether or not he is prepared to be responsible for the company's commitments to the owner arising between the date of the
administration order and the date of notification of his decision to the owner. So, even if the funders' right to be paid the sums
due under the headleases from the date of the administration order was not absolute, that right accrued after a reasonable time
had elapsed within which the administrators could make up their minds whether they wished to retain the headleases. The
administrators clearly used the computer equipment for the benefit *515  of the insolvent estate in the course of carrying on
the company's business and with a view to realisation of the company's lease portfolio.

There being no definition of "possession" in the Act of 1986, the construction of that term will depend on the circumstances
of each case: see Towers & Co. Ltd. v. Gray [1961] 2 Q.B. 351 .

The important feature of a bailment is the transfer of possession of the chattel to the bailee. A bailee who sub-bails with
authority creates a bailment between the owner and the sub-bailee. Here, the end user was in physical possession of the computer
equipment on its own behalf and for its own purposes, and as a bailee of the company. Provided the end user complied with
the terms of the sublease the company had no right to interfere with the end user's possession. Accordingly the company
was neither in physical possession of the goods, nor did it have an immediate right to possession. "Use" of the computer
equipment was not synonymous with possession, since the company in administration was using its rights under the lease and
hire-purchase agreements but was not using the equipment itself. Suppose O bails to X, who sub-bails to Y, who sub-bails to Z.
Suppose, further, that X goes into administration and that Y, for reasons unconnected with that, seeks repossession from Z. If
the construction of "possession" canvassed by the administrators is correct, Y would need the consent of X's administrator or
leave of the court. [Reference was made to Morris v. C. W. Martin & Sons Ltd. [1966] 1 Q.B. 716 ; China Pacific S.A. v. Food
Corporation of India [1982] A.C. 939 and Clough Mill Ltd. v. Martin [1985] 1 W.L.R. 111 .]

Heslop Q.C. in reply. The funders' proposition that the estate of a company in administration must ultimately bear the post-
administration debts and liabilities of the administration is too broadly stated. The proposition applies only to new contracts,
employment contracts and contracts adopted by the administrator.

It is an essential feature of the funders' case that the position of an administrator is comparable to that of a liquidator. While
in some respects the position of an administrator differs from that of an administrative receiver, on the issue of administration
expenses their positions are identical and contrast with that of a liquidator.

Nicoll v. Cutts [1985] B.C.L.C. 322 is not confined to contracts of employment and the fact that the actual decision has been
affected by subsequent legislation does not detract from the principle of the case, which is correct. The funders' submission that
the case is one of non-use is not borne out by the facts.
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Section 19(5) is confined to debts and liabilities incurred whilst in office and cannot extend to liabilities for pre-administration
contracts, other than contracts of employment adopted by the administrator.

As to the argument that unless liquidation principles are imported into the administration regime hardship will be caused to
owners of goods, any hardship will be alleviated by the ability to apply for leave under section 11 . In contrast, the judge's
finding that the owners were automatically entitled to rentals as administration expenses allows no opportunity for the court to
undertake a balancing exercise. In such circumstances there is a serious risk of running the administration at a *516  deficit. The
procedure under which the administrator may give his consent under section 11 is designed to filter out cases which obviously
merit the giving of consent, as distinct from cases where consent may interfere with the purpose of the administration. The
concept of automatic entitlement to administration expenses could expropriate other creditors and would contradict the pari
passu principle of distribution. A liquidator's status as an agent of the company (see In re Anglo-Moravian Hungarian Junction
Railway Co., Ex parte Watkin (1875) 1 Ch.D. 130 ) is to be contrasted with that of a receiver appointed out of court: cf. section
14(5) of the Act, which stipulates that an administrator is an agent of the company.

In re Clark (A Bankrupt), Ex parte The Trustee v. Texaco Ltd. [1975] 1 W.L.R. 559 lays down four conditions for the application
of the Ex parte James, L.R. 9 Ch.App. 609 principle, none of which applies to the present case.

Section 205(1)(xix) of the Law of Property Act 1925 illustrates the way in which "possession" may be given an extended
meaning.

In the funders' hypothetical example of a bailment by X to Y and a sub-bailment by Y to Z, section 11 has no application to
what Y may do as far as X is concerned because the section applies only to a contest between the owner and the person who
has a right to possession.

[NICHOLLS L.J. It is the court's present view that rentals are not expenses of the administration and that the equipment remains
in the company's possession for the purposes of section 11(3)(c). We therefore invite argument on the issue whether leave should
be granted under section 11(3).]

CROSS-APPEAL

Michael Crystal Q.C. and Richard Adkins and Michael Crystal Q.C., David Mabb and Mark Phillips for, respectively, A.I.B.
and Norwich. In exercising its discretion the court should ensure, as far as possible, that administration should not prejudice the
rights of those who have rights to security or to repossess goods: see Bristol Airport Plc. v. Powdrill [1990] Ch. 744 . The section
11 restrictions on enforcement by creditors of their rights are intended to affect the rights of creditors in respect of debts which
have arisen before and not after the administration order. If the administration period indebtedness is not to be paid as an expense
of the administration, the funders should be given leave to repossess the equipment since (a) they would otherwise be forced to
allow their property to be used in the administration in order to produce a stream of income from end users which might be used
for creditors generally; (b) their right to possession has not arisen as a result of any acts by the administrators; (c) they have not
received any benefits from the administration; and (d) they have made their position clear and have not blown hot and cold.

A.I.B.'s application is two-fold: they are owners and secured creditors. If they are not to be paid either when sums become due
to them or at all, they should be given leave to enforce their security.

Philip Heslop Q.C., Gabriel Moss Q.C., Victor Joffe and Robert Miles for the company and its administrators. According to
Royal Trust Bank v. Buchler [1989] B.C.L.C. 130  the onus is on the applicant seeking leave to show why leave should be
granted and the court has a true discretion in the matter. As a matter of principle all the funders ought to be treated equally
in the administration. The administrators do not claim that their views are conclusive but it is customary to give some weight
to the opinions of office-holders.

If an owner agrees to give possession of his goods to another person for a particular period, but thereafter changes his mind, he
can terminate the headlease but this will be subject to the sublessee's interest. Thus if leave were to be granted there would be
no advantage to the funders if they could not proceed against the sublessees.

A.I.B.'s security over the benefit of the end users' subleases constituted floating and not fixed charges, the subrentals being
future assets of the company: see Illingworth v. Houldsworth [1904] A.C. 355 ; In re Brightlife Ltd. [1987] Ch. 200 and In re
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Yorkshire Woolcombers Association Ltd. [1903] 2 Ch. 284 . Therefore leave should not be given, since that would enable A.I.B.
to defeat a potential charge under section 19(4) and (5).

Crystal Q.C. in reply. Since the rights under the subleases assigned by the company to A.I.B. were rights under specific, existing
contracts, the assignments did not create floating charges: see Illingworth v. Houldsworth and In re Yorkshire Woolcombers
Association Ltd . It is hard to imagine a stronger case for granting leave than a situation where administrators are using property
of a third party without paying for it. The only statement of principle to be extracted from Royal Trust Bank v. Buchler [1989]
B.C.L.C. 130 is that an applicant for leave under section 11(3) must make out a case. If the leave issue is to be pivotal, the court
should be wary of attaching any particular weight to the views of office-holders.

Cur. adv. vult.
25 July 1990. The following judgment of the court was handed down

NICHOLLS L.J.

This is the judgment of the court in a case which raises some important points concerning administrations under Part II of the
Insolvency Act 1986 . We shall need to add more detail at a later stage, but for the moment we can use a broad brush when
setting out the essential facts. Atlantic Computer Systems Plc., to which we shall refer as "the company," is the major operating
company in the United Kingdom of a large and complex group of companies, the "Atlantic group," with interests in computer
leasing. There are about 120 companies in the group, of which the majority are active trading companies. We were told that
this group is, or was, the third largest leasing business in the world.

The ultimate parent of all these companies is British & Commonwealth Holdings Plc. ("B. & C."). Earlier this year B. & C.
stopped providing financial support for the Atlantic group. The company ceased to be able to pay its debts. On 18 April 1990
Hoffmann J. made an administration *518  order in respect of the company, specifying purpose (d) in section 8(3) of the Act
as the purpose which making an administration order would be likely to achieve, namely, a more advantageous realisation of
the company's assets than would be effected on a winding up. Two partners in Price Waterhouse, Mr. J. F. Soden and Mr. R. C.
Boys-Stones, were appointed joint administrators. The order was made on the application of Atlantic Computer Services Group
Plc., which is the company's immediate parent, and which is itself a substantial creditor of the company.

The 2,500 existing leases granted by the company in respect of computers fall into several different categories. For present
purposes we need refer to only two categories. In both these categories the capital cost of acquiring the computers was provided
by a bank or other financial institution ("the funder"). In the first category, which comprises some 632 cases on the administrators'
calculations, the computer is owned by the funder and let to the company under a hire-purchase agreement. The company in
turn, and as was intended by the funder, then let the computer to the "end user" under a further lease ("the sublease"). In the
second category, which comprises some 76 cases, the procedure was similar save that the arrangement between the funder
and the company was a lease (a "headlease") as distinct from a hire-purchase agreement. For present purposes nothing turns
on the distinction between these two categories. The fundamental feature, common to both categories, is that the computers
are the property of the funder. In many instances in the first category, the hire-purchase agreement provided for the company
to assign to the funder the stream of income to which the company was entitled under the sublease. But here also, for the
purpose of the initial questions which arise for decision, nothing turns on the presence or absence of this additional feature.
Among the funders in one or both of these two categories of transactions are companies in the groups headed respectively by
Norwich Union Life Insurance Society and Allied Irish Banks Plc. We shall refer to the companies in these respective groups
as "Norwich" and "A.I.B."

A few days after the administration order was made the administrators sent a circular to the end users notifying them
of the administration order and telling them that payments due under the subleases should continue to be made to the
company. Thereafter invoices were sent out periodically by the administrators. Substantial payments have been received by the
administrators since 18 April. The money is set aside in designated bank accounts. Up to 8 June the administrators received
from end users sums in excess of £1·7m. Approximately £220,000 of this was in respect of subleases of computers owned
by Norwich, and about £7,000 in respect of subleases of computers owned by A.I.B. The income stream from end users has
now substantially dried up. Most end users have stopped paying. Some of them have said they will not pay until the company
confirms that it will meet all its obligations under the subleases.

As to the headleases (in which expression we include hire-purchase agreements between funders and the company), substantial
payments have fallen due, and are continuing to fall due, from the company to the *519  funders, including Norwich and
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A.I.B. When the administration order was made the arrears owing to Norwich and A.I.B. were about £976,000 and £Ir116,000
respectively. Over the three-month period from 18 April to 18 July the indebtedness accruing due to Norwich and A.I.B.
respectively was about £1·1m. and £520,000. But since the date of the administration order no payments have been made by
the administrators to Norwich or A.I.B., or to any other funders, in respect of headleases. and the administrators have declined
to consent to Norwich and A.I.B. exercising their rights to terminate the headleases.

The first question: administration expenses

It is in these circumstances that the first question arises. The administrators have received and retained money payable under
the subleases in respect of computer equipment which is the property of the funders. Are the administrators obliged, as Norwich
and A.I.B. contend, to pay as expenses of the administration all the sums falling due under the headleases? Ferris J. upheld
this contention. The core of his reasoning is to be found in the following passage in his judgment. Having considered certain
authorities, he said:

". . . I think that the principle comes to this. If in the course of a corporate insolvency the liquidator or receiver uses or
realises property belonging to a third party for the benefit of the corporation, then the proper price for that use or realisation,
and also any liabilities such as rates or taxes which arise from such use or realisation, are to be treated as an expense of the
winding up or receivership and paid accordingly. Where the use or realisation is based upon a contractual right, the proper
price is that provided for by the contract. I think that this principle is based not upon any provision of the legislative regime
governing the winding up or receivership but upon the fact that this is an ordinary consequence of the use of property
belonging to another, and that the legislation does nothing to relegate the claim for payment on the part of the owner of
that property to that of an unsecured creditor whose debt became due before the insolvency. If this is right, as I think it is,
it would be strange if a similar principle did not apply to administrations under Part II of the Act of 1986."

The appeal came on speedily, before the formal order embodying the judge's decision had been drawn up. We were shown a
draft order, agreed by the parties, which contains declarations to the effect that the rentals and supplemental rentals accruing
due under the headleases from the date of the administration order were payable as an expense of the administration. Likewise
with insurance payments, contractual interest and damages payable for breach of covenant to insure or maintain the equipment.
The joint administrators have appealed against that decision.

The issue raised by this part of the appeal calls for a consideration of the relevant provisions of the Act of 1986. However, we
must deal first with two preliminary matters which formed the basis of much of the argument presented to us on the proper
interpretation of the Act. *520

The use of property by a liquidator: the "liquidation expenses" principle

The first preliminary matter is to identify the principles to be distilled from the authorities relating to liquidation expenses on
which the judge mainly relied. The relevant authorities go back over 100 years to the Companies Act 1862 (25 & 26 Vict. c.
89) . That Act established company law in a form which has continued unchanged in its essence up to the present. The cases
in question arose out of the provision in that Act, section 87, which was the distant predecessor of section 130(2) of the Act
of 1986. Section 130(2) provides that when a winding up order has been made or a provisional liquidator appointed "no action
or proceeding shall be proceeded with or commenced against the company or its property, except by leave of the court and
subject to such terms as the court may impose." Over the years the courts have been concerned to establish the principles on
which the discretion to give or refuse leave under that provision should be exercised. In doing so they have been guided, as one
would expect, by the purpose for which Parliament imposed the prohibition. For present purposes it is sufficient to note two
classes of actions or proceedings for which leave is sought, namely, (1) where a person seeks leave in a liquidation to possess
or repossess what in law is his own property and (2) where a person seeks leave in a liquidation to exercise a remedy over the
company's property. An example of the first category is where a mortgagee seeks possession of property mortgaged to him. An
example of the second category is where a rating authority seeks leave to distrain for unpaid rates. In the case of a lessor of
land let to a company, the appropriate category depends on the remedy the lessor is seeking to exercise in respect of the arrears
of rent owing to him. If he is seeking to exercise a right of re-entry, he falls into the first category. If he is seeking leave to
distrain, he falls into the second category.
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A judicial exposition of the purpose for which the prohibition on commencing or pursuing proceedings was imposed, and how
this affects actions in the first category, can be found in the judgment of James L.J. in In re David Lloyd & Co. (1877) 6 Ch.D.
339 , 344-345:

"These sections in the Companies Act, and the corresponding legislation with regard to bankrupts, enabling the court to
interfere with actions, were intended, not for the purpose of harassing, or impeding, or injuring third persons, but for the
purpose of preserving the limited assets of the company or bankrupt in the best way for distribution among all the persons
who have claims upon them. There being only a small fund or a limited fund to be divided among a great number of
persons, it would be monstrous that one or more of them should be harassing the company with actions and incurring costs
which would increase the claims against the company and diminish the assets which ought to be divided among all the
creditors. But that has really nothing to do with the case of a man who for the present purpose is to be considered as entirely
outside the company, who is merely seeking to enforce a claim, not against the company, but to his own property. The
position of a mortgagee under such circumstances is, to my mind, exactly similar to that of a *521  man who said, 'You the
company have got property which you have taken from me; you are in possession of my property by way of trespass, and
I want to get it back again.' A landlord might say, 'You have property under lease from me; you have broken the covenants
of the lease, and I have a right of re-entry in consequence of that breach.' The company ought not, because it has become
insolvent or has been minded to wind up its affairs, to be placed in a better position than any other lessee with regard to his
lessor. So with regard to a mortgagee. The mortgagee says, 'There is some property upon which I have a certain specific
charge, and I want to realise that charge. I have nothing to do with the distribution of your property among your creditors,
this is my property.' Why a mortgagee should be prevented from doing that I cannot understand. Power was given to the
court to interfere with actions by restraining them or not allowing them to proceed, but this power was given because it
was understood that the court would exercise it with a due regard to the rights of third persons, persons who were not
members of the company, and who had not to come in and claim to share in the distribution of the company's assets among
the creditors, and who were not therefore quasi parties to the winding up proceedings. The court would have due regard
to the rights of independent persons. A mortgagee is, to my mind, such an independent person . . ."

Two points are to be noted regarding cases of this first type, which we can call "possession" cases: (1) in the absence of special
circumstances, leave is given as of course, and (2) it is immaterial whether the arrears of rent under the lease, or the arrears of
interest under the mortgage, accrued due before or after the commencement of the winding up. In this type of case the claimant
is not seeking an order for payment, or seeking to enforce an order for payment, although his claim for possession may well
have the indirect effect of compelling the company to pay.

In contrast is the second type of case, where a person seeks leave to seize the company's property. There, prima facie, to
grant leave would be inconsistent with the purpose for which Parliament imposed the prohibition on proceedings. This is so
whether the claim, for example, in respect of arrears of rent, accrued pre-liquidation or post-liquidation. In In re Traders' North
Staffordshire Carrying Co., Ex parte North Staffordshire Railway Co. (1874) L.R. 19 Eq. 60 , Sir George Jessel M.R. refused
to permit a canal company, having statutory powers of distraint for unpaid tolls, to distrain upon goods belonging to a company
being wound up. He said, at p. 63:

"In substance it is getting payment by the creditor out of the goods of his debtor, and a preferential payment as between that
creditor and the other creditors of the debtor; and, as I understand it, the very object and meaning of the Act of Parliament
was to prevent any such preference being obtainable after the commencement of the winding up."

  *522

However, the matter stands differently if the debt, in respect of which the creditor is seeking to exercise a remedy against the
company's property, was a new debt incurred by the liquidator for the purposes of the liquidation. In such a case the grant of
leave would not be inconsistent with the purpose of the legislation. In such a case it is just and equitable that the burden of
the debt should be borne by those for whose benefit the insolvent estate is being administered. The court should exercise its
discretion accordingly. The creditor should be at liberty to enforce his rights against the company's property if his debt is not
paid in full. Further, and by way of corollary, since the debt was incurred for the purposes of the liquidation, it is properly to be
regarded as an expense of the liquidation and it ought to be paid as such. The court will direct the liquidator accordingly.
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This latter principle is not confined to new debts incurred by the liquidator. It applies also to continuing obligations under
existing contracts such as leases which the liquidator chooses to continue for the benefit of the winding up. Thus, the principle
is applicable in respect of rent accruing due while a liquidator retains leasehold land for the purpose of the winding up. The
lessor should be paid in full, or be allowed to distrain. The principle is equally applicable in the case of other liabilities incurred
in the course of winding up; for example, where rates become due in respect of land occupied by a liquidator for the purpose
of the winding up: see In re International Marine Hydropathic Co. (1884) 28 Ch.D. 470 . Indeed, the principle is of general
application to the outgoings on property the possession of which is retained for the purpose of more advantageously winding
up the affairs of the company: see per Baggallay L.J. in In re National Arms and Ammunition Co. (1885) 28 Ch.D. 474 , 478. In
In re Lundy Granite Co., Ex parte Heavan (1871) L.R. 6 Ch.App. 462 , James L.J. stated the underlying principle in a landlord-
tenant context, at p. 466:

"But in some cases between the landlord and the company, if the company for its own purposes, and with a view to the
realisation of the property to better advantage, remains in possession of the estate, which the lessor is therefore not able to
obtain possession of, common sense and ordinary justice require the court to see that the landlord receives the full value
of the property. He must have the same rights as any other creditor, and if the company choose to keep the estates for their
own purposes, they ought to pay the full value to the landlord, as they ought to pay any other person for anything else,
and the court ought to take care that he receives it."

Likewise Lindley L.J. in In re Oak Pits Colliery Co. (1882) 21 Ch.D. 322 , 330:

"If the liquidator has retained possession for the purposes of the winding up, or if he has used the property for carrying
on the company's business, or has kept the property in order to sell it or to do the best he can with it, the landlord will be
allowed to distrain for rent which has become due since the winding up . . . When the liquidator retains the property for
the purpose of advantageously disposing of it, or when he continues to use it, the rent of it ought *523  to be regarded as
a debt contracted for the purpose of winding up the company, and ought to be paid in full like any other debt or expense
properly incurred by the liquidator for the same purpose, and in such a case it appears to us that the rent for the whole
period during which the property is so retained or used ought to be paid in full without reference to the amount which
could be realised by a distress."

The same approach is applicable in respect of interest accruing due on a debt secured by a mortgage on property retained by a
liquidator for the purposes of the winding up: see In re Brown, Bayley & Dixon, Ex parte Roberts and Wright (1881) 18 Ch.D.
649 , where a mortgagee had power to distrain in respect of unpaid interest. But in practice courts have been less ready to apply
this principle in favour of mortgagees: see In re Lancashire Cotton Spinning Co., Ex parte Carnelley (1887) 35 Ch.D. 656 and
In re Higginshaw Mills and Spinning Co. [1896] 2 Ch. 544 .

It is important to keep in mind that this principle, relating to outgoings on property retained by a liquidator for the purposes of
the winding up, is no more than a principle applied by the court when exercising its discretion in a winding up. The principle,
which it will be convenient to call the "liquidation expenses" principle, is a statement of how, in general, the court will exercise
its discretion in a common form set of circumstances. The liquidator himself has power, in a suitable case, to pay the relevant
outgoings. But the court retains an overriding discretion, to give leave under section 130(2) or to give directions to a liquidator
that the relevant outgoings shall be paid by him as an expense of the liquidation. Baggallay L.J. drew attention to this in In re
National Arms and Ammunition Co., 28 Ch.D. 474 , 477:

"under section 87 the court has power to allow the distress to be levied in proper cases. The same principles must guide the
discretion of the court, whether the application is in the shape of an application for leave to distrain, or of an application
for payment." (Emphasis added.)

Likewise Sir John Pennycuick V.-C. in In re Downer Enterprises Ltd. [1974] 1 W.L.R. 1460 . There a liquidator retained a lease
with a view to selling it as soon as practicable. One of the issues before the Vice-Chancellor was whether the lessor would have
been entitled to have the arrears of rent accruing since the commencement of the liquidation paid in full as an expense of the
liquidation. Sir John Pennycuick V.-C. said, at p. 1465:

"It is on those facts that I have to consider the issue of law . . . which may be stated in these terms: Was Prudential entitled,
as against the company, to be paid rent in full after the commencement of the winding up; or, perhaps more accurately:
Would the court, in the exercise of its discretion, and applying certain established principles, have so directed? . . . Strictly,
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the court has a discretion as to whether to allow arrears to be paid in full in such circumstances, but that is a judicial
discretion which the court exercises upon well established principles."

*524

The use of property by an administrative receiver

The second preliminary matter concerns the expenses incurred by a company in the conduct of its business when under the
management of an administrative receiver. Typically, when lending money to a company, a bank will take as security a charge
over all or most of the assets of the company, present and future, the charge being a fixed charge on land and certain other
assets, and a floating charge over the remaining assets. The deed authorises the bank to appoint a receiver and manager of the
company's undertaking, with power to carry on the company's business. Such a receiver is referred to in the Act of 1986 as
an "administrative receiver."

Normally the deed creating the floating charge and authorising his appointment provides that an administrative receiver shall
be the agent of the company. Now the Act of 1986, in section 44(1)(a) , provides that this shall always be so, unless and until
the company goes into liquidation. For many years the position regarding a receiver appointed as agent of the company was
that in general he was not personally liable for contracts entered into by him for and on behalf of the company. He was no more
personally liable than was a director who entered into a contract for and on behalf of his company. This position was changed
by section 87(2) of the Companies Act 1947 . The position now, with regard to administrative receivers, is set out in section
44(1) and (2) of the Act of 1986. Under that section an administrative receiver is personally liable on (a) any contract entered
into by him in the carrying out of his functions, except in so far as the contract otherwise provides, and (b) on any contract
of employment "adopted" by him in the carrying out of those functions. In the latter regard the administrative receiver has, in
effect, a period of 14 days' grace after his appointment. Head (b) represents a statutory overruling of the effect of the decision in
Nicoll v. Cutts [1985] B.C.L.C. 322 . In cases where he is personally liable an administrative receiver is entitled to an indemnity
out of the assets of the company: section 44(1)(c) . But even today an administrative receiver is not, in general, personally liable,
and hence the statutory indemnity out of the assets of the company does not arise, in respect of contracts adopted by him in
the course of managing the company's business, other than contracts of employment. With that one special exception, personal
liability is confined, in general, to new contracts made by him. Thus he is not personally liable for the rent payable under an
existing lease, or for the hire charges payable under an existing hire-purchase agreement. This is not a surprising conclusion.
It does not offend against basic conceptions of justice or fairness. The rent and hire charges were a liability undertaken by
the company at the inception of the lease or hire-purchase agreement. The land or goods are being used by the company even
when an administrative receiver is in office. It is to the company that, along with other creditors, the lessor and the owner of
the goods must look for payment.

Nor is a lessor or owner of goods in such a case entitled to be paid his rent or hire instalments as an "expense" of the administrative
receivership, even though the administrative receiver has retained and used the land or goods for the purpose of the receivership.
The reason *525  is not far to seek. The appointment of an administrative receiver does not trigger a statutory prohibition on
the lessor or owner of goods such as that found in section 130 in the case of a winding up order. If the rent or hire is not paid
by the administrative receiver the lessor or owner of the goods is at liberty, as much after the appointment of the administrative
receiver as before, to exercise the rights and remedies available to him under his lease or hire-purchase agreement. Faced with
the prospect of proceedings, an administrative receiver may choose to pay the rent or hire charges in order to retain the land or
goods. But if he decides not to do so, the lessor or owner of goods has his remedies. There is no occasion, assuming that there
is jurisdiction, for the court to intervene and order the administrative receiver to pay these outgoings.

Part II of the Act of 1986

Against that background and with those principles in mind, we turn to consider the position of administrators appointed under the
Act of 1986. Part II of this Act represents a major reform in the law relating to companies which are insolvent or likely to become
so. The statute enables the court to appoint an administrator to manage the affairs, business and property of a company with a
view to achieving one or other of the statutory objectives set out in section 8(3) . This reform was introduced by the Insolvency
Act 1985 following proposals on insolvency law and practice made in June 1982 by a committee under the chairmanship of
Sir Kenneth Cork, the Report of the Review Committee: Insolvency Law and Practice (1982) (Cmnd. 8558). The committee
considered that the power, contained in any well-drawn floating charge, to appoint a receiver and manager of the property and
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undertaking of a company had been of outstanding public benefit. A significant number of companies had been forced into
liquidation, and potentially viable businesses capable of being rescued had been closed down, for want of such a floating charge.
The committee proposed that statutory provision should be made enabling an administrator to be appointed in appropriate
circumstances, with all the powers normally conferred upon a receiver and manager appointed under a floating charge.

The statutory scheme, as enacted, makes clear that an administrator is intended as a statutory alternative to an administrative
receiver. An administrator is intended to fill the lacuna perceived to exist in the case of insolvent companies where either there
is no floating charge or the holder of a floating charge does not appoint an administrative receiver. Thus section 9(3) provides
that if an administrative receiver has been appointed the court cannot make an administration order unless the person on whose
behalf the administrative receiver was appointed consents or unless the security by virtue of which the administrative receiver
was appointed is impeachable. When an administration order is made any administrative receiver vacates office, and while an
administration order is in force no administrative receiver may be appointed: section 11(1)(b) and (3)(b). Further, there are some
similarities between administrators and administrative receivers. For instance, an administrator's powers expressly include the
same wide *526  powers as those conferred by the Act on administrative receivers: sections 14(1)(a) and 42, and Schedule 1 .

The statute addresses the question of expenses incurred by an administrator, but only in the context of what is the position when
a person ceases to hold office. Section 19(4) provides that the remuneration of an administrator and "any expenses properly
incurred by him" shall be charged on and paid out of any property of the company in his custody or under his control when
he ceases to be administrator in priority to any security to which section 15(1) applies. Section 15(1) applies to any security
which, as created, was a floating charge. Section 19(5) provides:

"Any sums payable in respect of debts or liabilities incurred, while he was administrator, under contracts entered into or
contracts of employment adopted by him or a predecessor of his in the carrying out of his or the predecessor's functions
shall be charged on and paid out of any such property as is mentioned in subsection (4) in priority to any charge arising
under that subsection. For this purpose, the administrator is not to be taken to have adopted a contract of employment by
reason of anything done or omitted to be done within 14 days after his appointment."

There is a striking resemblance between the debts and liabilities to which this subsection applies in the case of an administrator,
and the debts and liabilities in respect of which an administrative receiver is personally liable pursuant to section 44 . Section
19(5) does not impose personal liability on the administrator. In that respect he is in a better position than an administrative
receiver, even though his status resembles that of an administrative receiver in that in exercising his powers he is deemed to act
as the company's agent: section 14(5). But in section 19(5) Parliament addressed, although in a somewhat oblique fashion, the
position regarding debts and liabilities arising under contracts entered into or adopted by an administrator in the carrying out of
his functions. The answer supplied by Parliament was that, as in the case of administrative receivers, no special provision was
made for debts and liabilities incurred during an administration under a contract adopted by the administrator, save in the one
case of contracts of employment. This answer is important, having in mind that one of the primary functions of an administrator
is that frequently, if not normally, he will continue to carry on the company's business and, hence, will continue to use the land
and goods currently being used by the company for the purposes of its business. Indeed, it is of the essence of his appointment
that an administrator should do these very things in cases when the purpose sought to be achieved by the administration order is
purpose (a) in section 8(3) , namely the survival of the company, and the whole or any part of its undertaking, as a going concern.

If the relevant statutory provisions had ended there we would have seen no reason to doubt that Parliament must have intended,
as Mr. Heslop submitted, that the position regarding outgoings on property used by the company during an administration should
be similar to that obtaining in an administrative receivership. But that would be to ignore *527  a crucial part of the statutory
structure. Parliament considered that an administrator should be buttressed with a support which an administrative receiver does
not have. That support encroaches upon the property rights of others. Section 11(3) provides:

"During the period for which an administration order is in force - (a) no resolution may be passed or order made for the
winding up of the company; (b) no administrative receiver of the company may be appointed; (c) no other steps may be
taken to enforce any security over the company's property, or to repossess goods in the company's possession under any
hire-purchase agreement, except with the consent of the administrator or the leave of the court and subject (where the court
gives leave) to such terms as the court may impose; and (d) no other proceedings and no execution or other legal process
may be commenced or continued, and no distress may be levied, against the company or its property except with the
consent of the administrator or the leave of the court and subject (where the court gives leave) to such terms as aforesaid."
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Thus the making of an administration order triggers the like prohibition on proceedings being brought or continued against the
company as the prohibition which exists, and has long existed, when a winding up order is made. The owners of property, and
of charges over property, are disabled from exercising their proprietary rights unless the administrator consents or the court
gives leave.

We regard this feature as of cardinal importance, distinguishing an administration from an administrative receivership in a
respect vital to the matter now under consideration. This feature, coupled with the further feature that the court has power
to give directions to the administrator on the conduct of the administration, leads inexorably to the conclusion that much of
the reasoning which caused the courts to adopt what we have referred to as the "liquidation expenses" principle in the case
of liquidations is also applicable in administrations but subject, in our view, to a very important qualification. In liquidations
the principles on which the court will exercise its discretion have hardened into a set practice, both in relation to "possession"
cases and in the application of the "liquidation expenses" principle. In "possession" cases leave is granted as of course. and
in the circumstances in which the "liquidation expenses" principle is applicable, entitlement to have the outgoings paid as an
expense of the liquidation seems to have become more or less automatic. In our view there is no place for comparable hard-
and-fast principles in the case of administrations. The reason for this difference is that the objectives of winding up orders and
administration orders are different and, hence, the approach that should be adopted by the court when exercising its discretion
under the two régimes is different. In the case of winding up the company has reached the end of its life. The basic object of
the winding up process, in the case of an insolvent company, is to achieve an equal distribution of the company's assets among
the unsecured creditors. A secured creditor will not, as such, participate in the ensuing distribution. If he seeks leave to obtain
possession of his own property, leave should be granted. and if *528  another's land or goods (and we can see no relevant
difference between them, for this purpose) are detained by the liquidator against the owner's wishes and used for the purposes
of the winding up, it is obviously only fair that in respect of the period of detention the owner should be paid his rent or hire
charges in full as expenses of the liquidation.

In contrast, an administration is intended to be only an interim and temporary regime. There is to be a breathing space while
the company, under new management in the person of the administrator, seeks to achieve one or more of the purposes set out
in section 8(3). There is a moratorium on the enforcement of debts and rights, proprietary and otherwise, against the company,
so as to give the administrator time to formulate proposals and lay them before the creditors, and then implement any proposals
approved by the creditors. In some cases winding up will follow, in others it will not. Whether those whose land or goods are
being used by the company during this interim period should be given leave to enforce their proprietary rights forthwith or
should be paid ahead of everyone else must depend on all the circumstances, which will vary widely from one case to the next.
We do not think that Parliament intended, for example, that if a company's factory or offices are leasehold, and the administrator
continues to carry on the business on those premises, the court as a matter of course would always give leave to re-enter, or
to distrain in respect of rent accruing from the date of the administration order, or make a direction for payment of the rent in
full as an expense of the administration. Likewise in respect of vehicles or machinery which are in the company's possession
under hire-purchase agreements and which are being used by a company in the course of carrying on its business. Parliament
must have intended, for instance, that, in appropriate circumstances, and for a strictly limited period, such a lessor or owner
of goods might not be given leave if giving leave would cause disruption and loss out of all proportion to the loss which the
lessor or the owner of goods would suffer if leave were refused. Indeed, Parliament must have intended that when exercising its
discretion the court should have due regard to the property rights of those concerned. But Parliament must also have intended
that the court should have regard to all the other circumstances, such as the consequences which the grant or refusal of leave
would have, the financial position of the company, the period for which the administration order is expected to remain in force,
the end result sought to be achieved, and the prospects of that result being achieved.

If this flexible approach is right, there is no room in administrations for the application of a rigid principle that, if land
or goods in the company's possession under an existing lease or hire-purchase agreement are used for the purposes of an
administration, the continuing rent or hire charges will rank automatically as expenses of the administration and as such be
payable by the administrator ahead (so it would seem) of the pre-administration creditors. Nor, even, for a principle that leave
to take proceedings will be granted as of course. Such rigid principles would be inconsistent with the flexibility that, by giving
the court a wide discretion, Parliament must have intended should apply.
  *529

This conclusion is consistent with section 19(5) . If an administrator adopts an existing contract of employment, the liabilities
arising under that contract are automatically payable as provided in that subsection. As to other existing contracts "adopted" by
an administrator, creditors have no automatic preference or priority.
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We recognise that if a lessor or owner of goods is not to have any such automatic priority, this will be a powerful factor in favour
of leave being granted to him to enforce his proprietary rights. So be it. At a later stage we shall turn to consider the principles
guiding the exercise of the discretion to grant or withhold leave.

We also recognise that, if a lessor or owner of goods is not to have any such automatic priority, it might seem, at first sight,
that the financial interests of lessors and owners of goods will dictate that, as soon as they learn of an administration order,
they should make an application to the court for leave to take proceedings. We do not think that this conclusion follows. An
administrator can give his consent under the section. Further, an administrator undoubtedly has power, in an appropriate case,
to pay rent and hire charges in respect of land and goods used by him for the purposes of the administration. This is so both
as to arrears and as to amounts continuing to fall due. Under the Act he has power to make any payment which is necessary or
incidental to the performance of his functions: paragraph 13 of Schedule 1 . When deciding whether or not to give his consent
or to exercise this power, an administrator will need to consider whether the case is one in which, if an application were made to
the court by the lessor or owner of goods, the court would be likely to give leave, or to give leave unless some or all of the rent
or hire charges were paid by the administrator. If it is such a case, and if the lessor or owner of the goods is seeking possession,
the administrator should consider whether, having regard to those features and all the other circumstances of the case, he ought
to give consent or ought to pay some or all of the rent or hire charges of the land or goods if he wishes to continue to use them.

An administrator is an officer of the court. He can be expected to make his decision speedily, so far as he can do so. He may be
able at least to make an interim decision, such as agreeing to pay the current rents for the time being. The administrator should
also make his decision responsibly. His power to give or withhold consent was not intended to be used as a bargaining counter
in a negotiation in which the administrator has regard only to the interests of the unsecured creditors. When he refuses consent
it would be helpful if, unless the reason is self-evident, he were to state succinctly why he has refused and also why he is not
prepared to pay the rental arrears or at least the current rentals. A similar approach should be adopted by the administrator when
secured creditors seek his consent to enforce their security. It should not be necessary, therefore, for the Companies Court to be
swamped with applications under section 11 , or for administrations to be subjected regularly to the expense and disruption of
such applications. Should it become necessary for a lessor or owner of goods or the owner of a security to make an application
to the court, the court has ample powers, by making orders as to costs and giving directions to the *530  administrator, either
as its own officer or as envisaged by section 17 , to ensure that the applicant is not prejudiced by an unreasonable decision
of an administrator.

We must note two other points. It was argued that, unless lessors of land and owners of goods let on hire-purchase terms which
are used by an administrator in the course of his administration are entitled of right to be paid the continuing rent and hire
charges as an expense of the administration, the result would amount to expropriation by statute without compensation. An
intention to take away the property of a subject without a right to compensation is not to be imputed to Parliament unless that
intention is expressed in unequivocal terms: see per Lord Atkinson in Central Control Board (Liquor Traffic) v. Cannon Brewery
Co. Ltd. [1919] A.C. 744 , 752. We do not think this line of argument assists. To the extent that the prohibition in section 11
precludes an owner of land or goods from exercising his proprietary rights, section 11 does have an expropriatory effect. But
that is provided for in unequivocal terms. The safety valve which Parliament has built into the system is the owner's ability to
make an application to the court. Built into section 11 itself is provision for an application to the court for leave, in the absence
of agreement by the administrator. Further, Parliament provided that the administrator should manage the affairs, business and
property of the company, at any time before proposals have been approved by the creditors under section 24 , "in accordance
with any directions given by the court:" section 17. Still further, there is the long-stop safeguard provided by section 27 . On the
hearing of a petition under that section the court has wide powers, including power to discharge the administration order and
make consequential provision. Given these discretionary safeguards, we can see no justification for reading into the statutory
provisions an implication that the owner of land or goods was intended to have some other remedy to compensate for any loss
he suffers by reason of the section 11 prohibition.

The second point we must note briefly is a contention by Norwich and A.I.B. to the effect that, even if they are not entitled of
right to be paid the sums due under the headleases from the date of the administration order as expenses of the administration,
they became so entitled after the lapse of a reasonable period of time within which the administrators could make up their minds
whether they wished to continue to retain the head leases. We do not agree. At bottom this contention is the same as the principal
argument advanced, save that it incorporates "thinking time." But the essential difficulty remains. This modified contention,
as much as the primary contention, is inconsistent with the court having been given a wide discretion, in exercise of which, in
appropriate circumstances, the court may refuse leave under section 11 even though the administrator is continuing to use land
or goods belonging to another without payment in full of the current rent and hire charges.

Case 2:19-ap-01382-SK    Doc 349-1    Filed 01/14/22    Entered 01/14/22 07:52:03    Desc
Exhibit 1    Page 36 of 315



© 2021 Thomson Reuters. 17

For these reasons we cannot accept that Norwich and A.I.B. have an absolute entitlement to be paid, as an administration
expense, the rent *531  and other outgoings payable under the headleases. On this we have to part company with the judge.

"Goods in the company's possession"

The next question which arises concerns the proper meaning of the expression "goods in the company's possession" in section
11(3)(c) . This paragraph prohibits steps being taken "to repossess goods in the company's possession under any hire-purchase
agreement," except with consent or leave. By section 10(4) , reference to hire-purchase agreements include conditional sale
agreements, chattel leasing agreements and retention of title agreements.

The computer equipment in this case is for the most part on the premises of end users, to whom it has been sublet by the
company. Can it still be said to be in the possession of the company for the purposes of section 11(3)(c)? The judge thought
not. That is certainly a very arguable view, although it produces the curious result that the funders can take steps to repossess
the equipment without consent or leave, but consent or leave is needed for A.I.B. to enforce its security over the income arising
under the subleases of the same equipment. Plainly for some purposes the equipment is in the possession of the end users. If
it matters, which is open to question, the parties contemplated and provided that this would happen. For example, the master
hire-purchase agreement between A.I.B. and the company provided by clause 7.01 that the goods should be "located at the
site," meaning the address of the end user; and by clause 9.01, that the company should not "part with possession of any of the
goods," except that the company should be entitled to sublease them. A typical sublease by the company contains a covenant
(in clause 9) that the sublessee "shall peaceably and quietly hold possess and use" the goods. By clause 12(iii) upon termination
the company "shall immediately be entitled to the possession" of them.

In Towers & Co. Ltd. v. Gray [1961] 2 Q.B. 351 , 361, Lord Parker C.J. said:

"The term 'possession' is always giving rise to trouble. As Earl Jowitt said in United States of America and Republic of
France v. Dollfus Mieg et Cie. S.A. and Bank of England [1952] A.C. 582 , 605: 'The person having the right to immediate
possession is, however, frequently referred to in English law as being the "possessor" - in truth the English law has never
worked out a completely logical and exhaustive definition of "possession."' For my part I approach this case on the basis
that the meaning of 'possession' depends upon the context in which it is used . . . In some contexts, no doubt, a bailment
for reward subject to a lien, and where perhaps some period of notice has to be given before the goods can be removed,
could be of such a nature that the only possession that there could be said to be would be possession in the bailee. In other
cases it may well be that the nature of the bailment is such that the owner of the goods who has parted with the physical
possession of them can truly be said still to be in possession."

*532  That in itself does not provide a solution to this point, since it contemplated that either the bailor or the bailee may have
possession for a given purpose - but not both. However, it does contemplate that for some purposes a bailor, and therefore a
sub-bailor, may still have possession despite the bailment.

In our judgment the answer emerges once one considers the purpose of section 11(3)(c). The paragraph is dealing with goods
which, as between the company and its supplier, are in the possession of the company under a hire-purchase agreement. Those
goods are to be protected from repossession unless there is either consent or leave. It is immaterial whether they remain on the
company's premises, or are entrusted by the company to others for repair, or are sublet by the company as part of its trade to
others. We do not see that such a construction does any violence to the language of the paragraph, or is more purposive than
is warranted by the current approach of the English courts to statutes which are neither fiscal nor penal, even though it is said
that a breach of the paragraph is a contempt of court.

In the present case the computer equipment, as between the funders and the company, remains in the possession of the company.
Accordingly it is in the company's possession for the purposes of section 11(3)(c), so that it cannot be repossessed save with
consent or leave.

Mr. Crystal gave an example of goods bailed by the owner to X, by X to Y, and by Y to Z; X then goes into administration; and
Y, for quite different reasons such as that he has not received a hire payment, wishes to repossess from Z. Mr. Crystal submitted
that, if the construction which the administrators contend for is correct, Y would need either consent or leave. It is hard to see
how the administrator of X would have any reason to refuse consent; but we do not think that it would be needed. Paragraph (c)
is dealing with steps to repossess by a person who has let goods on hire-purchase to the company, and possibly by somebody
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with a higher right than that person. The paragraph does not deal with a repossession which would not affect the company's
enjoyment of the goods or the profit flowing to the company from them.

Fixed or floating charges

In some instances the company assigned the benefit of subleases to funders. Nothing turns on this so far as Norwich is concerned.
Norwich did not seek to rely on any such assignments in this case, although it has reserved the right to do so on another occasion.
As to A.I.B., there were such assignments, by way of charge, in respect of every sublease, and these were duly registered under
the Companies Act. In respect of these charges the administrators advanced a contention that the charges were floating charges
and not fixed charges, and that leave to enforce them should not be given at this stage, because that would enable A.I.B. to
defeat a potential charge under section 19(4) and (5) . It is convenient to consider this issue next.

The deed of assignment dated 9 June 1988 and made between the company and A.I.B. contains provisions which are typical on
the material point. The recitals to the deed identified, by reference to schedules, certain hire-purchase agreements, or headleases,
as we have *533  called them, and also the matching subleases. The operative clause in the deed provided:

"In consideration of [A.I.B.] having agreed to enter into the [headleases] and as security for all the moneys, obligations
and liability (if any) due by the [company] under or by virtue of the [headleases] the [company] as beneficial owner hereby
assigns to [A.I.B.] by way of security all the benefit of the terms of each of the subleases and all rentals, claims, rights,
demands and other moneys or claims for moneys whatsoever under each of the subleases which the [company] has or
may at any time in the future have or be entitled to under or by virtue of the subleases (hereinafter referred to as 'the
assigned benefits') so that the assigned benefits in respect of each sublease shall be and are assigned to [A.I.B.] to secure
the obligations of the [company] under the [headlease] corresponding thereto in accordance with recital (C) above."

We were reminded of the well known descriptions of a floating security given in In re Yorkshire Woolcombers Association Ltd.
[1903] 2 Ch. 284 , 286. There the property charged was "all and singular the book and other debts now owing to the association,
and also all . . . the book and other debts which may at any time during the continuance of this security become owing to the
association." Romer L.J. said, at p. 295:

"I certainly do not intend to attempt to give an exact definition of the term 'floating charge,' nor am I prepared to say that
there will not be a floating charge within the meaning of the Act, which does not contain all the three characteristics that
I am about to mention, but I certainly think that if a charge has the three characteristics that I am about to mention it is a
floating charge. (1) If it is a charge on a class of assets of a company present and future; (2) if that class is one which, in
the ordinary course of the business of the company, would be changing from time to time; and (3) if you find that by the
charge it is contemplated that, until some future step is taken by or on behalf of those interested in the charge, the company
may carry on its business in the ordinary way as far as concerns the particular class of assets I am dealing with."

In the House of Lords in Illingworth v. Houldsworth [1904] A.C. 355 the Earl of Halsbury L.C. referred to the charge in that
case and stated what he considered to be the essential characteristic of a floating security, at p. 357:

"In the first place you have that which in a sense I suppose must be an element in the definition of a floating security, that
it is something which is to float, not to be put into immediate operation, but such that the company is to be allowed to
carry on its business. It contemplates not only that it should carry with it the book debts which were then existing, but it
contemplates also the possibility of those book debts being extinguished by payment to the company, and that other book
debts should come in and take the place of those that had disappeared. That . . . seems to me to be an essential characteristic
of what is properly called a floating security."

*534  Lord Macnaghten also emphasised the ambulatory nature of a floating charge, at p. 358:

"I should have thought there was not much difficulty in defining what a floating charge is in contrast to what is called a
specific charge. A specific charge, I think, is one that without more fastens on ascertained and definite property or property
capable of being ascertained and defined; a floating charge, on the other hand, is ambulatory and shifting in its nature,
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hovering over and so to speak floating with the property which it is intended to affect until some event occurs or some act
is done which causes it to settle and fasten on the subject of the charge within its reach and grasp."

In the light of these observations we cannot accept Mr. Heslop's submissions. The notable feature of the present case is that the
charges were not ambulatory. The property assigned by the company was confined to rights to which the company was entitled
under specific, existing contracts. The assignments consisted of the company's rights "under or by virtue of" subleases each
of which was already in existence at the time of the assignments and each of which was specifically identified in the relevant
deeds of assignment. In each case the payments due to the company under a specific sublease were charged as security for
the payments due by the company under the headlease relating to the same equipment. The company's right to receive future
instalments from end users in due course pursuant to the terms of these subleases was as much a present asset of the company,
within Romer L.J.'s reference to "present and future" assets of a company, as a right to receive payment of a sum which was
immediately due. Romer L.J.'s reference to future assets was a reference to assets of which, when the charge was created, the
company was not the owner. That was the position in that case. That is not the position in this case.

We have in mind that in practice sums payable by the end users under these subleases were paid to the company and utilised by
it in the ordinary course of business. In so far as this is relevant, it may well be that this was what the parties intended should
happen. The company was to be at liberty to receive and use the instalments until A.I.B. chose to intervene. We are unpersuaded
that this results in these charges, on existing and defined property, become floating charges. A mortgage of land does not become
a floating charge by reason of the mortgagor being permitted to remain in possession and enjoy the fruits of the property charged
for the time being. This is so even if the land is leasehold and the term is very short, and as such the asset charged is of a wasting
character. So here: the mere fact that for the time being the company could continue to receive and use the instalments does not
suffice to negative the fixed character of the charge. This apart, we have seen nothing to lend any support to the administrators'
contention. In particular, we have seen nothing to suggest that after the assignment the company was to be at liberty to deal
with its rights under the subleases without the consent of A.I.B. *535  The applications under section 11

We turn next to the applications for leave to terminate the headÍleases and to take steps to repossess the equipment and, in the
case of A.I.B., to enforce its security. The following are the factors of importance in this case on these applications.

(1) The headleases and the subleases

First, the funders' property. A typical hire-purchase agreement between the company and a funder runs for seven years. The rent
is payable quarterly in advance, and the amount varies in accordance with fluctuations in interest rates in the financial market.
At current rates of interest, the amount due to Norwich under the relevant head leases between the date of the administration
order and 1996 is about £24m. A.I.B.'s exposure, in respect only of capital, is about £6m.

Broadly the provisions of the subleases match the provisions of the corresponding headlease, with two exceptions. First, as to the
amount of the rent. In a typical case, although the rent payable by the company under the headleases fluctuates, the rent payable
by end users to the company under the subleases is of a fixed amount. Thus the company was vulnerable to upward movements
in interest rates. Most of the relevant subleases were entered into by the company in 1986 and 1987, when interest rates were
much lower than at present. In some instances the present shortfall, between the rate of interest receivable by the company from
end users and the rate of interest payable by the company to the funders, is as much as 10 per cent. The administrators estimate
that, over the life of the headleases and subleases, the overall deficit for the company will be of the order of £20m. The deficit
for the three-month period from the date of the administration order to 18 July was about £1·7m.

The second respect in which the headleases and subleases do not correspond is that, either from the outset or by reason of
subsequent variation, the subleases generally contain a "flex" option. Two-thirds of them also contain a "walk" option. A "flex"
option entitles an end user to upgrade his equipment, generally after three years, and enter into a further sublease on certain
terms. The company undertook to settle all charges remaining to be paid to the funder under the original head- lease. A "walk"
option entitles an end user to return his equipment before the end of the sublease term, usually after five years. Here also the
result of the exercise of the option is that the company is liable to pay the future rental payments under the headlease.

By reason of the non-payment of the rental instalments under the headleases, if for no other reason, Norwich and A.I.B. are
now entitled, in accordance with the terms of their headleases, to determine the headleases.
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There is a measure of dispute between the parties on how quickly the subleased computer equipment becomes obsolescent.
Clearly, however, one would expect that if the computers had to be repossessed and sold, they would not, in general, fetch
anything approaching their original value. Undoubtedly the best hope for Norwich and A.I.B. is to tap into the stream of income
whose source is the end users, and to do *536  so either by seeking to take over the benefit of the existing subleases or by
negotiating a new and better deal with the end users.

(2) The company's financial position

At the time of the hearing of the appeal, no statement of affairs had been produced by the directors of the company. The most up-
to-date information on the company's financial position is contained in the administrators' statement circulated to the creditors
on 24 June along with the notice convening the creditors' meeting. The financial affairs of the company and of the Atlantic
group as a whole are complex. Uncertainty and obscurity abound. In relation to the headleases and subleases the administrators
have been hampered by the state of the records and system of information storage and retrieval operated by the company. For
present purposes the position can be sufficiently summarised as follows. The administrators do not expect that the assets of the
company will yield anything remotely approaching their book value. Inter-company debts, for instance, have a book value of
nearly £110m., but they are unlikely to yield more than a few pence in the pound. The company's principal asset comprises the
subleases: this type of transaction forms the core of the company's business. The book value of the subleases is £96m. In addition,
"own book" leases have a book value of £10m. "Own book" leases, which form only a small part of the company's business,
are transactions where the company itself funded the acquisition of the computers and is itself the owner of the equipment let
to end users. Against these assets are to be set liabilities, estimated at about £130m., arising under the headleases. In addition,
there are or will be liabilities arising under the flex and walk options in the subleases. Accrued liabilities under this head are
estimated at about £12m., and contingent liabilities at the massive sum of £250m. Other debts, in respect of tax, trade creditors
and inter-company creditors, are estimated at £60m.

(3) The administrators' proposals

Third, the way ahead. The administrators are not looking for new business. As to realisations, there is no question of the
company's interest in the headleases and subleases being sold en bloc. Most subleases have been tailored to meet the specific
circumstances of particular end users. The result is a complex portfolio of headleases and subleases which have to be dealt
with on an individual basis. The administrators have stated their general objectives as: "extracting value from leases where it
exists and of minimising actual and contingent claims in all cases by agreement between the parties." In their statement of 24
June the administrators continued:

"The insolvency of [the company] leaves users and funders with a problem. The contracts with [the company] gave the users
the ability to extricate themselves before the end of the lease term in accordance with their computer requirements. The
intention is, through negotiations, to allow the user to regain control of his future computer requirements whilst minimising
claims on [the *537  company]. In addition we are in discussions with third parties, who are attracted by [the company's]
customer base, with a view to introducing them in exchange for value to [the company], into this management process."

The reference to the company's customer base is to the fact that the end users include many "blue chip" companies.

Attaining these objectives is not expected to be a speedy process. The administrators consider that significant realisations could
take "some considerable time."

A meeting of the company's creditors, convened to consider the administrators' proposals in accordance with section 23 , was
held on 11 July. By a majority the creditors approved the proposals with some modifications. The main proposals as approved
were:

"2. To administer [the company's] lease portfolio to the benefit of all the company's creditors, or potential creditors, in so
far as this is possible. 3(a) To seek, in co-operation with funders and users of equipment, an approach which allows [the
company] to withdraw from its contractual arrangements with funders and lessees as soon as possible on mutually agreeable
terms and in particular: (1) to make an immediate joint approach with funders to lessees to direct lessees henceforth to
make all payments due under subleases direct to funders; . . . and (2) if payments are not resumed within a reasonable time,
or if it becomes apparent that compromises cannot be reached, the administrators shall be entitled to give any consents
requested by the funders to exercise their rights under their relevant lease or hire-purchase agreements and associated

Case 2:19-ap-01382-SK    Doc 349-1    Filed 01/14/22    Entered 01/14/22 07:52:03    Desc
Exhibit 1    Page 40 of 315



© 2021 Thomson Reuters. 21

security documents. (b) To manage individual situations on leases and customer relationships to realise value for the
creditors as a whole with the agreement of interested parties. (c) To introduce third parties to take over leases and, where
possible, any associated liabilities. (d) To formulate arrangements whereby agreement is reached with lessees and funders
so that they reduce their claims against [the company] and/or pay a consideration to allow the leases to continue without
the involvement of [the company]."

Further proposals were: to pursue the company's interest in other group companies; to maximise tax benefits; to report to the
creditors' committee within three months; to assess the impact of the outcome of this appeal and to formulate any revised
proposals which may become necessary; and in due course to apply for a discharge on the basis that the company is wound up.

In addition, we were informed by a letter from the administrators' solicitors, written after the creditors' meeting and after we
had reserved judgment, that the administrators now intend to pay forthwith to the funders all amounts received by the company
since 18 April under subleases which correspond to headleases with the respective funders. The payments will be made with
accrued interest. Where the funder does not have a registered security over the sublease payments, the funders will not receive
any amount which relates to a period for which the relevant funder has already received payment from the company. *538

(4) The effect on the administration if leave were given

If leave were given to terminate the headleases and repossess the equipment, the administrators would be in a much weaker
position in negotiations with the end users and the funders in those cases where the funders took advantage of such leave. If
leave were given to Norwich and A.I.B., other funders similarly placed would be entitled to expect that they, too, would be given
leave. We have no evidence about the views of other funders on these matters. The likely result, if other funders sought to pursue
the same course as Norwich and A.I.B., would be the wholesale collapse of the administrators' basic proposals. Each of the
numerous funders, of whom there are about 50, would take his own steps against the end users, of whom there are nearly 1,000.
The flex and walk liabilities could be expected to crystallise into claims against the company. The administrators' hopes of
substantially reducing these claims would disappear. Any goodwill remaining in the customer base would evaporate. Likewise
if leave were given to A.I.B. to enforce its security over the subleases: in those cases the administrators would be squeezed out.

(5) The effect on Norwich and A.I.B. if leave were refused

If leave to terminate the headleases and to repossess were not given, the effect on Norwich and A.I.B. would be that they would
be likely to suffer significant loss. The sums involved are substantial. The underlying property is a wasting asset. Given the
company's insolvent state and the contingent liabilities under the flex and walk options, there may be difficulty in persuading
end users to resume payments in full under the subleases at once, while negotiations proceed. Even if such payments were
resumed and duly handed over to the funders, there would still be a significant shortfall compared with the rents due to the
funders under the headleases.

Mr. Heslop did not accept that Norwich and A.I.B. would suffer loss if leave were refused. He submitted that Norwich and A.I.B.
cannot reasonably expect to receive more than the amount of the subrentals, and they will receive that under the proposals.
Norwich and A.I.B. knew that the equipment was being sublet, so they cannot oust the end users from their possession of the
equipment. Nor, indeed, can they even intercept the stream of income from the end users to the company, because they are not
parties to the subleases. A.I.B., as assignee of the benefit of the subleases, can enforce its security, but qua owners A.I.B. and
Norwich can achieve nothing by terminating the headleases. We are wholly unpersuaded that this is a complete analysis. We
are satisfied that if Norwich and A.I.B. were given leave to pursue whatever remedies are lawfully available to them as owners
of the equipment, they would be in an appreciably stronger position, both against the end users and against the company, than
they are at present.

(6) The prospects of a successful outcome in the administration if leave were refused

If leave were refused, we would expect that over a protracted period the administrators would be able to negotiate deals with
end users which *539  would reduce their claims against the company. After all, the company is insolvent. It would make sense
for end users to renegotiate their deals. As to the funders, it may well be that there would be a better prospect of obtaining
their consent to a proposed deal if leave were refused than if it were given, but that would be because in the former case the
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funders would find themselves disabled in the negotiations from relying on their proprietary rights. The essential question in
this case is whether that would be right.

(7) The conduct of the parties

From the very outset of the administration A.I.B. sought the administrators' consent to the realisation of its security. Consent
to terminate the headleases was sought by A.I.B. in a letter of 4 May. Norwich Union made a request to the same effect by
a letter of 10 May. There is no question here of either applicant having disentitled itself to relief, by acquiescence or election
or anything of that nature. Nor is there any question of either Norwich or A.I.B. having been misled by the administrators, or
anything of that sort, or of the administrators having dragged their feet in the conduct of the administration.

(8) Conclusions

In this case it is for us sitting in the Court of Appeal to exercise our own discretion. In so far as the question of granting leave
arose at all before the judge in view of his decision that the equipment was not in the company's possession, the judge approached
the question on the erroneous footing that Norwich and A.I.B. were entitled to be paid the rent due under the headleases as
an expense of the administration.

Taking into account all the matters mentioned above, we are in no doubt that this is a case in which we should exercise our
discretion under section 11 to grant leave to take steps to terminate the head- leases and to repossess the goods and, in the
case of A.I.B., to enforce its security. The administration is a prelude to winding up the company. In short, the administrators
propose to negotiate benefits for the unsecured creditors, who to a substantial extent are the end users and funders themselves,
by reducing the amount of the claims of the end users and funders. End users will be asked to release their claims under the flex
and walk options. They may be asked to pay more, direct to the funders. Funders will be asked to release their claims against
the company under the headleases. The unsatisfactory feature of these proposals is that the contemplated negotiations will take
place at the expense of the funders, in that the funders will be asked to agree to modify their existing proprietary rights in a
negotiation in which they will not be able to rely on those rights. Their bargaining strength will be reduced to the prospect that, if
agreement is not reached after an indefinite period, the administrators may give their consent under section 11. Or, presumably,
Norwich and A.I.B. could embark on a fresh application to the court. This cannot be an acceptable basis on which to conduct an
administration. Norwich and A.I.B. should not be compelled to leave their property in such an administration against their will.
The *540  prohibitions in section 11(3)(c) and (d) were not intended to be a means of strengthening an administrator's position
if he should seek to negotiate a modification of the existing proprietary rights of the owner of the land or goods in question.

This is not a case in which it is practicable to refuse leave on condition that the administrators pay all the current outgoings under
the headleases. The rents from the subleases, even assuming the flow can be restarted promptly, are insufficient for this purpose.

We have in mind that, although it is now over three months since the administration order was made, the parties have been locked
in litigation for two of those months. Throughout this period the future of the administration has been clouded in uncertainty.
We have considered whether, this being so, it would be right to stay the grant of leave for a while to enable the administrators
to consider the way ahead in the light of the outcome of this appeal and, maybe, to submit revised proposals to the creditors.
We have decided not to grant such a stay. We see no reason to think that granting a stay would serve a useful purpose. No
suggestion was advanced to us of any other particular proposals the administrators would wish to consider further if we were
minded to grant leave.

Further directions

There remains the question of what should be done with the sums already collected by the administrators in respect of subleases
of equipment belonging to Norwich and A.I.B. respectively. Sensibly and properly, on their appointment the administrators
took steps to gather in payments falling due under the subleases. The administrators were under a statutory duty to take into
their custody or under their control all the property to which the company was or appeared to be entitled: section 17. Equally
sensibly and properly, the administrators placed the money received into earmarked, interest-bearing bank accounts. But what
should now happen to that money? Suffice to say, we agree with the administrators' recent decision that the money should be
paid to Norwich and A.I.B. with the interest accrued thereon. Had they not so decided, we would have so directed, for reasons
which it is not necessary now to elaborate.
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On this only one point remains outstanding. Some of the payments received by the administrators from subleases were in respect
of periods of time covered, in whole or in part, by payments made in advance to funders under the corresponding headlease.
Contrary to the view of the administrators, we do not think that this makes any significant difference, so long as the funders do not
receive more than their up-to-date entitlement under the corresponding headlease. We shall therefore direct the administrators
to pay to Norwich and A.I.B. all sums received by the administrators since their appointment in respect of equipment owned
by Norwich and A.I.B., together with the interest accrued thereon, but subject to the ceiling that the sums paid over shall not
exceed the amount of the arrears accrued due under the respective headleases at the time when the administrators make the
payments to Norwich and A.I.B. These payments by the administrators shall be on account of the sums due from *541  the
company under the relevant headleases, and they shall count as expenses properly incurred by the administrators.

Should we go beyond this and, in the exercise of our discretion, make an order that all the rental and other outgoings which have
accrued on the headleases since the administration order shall be paid by the administrators as an expense of the administration?
We think not. We consider that the justice of the case is best met by giving leave, and making a direction as just mentioned
regarding the money actually received by the administrators. In this way the administrators will account to Norwich and A.I.B.
for the benefits received from the continuation of the headleases during the administration. Without prejudice to what may
happen hereafter in this administration, we do not consider that we should make any further order at this stage.

In the light of the above we do not think that any question arises on Mr. Crystal's further application, which was for leave to bring
proceedings against the company for some form of restitutionary relief in respect of the money received by the administrators
from the end users. In any event, we would have refused such leave, without prejudice to his clients' right to re-apply when the
nature of this claim and its legal basis have been formulated at least to an extent which will make it possible to assess whether
the claim is even arguable.

Norwich's section 27 petition

Thus far we have been concerned with applications by Norwich and A.I.B. seeking various declarations and orders and leave
under section 11. Norwich also presented a petition under section 27 , on the ground that the administrators' conduct in collecting
the rents from the end users but refusing to pay them to the funders was unfairly prejudicial to creditors including Norwich.
By this petition Norwich seeks, in short, an order that all the rent and other outgoings arising under the Norwich headleases,
whether they accrued before or after the date of the administration order, should rank as expenses of the administration. We
have already stated that we shall not make such an order. Since we are giving leave under section 11, there is no case for the
further order sought in the section 27 petition, namely, an order discharging the administration order.

Leave applications: the general approach

There is one final matter to which we now turn. In the course of argument we were invited to give guidance on the principles
to be applied on applications for the grant of leave under section 11 . It is an invitation to which we are reluctant to accede, for
several reasons: first, Parliament has left at large the discretion given to the court, and it is not for us to cut down that discretion
or, as it was put in argument, to confine it within a straitjacket. However much we emphasise that any observations are only
guidelines, there is a danger that they may be treated as something more. Secondly, section 11(3)(c) and (d) applies to a very
wide range of steps and proceedings, and the circumstances in which leave is sought will vary almost infinitely. Thirdly, it is
the judges who sit in the Companies Court who have practical experience of the difficulties arising in the working out of this
new jurisdiction, not the members of this court.
  *542

However, we have already drawn attention to the important role of the administrator in this field. He should respond speedily
and responsibly to applications for consent under section 11. Parliament envisaged that in the first place section 11 matters
should be dealt with by him. It is to be hoped, in the interests of all concerned, that applications to the court will become the
exception rather than the rule. But we recognise that for this to be so, authorised insolvency practitioners and their legal advisers
need more guidance than is available at present on what, in general, is the approach of the court on leave applications. We feel
bound, therefore, to make some general observations regarding cases where leave is sought to exercise existing proprietary
rights, including security rights, against a company in administration.

(1) It is in every case for the person who seeks leave to make out a case for him to be given leave.
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(2) The prohibition in section 11(3)(c) and (d) is intended to assist the company, under the management of the administrator,
to achieve the purpose for which the administration order was made. If granting leave to a lessor of land or the hirer of goods
(a "lessor") to exercise his proprietary rights and repossess his land or goods is unlikely to impede the achievement of that
purpose, leave should normally be given.

(3) In other cases when a lessor seeks possession the court has to carry out a balancing exercise, balancing the legitimate interests
of the lessor and the legitimate interests of the other creditors of the company: see per Peter Gibson J. in Royal Trust Bank
v. Buchler [1989] B.C.L.C. 130 , 135. The metaphor employed here, for want of a better, is that of scales and weights. Lord
Wilberforce adverted to the limitations of this metaphor in Science Research Council v. Nassé [1980] A.C. 1028 , 1067. It must
be kept in mind that the exercise under section 11 is not a mechanical one; each case calls for an exercise in judicial judgment,
in which the court seeks to give effect to the purpose of the statutory provisions, having regard to the parties' interests and all
the circumstances of the case. As already noted, the purpose of the prohibition is to enable or assist the company to achieve the
object for which the administration order was made. The purpose of the power to give leave is to enable the court to relax the
prohibition where it would be inequitable for the prohibition to apply.

(4) In carrying out the balancing exercise great importance, or weight, is normally to be given to the proprietary interests of the
lessor. Sir Nicolas Browne-Wilkinson V.-C. observed in Bristol Airport Plc. v. Powdrill [1990] Ch. 744 , 767D-E that, so far as
possible, the administration procedure should not be used to prejudice those who were secured creditors when the administration
order was made in lieu of a winding up order. The same is true regarding the proprietary interests of a lessor. The underlying
principle here is that an administration for the benefit of unsecured creditors should not be conducted at the expense of those
who have proprietary rights which they are seeking to exercise, save to the extent that this may be unavoidable and even then
this will usually be acceptable only to a strictly limited extent.

(5) Thus it will normally be a sufficient ground for the grant of leave if significant loss would be caused to the lessor by a
refusal. For this purpose loss comprises any kind of financial loss, direct or indirect, including loss *543  by reason of delay,
and may extend to loss which is not financial. But if substantially greater loss would be caused to others by the grant of leave,
or loss which is out of all proportion to the benefit which leave would confer on the lessor, that may outweigh the loss to the
lessor caused by a refusal. Our formulation was criticised in the course of the argument, and we certainly do not claim for it
the status of a rule in those terms. At present we say only that it appears to us the nearest we can get to a formulation of what
Parliament had in mind.

(6) In assessing these respective losses the court will have regard to matters such as: the financial position of the company, its
ability to pay the rental arrears and the continuing rentals, the administrator's proposals, the period for which the administration
order has already been in force and is expected to remain in force, the effect on the administration if leave were given, the effect
on the applicant if leave were refused, the end result sought to be achieved by the administration, the prospects of that result
being achieved, and the history of the administration so far.

(7) In considering these matters it will often be necessary to assess how probable the suggested consequences are. Thus if loss
to the applicant is virtually certain if leave is refused, and loss to others a remote possibility if leave is granted, that will be a
powerful factor in favour of granting leave.

(8) This is not an exhaustive list. For example, the conduct of the parties may also be a material consideration in a particular
case, as it was in the Bristol Airport case. There leave was refused on the ground that the applicants had accepted benefits under
the administration, and had only sought to enforce their security at a later stage: indeed, they had only acquired their security as
a result of the operations of the administrators. It behoves a lessor to make his position clear to the administrator at the outset
of the administration and, if it should become necessary, to apply to the court promptly.

(9) The above considerations may be relevant not only to the decision whether leave should be granted or refused, but also to
a decision to impose terms if leave is granted.

(10) The above considerations will also apply to a decision on whether to impose terms as a condition for refusing leave. Section
11(3)(c) and (d) makes no provision for terms being imposed if leave is refused, but the court has power to achieve that result.
It may do so directly, by giving directions to the administrator: for instance, under section 17, or in response to an application
by the administrator under section 14(3) , or in exercise of its control over an administrator as an officer of the court. Or it
may do so indirectly, by ordering that the applicant shall have leave unless the administrator is prepared to take this or that step
in the conduct of the administration. Cases where leave is refused but terms are imposed can be expected to arise frequently.
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For example, the permanent loss to a lessor flowing from his inability to recover his property will normally be small if the
administrator is required to pay the current rent. In most cases this should be possible, since if the administration order has been
rightly made the business should generally be sufficiently viable to hold down current outgoings. Such a term may therefore
be a normal term to impose.

(11) The above observations are directed at a case such as the present where a lessor of land or the owner of goods is seeking to
repossess his *544  land or goods because of non-payment of rentals. A broadly similar approach will be applicable on many
applications to enforce a security: for instance, an application by a mortgagee for possession of land. On such applications an
important consideration will often be whether the applicant is fully secured. If he is, delay in enforcement is likely to be less
prejudicial than in cases where his security is insufficient.

(12) In some cases there will be a dispute over the existence, validity or nature of the security which the applicant is seeking
leave to enforce. It is not for the court on the leave application to seek to adjudicate upon that issue, unless (as in the present
case, on the fixed or floating charge point) the issue raises a short point of law which it is convenient to determine without
further ado. Otherwise the court needs to be satisfied only that the applicant has a seriously arguable case.

Representation

Solicitors: Cameron Markby Hewitt ; Wilde Sapte ; Allen & Overy .

Appeal by administrators allowed in part. Cross-appeal by owners allowed in part. Funders to have costs below out of
administration save for costs of second hearing, as to which no order. Administrators to have one third of their costs of

appeal paid by funders. Leave to appeal refused. ([Reported by CHRISTOPHER CHAMPNESS ESQ., Barrister] )

Footnotes

1 Insolvency Act 1986, s. 11(3):
see post, p. 527A-C.

(c) Incorporated Council of Law Reporting for England & Wales
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*45  Bank of Tokyo Ltd. v Karoon and Another

Positive/Neutral Judicial Consideration
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Court of Appeal (Civil Division)
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24 May 1984

Report Citation
[1986] 3 W.L.R. 414
[1987] A.C. 45

Court of Appeal

Ackner and Robert Goff L.JJ.

1984 April 3, 4, 5; May 24

Injunction—Jurisdiction to grant—Foreign proceedings—Interpleader proceedings to determine ownership of money held by
bank in England—Bank's subsidiary in New York providing information concerning claimant and his accounts—Claimant
bringing proceedings in New York against subsidiary—Whether bank entitled to injunction to restrain proceedings in New York

APPEAL from Bingham J.

In 1983 Mr. Majid Karoon started proceedings in New York against the Bank of Tokyo Ltd., a Japanese bank carrying on
business in London, and also against a wholly-owned subsidiary of that bank, the Bank of Tokyo Trust Co. *46  (B.T.T.C.).
The bank applied to the High Court in London for an order preventing Mr. Karoon from continuing that action. On 7 November
1983 Bingham J. refused to order Mr. Karoon to discontinue his action against B.T.T.C. but did order that he be restrained from
continuing against the bank.

The bank appealed against that part of the order relating to B.T.T.C. The grounds of their appeal, contained in a notice dated
18 November 1983, were that (1) (i), in relation to Mr. Karoon's claim against B.T.T.C., the judge had failed to give sufficient
consideration to the facts that (a) the New York action involved litigation of the matter already ordered to be determined in the
trial of an interpleader issue brought by the bank in the High Court regarding the true ownership of the relevant moneys, (b) the
continuation of the New York action against B.T.T.C. would mean that the bank, contrary to their position as interpleaders, would
acquire an interest in the outcome of the interpleader issue ordered between Mr. Karoon and his Iranian company, Maritime
Co. Ltd., (c) Mr. Karoon had made no complaint about the use or proposed use by the bank of the information contained in
their affidavit dated 20 May 1980 at any time before the interpleader issue had, with his consent, been ordered, and (d) there
was no apparent difference between the laws of New York and England relating to bank confidentiality; (ii) the judge failed
to give sufficient weight to the difficulty, inconvenience, undesirability and inappropriateness of entrusting to a foreign court
(with or without a jury) rather than to the English court the investigation and determination of, inter alia, (a) whether the order
of Robert Goff J. dismissing Mr. Karoon's application made in the course of the interpleader proceedings that no disclosure of
the existence of certain sums of money be made, had been caused by the information set out in that affidavit and whether he
would have reached a different conclusion if such evidence had not been submitted by the bank, (b) whether, if the interpleader
summons had been struck out as regards the relevant sums of money, the bank would have refused payment and defended any
claim brought against them by Mr. Karoon for such sums and, if so, what the consequences of such a course of action would
have been, (c) other incidental questions of the practice and procedure of the High Court; (iii) the judge should have held that
Mr. Karoon's contention that the decision of Robert Goff J. was caused by the information in the affidavit of 20 May 1980
was arguable; (iv) the judge failed to give sufficient consideration or weight to the nature and amount of the damages which
might be recoverable by Mr. Karoon if any cause of action against B.T.T.C. was established. (2) The judge should have held that
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the prosecution of the New York action should be restrained in its entirety because (i) it involved relitigating matters already
determined or in issue in the English proceedings, namely the propriety of the interpleader summons as regards the relevant
moneys, and (ii) it represented a sanction on the use by the bank of admissible and pertinent evidence in the English proceedings.
(3) The judge should have held that the injustice to the bank in being sued by Mr. Karoon through the medium of the bank's
wholly-owned subsidiary and/or that it was unrealistic to distinguish between the bank and B.T.T.C in this regard.

The facts are set out in the judgments of Ackner and Robert Goff L.JJ.

The following cases are referred to in the judgments:

 Abidin Daver, The [1984] A.C. 398; [1984] 2 W.L.R. 196; [1984] 1 All E.R. 470, H.L.(E.) .
 Armstrong v. Armstrong [1892] P. 98
 Atlantic Star, The [1974] A.C. 436; [1973] 2 W.L.R. 795; [1973] 2 All E.R. 175, H.L.(E.) .
 Bethell v. Peace (1971) 441 F. 2d 495 *47
 Booth v. Leycester (1837) 1 Keen 579
 British Airways Board v. Laker Airways Ltd. [1984] Q.B. 142; [1983] 3 W.L.R. 544; [1983] 3 All E.R. 375, C.A. .
 Bushby v. Munday (1821) 5 Madd. 297
 Carron Iron Co. v. Maclaren (1855) 5 H.L.Cas. 416, H.L.(E.) .
 Castanho v. Brown & Root (U.K.) Ltd. [1981] A.C. 557, [1980] 3 W.L.R 991; [1981] 1 All E.R. 143, H.L.(E.) .
 Chapman v. Honig [1963] 2 Q.B. 502; [1963] 3 W.L.R. 19; [1963] 2 All E.R. 513, C.A. .
 Christian v. Christian (1897) 67 L.J.P. 18
 Cohen v. Rothfield [1919] 1 K.B. 410, C.A. .
 Cole v. Cunningham (1890) 133 U.S. 107
 Distillers Co. (Biochemicals) Ltd. v. Thompson [1971] A.C. 458; [1971] 2 W.L.R. 441; [1971] 1 All E.R. 694, P.C. .
 Distin, In re (1871) 24 L.T. 197
 Ellerman Lines Ltd. v. Read [1928] 2 K.B. 144, C.A. .
 Enoch and Zaretzky Bock & Co.'s Arbitration, In re [1910] 1 K.B. 327, C.A. .
 European Asian Bank A.G. v. Punjab & Sind Bank [1982] 2 Lloyd's Rep. 356, C.A. .
 Fallon v. Calvert [1960] 2 Q.B. 201; [1960] 2 W.L.R. 346; [1960] 1 All E.R. 281, C.A. .
 Graham v. Maxwell (1849) 1 Mac. &; G. 71
 Gulf Oil Corporation v. Gilbert (1947) 330 U.S. 501
 Hyman v. Helm (1883) 24 Ch.D. 531, C.A. .
 Laker Airways Ltd. v. Sabena, Belgian World Airlines (1984) 731 F. 2d 909
 Lett v. Lett [1906] 1 I.R. 618
 McHenry v. Lewis (1882) 22 Ch.D. 397, C.A. .
 MacShannon v. Rockware Glass Ltd. [1978] A.C. 795, [1978] 2 W.L.R. 362; [1978] 1 All E.R. 625, H.L.(E.) .
 Moore v. Moore (1896) 12 T.L.R. 221, C.A. .
 North Carolina Estate Co. Ltd., In re (1889) 5 T.L.R. 328
 Peruvian Guano Co. v. Bockwoldt (1883) 23 Ch.D. 225, C.A. .
 Piper Aircraft Co. v. Reyno (1981) 454 U.S. 235
 St. Pierre v. South American Stores (Gath & Chaves) Ltd. [1936] 1 K.B. 382, C.A. .
 Sim v. Robinow (1892) 19 R. 665
 Smith Kline & French Laboratories Ltd. v. Bloch [1983] 1 W.L.R. 730; [1983] 2 All E.R. 72, C.A. .
 Société du Gaz de Paris v. Société Anonyme de Navigation "Les Armateurs Français", 1926 S.C.(H.L.) 13, H.L.(Sc.) .
 Tournier v. National Provincial and Union Bank of England [1924] 1 K.B. 461, C.A. .
 Trapp v. Mackie [1979] 1 W.L.R. 377; [1979] 1 All E.R. 489, H.L.(Sc.) .
 Trendtex Trading Corporation v. Credit Suisse [1980] Q.B. 629; [1980] 3 W.L.R. 367; [1980] 3 All E.R. 721 , C.A., [1982]

A.C. 679; [1981] 3 W.L.R. 766; [1981] 3 All E.R. 520, H.L.(E.) .
 Tropaioforos, The (No. 2) [1962] 1 Lloyd's Rep. 410

The following additional cases were cited in argument:

 Cook v. Swinfen [1967] 1 W.L.R. 457; [1967] 1 All E.R. 299, C.A. .
 Hadmor Productions Ltd. v. Hamilton [1983] 1 A.C. 191; [1982] 2 W.L.R. 322; [1982] I.C.R. 114; [1982] 1 All E.R. 1042,

H.L.(E.) . *48
 Metall und Rohstoff A.G. v. A C L I Metals (London) Ltd. [1984] 1 Lloyd's Rep. 598, C.A. .
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 Portarlington v. Soulby (1834) 3 My. &; K. 104
 X.A.G. v. A Bank [1983] 2 All E.R. 464; [1983] 2 Lloyd's Rep. 535

Leonard Hoffmann Q.C. and D. T. Donaldson for the Bank.

N. A. Strauss for Mr. Karoon.

Cur. adv. vult.
24 May 1984. The following judgments were read

ACKNER L.J.

The respondent, Mr. Karoon, is neither a national of, nor resident in, this country. He is an Iranian citizen who left Iran at the
time of the revolution in November 1979 and is now living in France. The Bank of Tokyo Trust Co. ("B.T.T.C") is a New York
corporation which is a wholly owned subsidiary of the Bank of Tokyo Ltd. ("B.T."), the appellants, a Japanese bank carrying
on business in London.

On 7 November 1983 Bingham J. refused to grant an injunction restraining Mr. Karoon from taking any further steps in an
action that he had begun in New York against B.T.T.C., or commencing or prosecuting any other proceedings relating to the
same subject matter before any other court than the English High Court. It is against this refusal that B.T. now appeals. He
did however order that Mr. Karoon be restrained from continuing the proceedings against B.T., who had been joined as co-
defendants with B.T.T.C. Against this decision there is no cross-appeal.

The circumstances out of which his claim in the New York action arose can be shortly stated. Although Mr. Karoon and his wife
and children were able to leave Iran, the rest of Mr. Karoon's family and his wife's family are still in Iran and he has fears for
their safety. From 1961 onwards he was the chief operating officer of an Iranian company called Maritime Co. Ltd. ("Maritime")
in which he owned nearly all the shares. Maritime carried on a shipping business. For some years prior to his departure from
Iran he maintained a personal bank account with B.T.T.C. He also maintained both a personal and a company account with B.T.
Following his departure from Iran, Mr. Karoon transferred approximately $685,000 from his personal account with B.T.T.C. to
his personal account with B.T. He also instructed B.T. to transfer all money from the company account to his personal account.

In February 1980 B.T. received a letter from Maritime in Iran to advise them that on 3 February 1980 Mr. Karoon had been
sentenced in absentia to 10 years' imprisonment and that his property and the company's had been taken over by the Government
of Iran. B.T. was asked to transfer all balances to Iran. B.T. responded to the effect that all the company's accounts had been
closed prior to their receipt of this letter, upon the instructions of the accounts sole signatory (Mr. Karoon), and that under
English law it would be a breach of confidence to make any disclosure regarding a customer's personal affairs without his prior
authorisation. They also advised Mr. Karoon of their receipt of this letter and their response. He thereupon instructed them to
transfer funds they were holding to an account which he maintained with another bank. B.T. was concerned with its position. If
it did not carry out his instructions, it might be liable to him. On the other hand, if it did carry out his instructions, it might be
liable to those now in charge of Maritime. Accordingly, on 21 March 1980, B.T. issued an interpleader summons to determine
whether the money which it held was payable to Mr. Karoon or to Maritime.
  *49

On 15 April 1980 Mr. Karoon issued a summons to strike out the interpleader proceedings under R.S.C., Ord. 18, r. 19 . In
his affidavit he swore, inter alia:

"On 3 December 1979 I remitted U.S. $685,800 of my own money from my account at the bank's branch in New York to
the bank ... These moneys had not originated from the company."

He explained how they were placed on deposit and that on 27 December 1979 there was due to him U.S. $689,421.88. He
contended that Maritime could have no arguable claim to these moneys, even if proceedings were appropriate in respect of the
English funds. He also expressed concern that, if the Iran Government knew about the funds in London, his relations would be
used as a lever to force him to remit the money to Iran.

In reply to this affidavit, Mr. Saunders, an officer of B.T., swore another affidavit in which he said, in paragraphs 1 to 4 as follows:
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"1. Inquiries have been made of the Bank of Tokyo Trust Co., New York in respect of a remittance in the sum of U.S.
$685,800 credited to the first defendant's external savings account number 61817-3 on 5 December 1979 in order to
establish the source of the said money.

"2. I am informed and verily believe that the said sum was made up from two fixed deposits ((a) and (b) respectively) which
were automatically renewable every three months and which had been pre-matured and credited to the first defendant's
New York checking account (number 121-004-775) in order to cover the said payment. Fixed deposit (a) was valued at
U.S. $183,797.83 and (b) at U.S. $497,803.98.

"3. Fixed deposit (a) was opened on 14 December 1978 with a transfer of U.S. $170,000 from a savings account maintained
by the first defendant, which account was opened on 5 April 1976 with initial funds of U.S. $425,000 by means of a transfer
from the first defendant's checking account number 121-004-775. I am informed that the sum of U.S. $511,000 had been
credited to the said checking account on 30 December 1975 by order of Fairfield International Ltd. of 227 Park Avenue,
New York. Prior to 14 December 1978, the said savings account had been credited with U.S. $115,200, being the proceeds
of a cheque drawn on Midland Marine Bank, New York by order of Mowbrays Tug and Barge Sales Corporation.

"4. Fixed deposit (b) was opened on 23 April 1979 with a transfer of U.S. $473,000 from the said savings account
maintained by the first defendant. The account had been credited on 11 April with the proceeds of a cheque for U.S.
$32,569.75 drawn on Wells Fargo Bank New York by order of Utah House Fire Insurance Co. and on 23 April with the
proceeds of a cheque for U.S. $441,992.01 drawn on Chase Manhattan Bank by order of Adams and Porter Inc."

The affidavit was never served on Maritime, who were at that time not party to the proceedings to strike out. The application,
which was heard by Robert Goff J. failed. A note of his judgment was before Bingham J., and the relevant part of the proceedings
before him was quoted by the judge:

"There were certain accounts in the name of Majid Karoon and certain accounts in the name of Maritime. Certain moneys
were transferred from New York which Majid Karoon says are his. There has been an amalgamation of accounts carried
out in accordance with instructions given on 24 December 1979 and 20 February 1980. ... Finally I am asked to look at the
evidence to find that a substantial part of the moneys must belong to Majid Karoon. I am invited to look at the letter and
to find that it makes no claim on Majid Karoon's assets. The difficulty is that I am faced with one party's evidence. The
bank is in the middle and can only act fairly, *50  which it cannot do not knowing the full facts. It would be quite wrong
for me to pre-empt the situation on one party's evidence - especially having regard to the history which shows that Majid
Karoon has not sought to keep his own and Maritime's moneys separate. No accurate assumptions on a split can be made.

"It seems to me that the workers council letter is written in such English as the bank has reasonable grounds to assume
that a claim may be pressed not only against Maritime's accounts but also against Majid Karoon's accounts in so far as
the money is in origin Maritime's money which he has transferred into his own account. He may have acted in breach
of his obligations to the company. In my judgment there are reasonable grounds that the bank may be sued for not only
Maritime's money but also that money held by Majid Karoon. The bank was fully entitled to interplead. I cannot accede
to the application. To interplead was a natural reflex of the bank."

On 4 March 1983 an interpleader issue was eventually ordered. The order was by consent, no attempt being made to limit the
order to the English as opposed to the American moneys. It read as follows:

"1. The plaintiffs [B.T.] be forthwith discharged from any liability to either of the defendants in respect of any moneys the
subject matter of these proceedings and that no action be brought in respect thereof against the plaintiffs by either of the
defendants, including an action by the first defendants acting in the name of the second defendants.

"2. The plaintiffs do pay the moneys the subject matter of these proceedings after deduction of their usual banking charges
into court as and when each of the current special deposits matures and that the moneys presently held on call be paid
together with the first special deposit money on maturity thereof and that meanwhile the plaintiffs hold the said moneys
to the direction of the court."
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The complaint of the New York proceedings is based upon B.T.T.C.'s voluntary disclosure to B.T. of information relating
to his account in New York. This disclosure is alleged to have been a breach of its contractual duty of confidence to Mr.
Karoon, to have violated Mr. Karoon's "right of privacy" and made in conspiracy with B.T. to injure Mr. Karoon. A total of
U.S. $4,000,000.00 damages is claimed, U.S. $1,000,000.00 as punitive damages for the breach of the "right of privacy" and
the conspiracy, additional to the U.S. $1,000,000.00 claimed for "special damage" for each of the three causes of action.

Before Bingham J., Mr. Hoffmann submitted that the New York proceedings would cause injustice to his clients for a number
of reasons, which the judge summarised under five headings. The first two can be taken together, it being submitted: whatever
the prospects of success, the New York action is an attempt to penalise B.T. for availing itself of the interpleader procedure in
England and complying with the Rules of the Supreme Court . The New York action would involve relitigating a matter already
litigated in England, i.e. whether an interpleader should have been ordered in respect of moneys remitted from the United States.
As such, the action is vexatious and oppressive. It is in truth doubly vexatious and oppressive because it has no reasonable
prospect of success, since Mr. Karoon will be quite unable to show that he has suffered any damage, because Robert Goff J.
would have made the self same order if B.T. had not relied upon the information provided to it by B.T.T.C.

Mr. Hoffmann's three further points submitted to the judge can be stated as one proposition, namely, that an English court is the
forum conveniens because it can without difficulty resolve what duty of confidence, if any, was owed the *51  New York bank
in these circumstances to its client Mr. Karoon. Tournier v. National Provincial and Union Bank of England [1924] 1 K.B. 461 ,
is the source of the law in both jurisdictions. By contrast, a New York judge would be faced with difficult questions concerning
the duty of an English litigant in an English interpleader. Moreover, if Mr. Karoon were able to establish that he would have
succeeded in striking out the interpleader proceedings had not B.T.T.C. provided the information to B.T., he would still have
to establish, in order to claim damages, that the money in London belonged to him and that issue has to be decided in London.
Mr. Karoon, moreover, has no legitimate judicial advantages in proceeding in New York.

Before Bingham J. no submission appears to have been made to the judge that a different approach might be justified to the New
York action, according to whether one was considering the position of B.T.T.C. or the position of B.T. Neither party asked the
judge to differentiate between B.T. and B.T.T.C. in any order he made. However, in his judgment, viewing the two companies
as two separate legal entities, Bingham J. concluded that they should be treated separately. In regard to the New York action,
in so far as it related to B.T.T.C., he said:

"It is an action brought in New York against a bank incorporated and carrying on business there. Mr. Karoon, an Iranian
citizen resident in France, had an account with that bank. Although Mr. Karoon has advanced three causes of action
against B.T.T.C. (breach of confidence, invasion of privacy and conspiracy) it seems plain that his central complaint against
B.T.T.C. arises from its voluntary dislosure to B.T. of information relating to his account. Whether this disclosure involved
a breach of contractual duty, or of Mr. Karoon's right to privacy, on the part of B.T.T.C. must be determined according to
the law of New York. Whether B.T.T.C. was guilty of an actionable conspiracy may also fall to be decided under that law,
although this cause of action appears to be something of a makeweight. The disclosure by B.T. to the English court forms
no part of Mr. Karoon's cause of action against B.T.T.C. That disclosure does have a significant bearing on Mr. Karoon's
ability to prove actual damage flowing from the disclosure, since he could show none if Robert Goff J. would have made
the same order even without the information concerning Mr. Karoon's American transactions in Mr. Saunders' affidavit.
To that extent the action does involve inquiry into what Robert Goff J. would have done on different evidence, an inquiry
which would be best carried out by this court. It is, however, an inquiry which a New York court could doubtless undertake
and resolve. Mr. Karoon may have a cause of action for invasion of privacy available to him in New York which is not
available here. It would certainly appear that his chances of obtaining substantial damages on a punitive or exemplary basis
are better there. His ability to sue in New York on a contingency fee basis may not be a juridical advantage ( Smith Kline &
French Laboratories Ltd. v. Bloch [1983] 1 W.L.R. 730 , 747H) and is, in my view counterbalanced by B.T.T.C.'s inability
to recover costs if successful, but is certainly not an argument against allowing the New York action to proceed against
B.T.T.C. Overall, I do not regard an injunction as appropriate to restrain the action insofar as it lies against B.T.T.C. If the
action were to proceed, B.T.T.C. might, of course, win or lose; and if it lost the damages might be large, or nominal, or
even non-existent. But all these seem to me to be matters best entertained and resolved in the New York court which would
be applying its own law to events very largely occurring within its own jurisdiction."

  *52
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In reaching his decision relative to B.T.T.C., Bingham J. was applying the principles to which he made specific reference, as
laid down or reflected in the decisions of The Atlantic Star [1974] A.C. 436 , MacShannon v. Rockware Glass Ltd. [1978] A.C.
795 , Castanho v. Brown & Root (U.K.) Ltd. [1981] A.C. 557 and Trendtex Trading Corporation v. Credit Suisse [1980] Q.B.
629 . These principles were not in dispute between the parties.

He then turned to the New York action against B.T., commenting that the claim assumed a somewhat different aspect. He said:

"The crux of Mr. Karoon's complaint against B.T. is that it acted unlawfully in seeking information from B.T.T.C. The
allegation is made that B.T. gratuitously revealed this information, but Mr. Strauss accepted that the revelation was not
gratuitous and acknowledged the difficulty of maintaining that B.T. had no interest in revealing that information. B.T. is also
accused of conspiracy and inducement of breach of contract by B.T.T.C. but these complaints arise out of the same factual
premise, namely, the request for information made by B.T. to B.T.T.C. This was a request made by B.T. in the context of
its role as a party seeking to interplead under R.S.C., Ord. 17 . In his original affidavit, Mr. Saunders had made no overt
reference to these moneys transferred by B.T.T.C. to B.T. Mr. Karoon raised a clear issue concerning them in his affidavit
of 25 April. B.T. had either to let the matter (and the moneys) go, with the risk that it might later be held accountable for
the moneys, or make such inquiries as it could (or, if it had already made inquiry, inform the court of the result).

"Leaving entirely on one side the question whether, on information being requested, B.T.T.C. should, as a matter of New
York law, have complied with the request, I think that two significant questions of English law arise in respect of B.T.'s
conduct: whether it was reasonable and proper for B.T., in seeking to protect its own interests, to request information from
B.T.T.C.; and whether, in pursuance of its duty as a party applying to interplead it was proper for B.T. to seek to lay before
the court all evidence within its power relevant to the application. This is a lis between a bank carrying on business in
London and a London customer of that bank arising out of English interpleader proceedings to which both were party.
Moreover, it directly touches on a matter with which this court must be very closely concerned, the proper conduct of a
party to English interpleader proceedings. I should not and do not form or express any opinion whether B.T.'s conduct
was proper or improper. That is not an issue before me. I am, however, of the opinion that B.T. would be exposed to the
risk of real injustice if the propriety of its conduct were to be judged in any court other than that in which the interpleader
proceedings took place. It furthermore appears to me that England is in every way a more appropriate forum than New
York for trial of the issues between Mr. Karoon and B.T. and that Mr. Karoon would lose no legitimate juridical or personal
advantage by suing here. The New York forum would afford him no additional cause of action and the chance of an
improved measure of damage would be problematical. These considerations are, however, in my judgment, of less weight
in this than the usual case because the overriding consideration of what justice demands points strongly towards restraint
of Mr. Karoon's action against B.T. in New York. If B.T. were the only New York defendant, I would, even bearing in mind
the need for great caution in restraining prosecution of a foreign action, think it right to grant an injunction."

The difficulty which then faced Bingham J. was the combination in one set of New York proceedings of claims against B.T.T.C.,
which he was not willing to *53  restrain, and claims against B.T., which he was. He concluded that it would not be right to grant
an excessive injunction, which would be the case if he restrained the prosecution of an action which he regarded as properly
brought against B.T.T.C. in New York, nor would it be right to expose B.T. to an unacceptable risk of injustice. He therefore
made no mandatory order that Mr. Karoon discontinue his New York proceedings, but he continued the negative injunction
made ex parte on 13 September 1983, restraining Mr. Karoon from taking any further steps in the New York action so far as it
related to B.T. Mr. Karoon thus remained free to prosecute the New York action against B.T.T.C. Mr. Strauss on behalf of Mr.
Karoon is content with that position because B.T. is not a necessary party to the New York action. Mr. Karoon can obtain all
the remedies to which he is entitled with the New York action limited to B.T.T.C.

Before us Mr. Hoffmann has stressed the distinction between his two lines of argument, and reinforced the distinction by
reference to the recent decision of the United States Court of Appeal for the District of Columbia Circuit, in Laker Airways Ltd.
v. Sabena, Belgian World Airlines (1984) 731 F. 2d 909 . His first line of argument is that, as a matter of English public policy,
the claims in New York should not be allowed to be brought at all. Citing the American Laker case:

"Courts have a duty to protect their legitimately conferred jurisdiction to the extent necessary to provide full justice to
litigants. ... a court may freely protect the integrity of its judgments by preventing their evasion through vexatious or
oppressive relitigation" ( per Judge Wilkey, at pp. 928-929),

Case 2:19-ap-01382-SK    Doc 349-1    Filed 01/14/22    Entered 01/14/22 07:52:03    Desc
Exhibit 1    Page 52 of 315



© 2021 Thomson Reuters. 7

he maintained: (1) that there is "an overriding public policy" that a litigant should be able to take all proper steps to put relevant
evidence before the court;(2) that it is in the public interest that there should be finality in litigation, and since Mr. Karoon had
not objected to Mr. Saunders' affidavit being put before Robert Goff J., he should not now be allowed to bring an action for
damages allegedly arising from the use of that affidavit.

As regards the latter point, Mr. Hoffmann expressly accepted that any objection by Mr. Karoon would have been doomed to
failure and in such circumstances it seems to me plain that Mr. Karoon cannot be blamed for having failed to take what is
accepted would have been futile action.

Thus, Mr. Hoffmann's first and main criticism of Bingham J.'s decision is that he treated the case as being an ordinary case of
competition between two jurisdictions where the question was which was the most appropriate forum.

It is however quite fundamental to Mr. Hoffmann's submission, (and he readily accepts this) that the public policy on which he
relied requires the court to overlook the corporate distinctions in law between B.T. and B.T.T.C. While accepting that B.T. and
B.T.T.C. are separate legal entities, Mr. Hoffmann contends that from a practical point of view it makes no difference whether
B.T.T.C. was a branch of B.T. or a subsidiary. He argues that if one looks at the substance of the matter, B.T. are being sued
in New York on account of the evidence which they gave in their own defence in proceedings brought against them by Mr.
Karoon in London. The protection of B.T.'s own interests required the giving of this information and accordingly B.T., which
must in practice be treated as having this information in their possession, was not in breach of its implied obligation of secrecy:
see Tournier v. National Provincial and Union Bank of England [1924] 1 K.B. 461 .

The reality of the matter is that B.T.T.C. is not a branch of B.T. That is not the way in which B.T. has chosen to organise its
business as a bank. Of course, B.T. is entitled to take all proper steps to obtain evidence to resist Mr. Karoon's application to
strike out the interpleader summons, but the issue remains, were *54  these steps proper ones? If, as Mr. Karoon maintains,
B.T.T.C. owed him a duty of confidence and was therefore not entitled to communicate to another separate legal entity any
information concerning his account with them without his approval, then B.T.T.C. was in breach of its duty and it would follow
that B.T. induced a breach of contract. Mr. Hoffmann accepted that if B.T.T.C. was not a subsidiary of B.T. but was another
bank, then Mr. Karoon would certainly have a cause of action, although he maintained his contention that his damages would
be purely nominal.

I can see no valid basis, and certainly no authority was provided to us by Mr. Hoffmann, for the contention that we must ignore
the separate legal existence of B.T.T.C. Once the corporate distinction in law between B.T. and B.T.T.C. has to be recognised,
the foundation of Mr. Hoffmann's submission that there is an English rule of public policy which requires that this action should
not be allowed to be brought disappears. There is an arguable case that B.T.T.C., a separate juridical entity, owing Mr. Karoon
an obligation of secrecy, broke that obligation when, without his consent, they revealed to B.T. the material referred to above
concerning his account in New York.

In his reply, Mr. Hoffmann formulated a further issue of public policy, namely, that damages cannot be recovered, other than
nominal damages for breach of contract, as a result of there being introduced into litigation in England relevant and admissible
evidence, even though such evidence has been improperly obtained. He submitted that as a matter of public policy it is so
essential to the administration of justice that all relevant and admissible evidence is placed before the courts that, even though
such evidence may have been provided in breach of a contract not to divulge such material and damage can be established to
have resulted from this wrongful disclosure, the plaintiff's remedy is limited to nominal damages for breach of contract, and he
has no remedy against the person who wrongfully induced the breach of contract.

Mr. Hoffmann was at pains to make quite clear that he was not limiting this rule of public policy to the case of a plaintiff who
had wrongfully concealed evidence or sought to mislead the court, and had ultimately failed in his claim because evidence
improperly obtained had ultimately been put before the court. That would merely be an example of the well-established principle,
ex turpi causa non oritur actio. Mr. Hoffmann was unable to produce any authority in support of the existence of this rule
of public policy and it became apparent in the course of his submissions that it would not be difficult to imagine examples
where such a rule would operate contrary to accepted notions of justice and fairness. Moreover, it is of the very essence of our
adversarial system that the court decides the dispute on the material placed before the court, it being for the parties and not for
the court to decide of what that material should consist. Hence the well-established principle that in civil litigation the judge
is not entitled, without the consent of the parties, to call a witness, although he may have every reason to believe that such a
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witness might well enable him the better to reach a just decision: see In re Enoch and Zaretzky Bock & Co.'s Arbitration [1910]
1 K.B. 327 and Fallon v. Calvert [1960] 2 Q.B. 201 .

I am therefore far from satisfied that such a wide principle of public policy exists. But, even were it to exist, it would not justify
the striking out of the action. Ex hypothesi, the plaintiff would have a good cause of action for breach of contract, and the fact
that his damages might well be nominal still entitles him to bring his action. He might well be content with a declaration which
established that the defendant broke some important duty of secrecy and was therefore not to be trusted. Accordingly, this rule
of English public policy, were it to exist, cannot support Mr. Hoffmann's contention that the action against B.T.T.C. should
never have been brought and therefore that the proceedings *55  should be stopped in limine. It would merely preclude the
right to recover more than nominal damages.

The action brought by Mr. Karoon against B.T.T.C. is in every sense an American action. The contract upon which the contractual
claim is based was made in New York with a New York corporation. The proper law of that contract is American law and if
according to American law a breach of that contract took place when B.T.T.C. divulged information to B.T., then the breach
of that contract took place in New York. So far as the tort of conspiracy is concerned, the alleged conspirator who is being
sued is a New York corporation and for an alleged conspiracy that took place in New York, because it was there that both the
agreement and the overt acts in pursuance of that conspiracy were made and carried out. It will be for American law to determine
whether the tort of conspiracy was committed and for this decision the New York court is the natural forum: see Distillers Co.
(Biochemicals) Ltd. v. Thompson [1971] A.C. 458 . Further, the alleged invasion of privacy occurred in New York. It is a cause
of action as yet unknown to English law and will have to be determined in accordance with New York law. In the result New
York law will be the proper law for the determination of whether or not there has been a breach of contract and whether or not
B.T.T.C. has committed the two torts alleged. New York law will also be the lex fori. In such circumstances it seems to me
to be irrelevant that in England, assuming Mr. Hoffmann's submission to be correct, Mr. Karoon would have recovered only
nominal damages for breach of contract.

As regards Mr. Hoffmann's second line of attack, he ultimately conceded that, if the corporate distinctions in law must not be
overlooked and B.T.T.C. must be treated as a separate legal entity (as is indeed my view), then New York is the natural forum
for the reasons to which I have recently referred. In such circumstances there is no need to consider the balance of legitimate
juridical advantages. However, were we obliged to consider that matter, I do not think that Mr. Hoffmann would have seriously
contended that the balance was other than in favour of the action remaining in New York. Mr. Karoon alleges on affidavit
that as a result of B.T. successfully interpleading he has no funds to support his litigation. However, in America he can bring
his claim because of the contingency fee system. The Smith Kline case [1983] 1 W.L.R. 730 was a decision on its own very
special facts, where the Court of Appeal was clearly of the view that the plaintiff, who had legal aid in England, was abusing
the contingency fee system in order to bring proceedings in America against the American parent corporation, against which
he had no real cause of action. His cause of action, if any, lay against the English subsidiary and his conduct in bringing the
American proceedings was clearly vexatious. Thus, in that case it was not a legitimate juridical advantage. Moreover, were Mr.
Karoon to bring proceedings in England, he would inevitably be met with a claim for security of costs, being resident out of the
jurisdiction, and this he could not, or would have great difficulty in meeting. He is of course faced with no such problems in
the United States. It is common ground that under New York law he may well have a claim for exemplary damages. Although
this is certainly not accepted by B.T., Mr. Karoon might, under New York law, be able to recover exemplary damages, even
though he only obtained nominal damages for the alleged breach of contract and/or no actual damage for the torts of invasion
of privacy or conpiracy.

In the end there is left only one unusual feature which will face the New York court. It will have to decide whether the provision
by B.T.T.C. to B.T. of the information which B.T. subsequently put before the court in fact resulted in Mr. Karoon losing any
real chance of either striking out the interpleader summons or obtaining summary relief under R.S.C., Ord. 17, r. 5 - in short,
*56  what probably would have happened in England if B.T.T.C. had not made the information available to B.T. Although this

is an unusual inquiry for a New York court to make, it will, if and when required, be provided with expert evidence as to English
law and procedure and should ultimately have no difficulty in resolving this issue.

I would accordingly dismiss this appeal.

ROBERT GOFF L.J.
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The judge was faced with the following situation. The Bank of Tokyo Ltd., the appellant before this court ("B.T."), had
commenced interpleader proceedings in this country. It had done so because there were moneys credited to accounts at its
London branch to which competing claims were being made - on the one hand by an Iranian company, Maritime Co. Ltd.
("Maritime"), through a workers' council in Iran which, following the revolution in that country, appeared to have gained control
of Maritime; and, on the other hand, by an Iranian gentleman, Mr. Karoon, the respondent before this court, who formerly
controlled Maritime but who has, since the revolution in Iran, left that country and taken up residence in France. The interpleader
proceedings have been complicated by the fact that Mr. Karoon, fearing that disclosure to Maritime of the existence of certain
of these moneys might have an adverse effect on his family in Iran, sought to persuade the English court that no such disclosure
should be allowed. That attempt has in fact failed, because disclosure was necessary to enable the interpleader issue to be
tried. However, one of the steps which Mr. Karoon at one time took was to ask the English court to strike out the interpleader
proceedings under R.S.C., Ord. 18, r. 19, his submission being that certain moneys which had been transferred to B.T.'s London
branch from Mr. Karoon's personal account with the Bank of Tokyo Trust Co., the New York subsidiary of B.T. ("B.T.T.C."),
were his own and were moreover moneys to which Maritime could have no arguable claim, so that they should not be the
subject of the interpleader proceedings.

The commercial judge (who, it so happens, was myself) dismissed that application. A note of the judgment is before this court
and shows that the basis of the decision was that the court considered that, having regard in particular to a letter emanating from
the workers' council, B.T. had reasonable grounds for thinking that it might be sued by Maritime not only in respect of moneys of
Maritime but also in repect of moneys of Mr. Karoon on the ground that they had emanated from Maritime, and that it would be
wrong for the court to preempt the situation on the evidence of one party only. At all events, for the purposes of his application
to strike out, Mr. Karoon swore an affidavit concerning the moneys which had been transferred from B.T.T.C., stating that
those moneys had not originated from Maritime. As a result, B.T. made inquiries of B.T.T.C. about those moneys. B.T.T.C. then
supplied information about the moneys to B.T., some of which was embodied in an affidavit sworn by Mr. Saunders of B.T. for
the purpose of laying the information before the commercial judge when he dealt with Mr. Karoon's application to strike out.

Mr. Karoon has taken objection to his bankers in New York, B.T.T.C., supplying this information to B.T., and indeed he has
objected to B.T. seeking to obtain the information from B.T.T.C. So, on 7 July 1983, he commenced proceedings in New York
against both B.T. and B.T.T.C. In those proceedings he alleged (1) breach by B.T.T.C. of its contractual duty of confidence to
him, in revealing the information to B.T.; (2) breach of contract by B.T. in obtaining the information; (3) violation by B.T.T.C.
of Mr. Karoon's right of privacy; (4) conspiracy by B.T. and B.T.T.C.; and (5) that B.T. wrongfully induced B.T.T.C. to break
its contract with Mr. Karoon.

On its application before the judge, B.T. asked for an order directing Mr. Karoon to discontinue the action in New York against
B.T. and B.T.T.C. *57  and/or an injunction restraining Mr. Karoon from taking any further steps in the New York action or
"commencing or pursuing any other proceedings relating to the same subject matter before any other court than this Honourable
Court." The judge declined to make a mandatory order, but he maintained an injunction (which had earlier been granted ex
parte) in terms expressly limited to the New York proceedings against B.T. The effect was that Mr. Karoon was free to prosecute
his New York action against B.T.T.C. but not against B.T.

[His Lordship referred to the judgment of Bingham J. below, cited passages set out in the judgment of Ackner L.J., ante, pp.
49G - 50C, 51C, D-H, 52B-G and continued:] B.T. has appealed to this court against the judge's decision, in so far as he failed
to restrain Mr. Karoon from pursuing the New York action as against B.T.T.C. There is no cross-appeal by Mr. Karoon. This is
for the simple practical reason that Mr. Karoon's New York action can continue just as well against B.T.T.C. alone. However,
in so far as it may be necessary for the purposes of resisting B.T.'s appeal, Mr. Karoon has by his respondent's notice taken
the point that the judge was wrong to continue the injunction restraining Mr. Karoon from further prosecuting the New York
action against B.T.

Before the judge, Mr. Hoffmann for B.T. had argued that the New York proceedings would cause injustice to his clients for a
number of reasons, viz: (1) the New York action was vexatious because (a) it was an attempt to penalise B.T. for availing itself
of the interpleader proceedings in England, (b) it would involve re-litigating the question (already litigated here) whether an
interpleader issue should have been ordered, and (c) it had no reasonable prospect of success; and (2) any action should be tried in
England because (a) the interpleader proceedings were already here, (b) an English court could, without difficulty, resolve what
duty of confidence is owed by a New York bank to its client, whereas a New York judge would be faced with difficult questions
regarding English interpleader proceedings, (c) the question of ownership of the moneys had to be decided first anyway, and
(d) the availability of a contingency fee to Mr. Karoon could not, on the authorities, be regarded as a juridical advantage to him.
Before this court, however, Mr. Hoffmann's argument was somewhat different. The reason for the development of his argument
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was the intervening decision of the U.S. Court of Appeals in Laker Airways Ltd. v. Sabena, Belgian World Airlines (1984) 731
F. 2d 909 which was only decided on 6 March 1984 and so was not available to Bingham J. in the present case. Mr. Hoffmann
drew on the analysis of Judge Wilkey, who delivered the majority judgment in that case, and urged this court to do likewise in
considering the problem in the present case. In order to place Mr. Hoffmann's submissions in their context, it will be necessary
briefly to summarise the relevant principles stated by Judge Wilkey. This is no easy task. The judgment is substantial both in
content and in length. I have studied it with interest and, indeed, respect.

Laker Airways Ltd. v. Sabena, Belgian World Airlines is concerned with the unhappy clash of jurisdiction which has occurred
between courts in this country and courts in the United States, following upon the commencement by the liquidators of Laker of
antitrust proceedings in the United States against a number of international airlines, alleging that their combined activities were
the cause of Laker's downfall. Among the airlines so sued were two British airlines, British Airways and British Caledonian.
Following the making of an order by the Secretary of State for Trade and Industry in this country (acting under powers conferred
on him by Act of Parliament) which had the effect of prohibiting the two British airlines from complying with "United States
antitrust measures," the Court of Appeal in this country granted an injunction restraining Laker from taking any steps against
British Airways and British Caledonian in the United States action: British Airways Board v. Laker Airways Ltd. [1984] Q.B.
142 . Meanwhile, in the United States Laker obtained temporary restraining *58  orders from the District Court restraining
other airlines from instituting in the courts in this country similar proceedings for an injunction. Two of those airlines, KLM
and Sabena, challenged the District Court's preliminary injunction on appeal to the Court of Appeals. The Court of Appeals,
by a majority, declined to overturn the injunction so granted.

In the course of his judgment Judge Wilkey analysed in depth the applicable principles of law. I am only concerned, for present
purposes, with his consideration of the propriety of what he called "the antisuit injunction." I shall summarise the principles
stated by him as briefly as I can, though I realise that so brief a summary cannot do justice to his reasoning.

(1) He observed, 731 F. 2d 909 , 926-927, that the sufficiency of jurisdictional contacts with both the United States and England
resulted in concurrent jurisdiction to prescribe.

"However, the fundamental corollary to concurrent jurisdiction must ordinarily be respected: parallel proceedings on the
same in personam claim should ordinarily be allowed to proceed simultaneously, at least until a judgment is reached in
one which can be pled as res judicata in the other ... For this reason, injunctions restraining litigants from proceeding in
courts of independent countries are rarely issued," though "A second reason cautioning against exercise of the power is
avoiding the impedance of the foreign jurisdiction."

(2) "There are no precise rules governing the appropriateness of antisuit injunctions. The equitable circumstances
surrounding each request for an injunction must be carefully examined to determine whether, in the light of the principles
outlined above, the injunction is required to prevent an irreparable miscarriage of justice."

However, (3) injunctions are most often necessary (a) to protect the jurisdiction of the enjoining court, or (b) to prevent the
litigant's evasion of the important public policies of the forum.

(4) With regard to (3) (a) above, viz. protection of the jurisdiction of enjoining court, a distinction was drawn between cases
where the enjoining court has proceeded to judgment on the merits, and cases where an injunction is requested to protect the
court's jurisdiction before a judgment has been reached. In the former case there is little interference with the rule favouring
parallel proceedings in matters subject to concurrent jurisdiction: so a court may protect the integrity of its judgments by
preventing their evasion through vexatious or oppressive relitigation: see, e.g., Bethell v. Peace (1971) 441 F. 2d 495 . In the latter
case the factors which might support the issue of an injunction do not usually outweigh the importance of permitting foreign
concurrent actions; and the policies underlying the rule permitting parallel proceedings in concurrent in personam actions are
more properly considered in a motion for dismissal for forum non conveniens. Even so, there must be circumstances in which
an antisuit injunction is necessary to conserve the court's ability to reach a judgment, and the District Court's injunction was
proper on that basis.

(5) With regard to (3) (b) above, viz. preventing the litigant's evasion of the important public policies of the forum, an antisuit
injunction will issue to preclude participation in the litigation only when the strongest equitable factors favour its use. Among
the authorities cited by Judge Wilkey where such an injunction has issued was Cole v. Cunningham (1890) 133 U.S. 107 , a
case concerned with protecting the exercise of bankruptcy jurisdiction. Judge Wilkey further considered that the District Court's
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injunction properly prevented KLM and Sabena from attempting to escape the application of the United States antitrust laws
to the conduct of business in the United States.

Mr. Hoffmann urged us to adopt a similar approach in the present case to that adopted by Judge Wilkey in his analysis, and
in particular to distinguish, on *59  the basis of both English and United States authorities, the two groups of cases where
injunctions may be granted, viz. to protect the jurisdiction of the court and to prevent the litigant's evasion of the important
public policies of the forum. The present case before us fell, submitted Mr. Hoffmann, within these principles. He asked us
to approach the case by considering first whether, if B.T. in London and B.T.T.C. in New York had been a single entity and
all relevant events had happened in England, proceedings in this country similar to those commenced by Mr. Karoon in New
York would have been struck out as an abuse of process. He submitted that they would, because such proceedings would have
infringed both the public interest in making available all relevant evidence for the court and the public interest that there should
be finality in litigation. That being so, he submitted that it made no difference that Mr. Karoon had commenced his proceedings
not in this country but in New York, because the English court, in protecting the integrity of its own jurisdiction, should not
allow a litigant, subject to its jurisdiction, to bring such an action in a foreign jurisdiction. Furthermore, he submitted, having
regard to the basis of the jurisdiction, the court should not be deflected from giving effect to its public policy by the fact that
B.T. and B.T.T.C. are different legal entities; otherwise it would be sacrificing substance to form.

As an alternative to this main line of argument, Mr. Hoffmann invoked the principles enunciated by the House of Lords in recent
cases concerned with alternative forums, viz. MacShannon v. Rockware Glass Ltd. [1978] A.C. 795 and Castanho v. Brown &
Root (U.K.) Ltd. [1981] A.C. 557 , and submitted that, on the "critical equation" referred to in those cases, the balance pointed
towards requiring Mr. Karoon to litigate in England.

In considering Mr. Hoffmann's submissions, I recognise that it is not merely legitimate but desirable that courts in this country
should pay due regard to developments in sister common law jurisdictions, notably the United States; this is especially desirable
when the court is concerned with principles of law affecting the relationship between our two jurisdictions and when we are
presented with an analysis as profound as that of Judge Wilkey in Laker Airways Ltd. v. Sabena, Belgian World Airlines, 731
F. 2d 909 . Even so, we have to proceed with due caution. Not only do we have to operate within the confines of the doctrine
of precedent in this country, but we have to bear in mind that the development of the relevant principles of law in our two
countries may not be identical. Frequently, however, under the influence of history and of practical pressures to which both
jurisdictions are subject, it transpires that there have taken place in our two jurisdictions parallel developments which, though
neither simultaneous nor identical, reveal a very similar trend.

This is just what we find in the case of what American lawyers call "antisuit injunctions." At bottom, the fundamental principles
appear to have developed along similar lines. Thus, the jurisdiction is very wide, being available for exercise whenever justice
demands the grant of an injunction. Again, the English court does not attempt to restrain the foreign court, but operates in
personam, restraining a party from instituting or prosecuting the suit in the foreign jurisdiction; though an injunction will
only be granted to restrain a person who is regarded as being properly amenable to the jurisdiction of the English courts.
Furthermore, it has been repeatedly stated that the jurisdiction must be exercised with extreme caution, indeed sparingly: this is
partly because concurrent proceedings in different jurisdictions are tolerated, but also because of a desire to avoid conflict with
other jurisdictions. For it is accepted, as is indeed obvious, that courts of two different jurisdictions, one in this country and one in
a foreign country, can have jurisdiction over the same dispute. It is not prima facie vexatious for the same plaintiff to commence
two actions relating to the same subject matter, one in England and one abroad; but the court may be *60  less ready to tolerate
suits in two jurisdictions in the case of actions in rem than it is in the case of actions in personam. All these principles are well-
established, and indeed non-controversial, and appear to be common to both the English and the United States jurisdictions.

But the jurisdiction to grant such an injunction has only rarely been exercised in this country. The earliest cases in which the
jurisdiction was established do not necessarily provide authoritative examples of its exercise today, indeed one of them ( Bushby
v. Munday (1821) 5 Madd. 297 ) was later to be described by Lord Brougham as going to the "very verge of the law" (see
Carron Iron Co. v. Maclaren (1855) 5 H.L.Cas. 416 , 446). In the course of the 19th century, there developed a line of cases in
which assets were being administered by the English court, and one interested person sought to gain an advantage over other
interested persons by prosecuting proceedings in a foreign country where part of the assets were situated. In such cases, for
example, where a person sought in this way to gain the benefit of foreign assets of an estate after a decree of administration
(see, e.g., Graham v. Maxwell (1849) 1 Mac. & G. 71 ), or of a bankrupt after his petition in bankruptcty (see, e.g., In re Distin
(1871) 24 L.T. 157 ), or of a company after winding up proceedings had been commenced (see, e.g. In re North Carolina Estate
Co. Ltd. (1889) 5 T.L.R. 328 ), such a person has been restrained by injunction from pursuing foreign proceedings, but only
if he were a domiciled Englishman or otherwise amenable to the jurisdiction of the English court. In the later 19th century,

Case 2:19-ap-01382-SK    Doc 349-1    Filed 01/14/22    Entered 01/14/22 07:52:03    Desc
Exhibit 1    Page 57 of 315



© 2021 Thomson Reuters. 12

however, following the decisions of the Court of Appeal in McHenry v. Lewis (1882) 22 Ch.D. 397 and Peruvian Guano Co.
v. Bockwoldt (1883) 23 Ch.D. 225 , it became accepted that, at least in the case of actions in personam, concurrent proceedings
by the same party in this country and abroad were not prima facie vexatious, and the proceedings abroad should not therefore
be restrained. It was for the party seeking an injunction to prove that the proceedings abroad were vexatious, for that purpose,
he had generally to show that the plaintiff in the foreign court could not obtain an advantage from the foreign procedure which
he could not obtain in the English court: see in particular Hyam v. Helm (1883) 24 Ch.D. 531 , and Cohen v. Rothfield [1919]
1 K.B. 410 . That criterion was very rarely fulfilled: for examples where it was fulfilled see Armstrong v. Armstrong [1892] P.
98 , Moore v. Moore (1896) 12 T.L.R. 221 and Christian v. Christian (1897) 67 L.J.P. 18 .

Injunctions have however also been granted to restrain proceedings brought in breach of contract (see Lett v. Lett [1906] 1 I.R.
618 and The Tropaioforos (No. 2) [1962] 1 Lloyd's Rep. 410 ), and to restrain enforcement of a judgment obtained fraudulently:
see Ellerman Lines Ltd. v. Read [1928] 2 K.B. 144 . Putting aside these latter cases, however, and without attempting to cut
down the breadth of the jurisdiction, the golden thread running through the rare cases where an injunction has been granted
appears to have been the protection of the jurisdiction; an injunction has been granted where it was considered necessary and
proper for the protection of the exercise of the jurisdiction of the English court. This can be said not only of cases where assets
were being administered by the English court but also of cases where proceedings abroad were restrained as vexatious, for a
party who attempts to reap the benefit of proceeding vexatiously is interfering with the proper course of administration of justice
here: for example, see Armstrong v. Armstrong [1892] P. 98 , 101, per Jeune J. But there was this difference between these
two groups of cases: that, whereas in the latter group the foreign proceedings were regarded as vexatious because the plaintiff
could derive no advantage from them, in the former group he was restrained precisely because he might gain an advantage
from the foreign proceedings.

Now at one time it was thought that the requirement that proceedings must be vexatious was applicable, not only to the exercise
of the court's jurisdiction *61  to restrain a party from instituting or prosecuting foreign proceedings, but also to the exercise of
the court's jurisdiction to stay proceedings commenced in this country: see again McHenry v. Lewis, 22 Ch.D. 397 and Peruvian
Guano Co. v. Bockwoldt, 23 Ch.D. 225 . A stay would only be granted if the continuance of the action in this country would
be oppressive or vexatious to the defendant or otherwise an abuse of the process of the court, and if a stay would not cause an
injustice to the plaintiff: see St. Pierre v. South American Stores (Gath & Chaves) Ltd. [1936] 1 K.B. 382 , per Greer L.J., at p.
392 and per Scott L.J., at p. 398. Again, these criteria were rarely fulfilled. However, in The Atlantic Star [1974] A.C. 436 , the
House of Lords recognised that this very rare restrictive criterion for staying proceedings in this country was too nationalistic:
Lord Reid referred to it, at p. 453, as a "rather insular doctrine." In that case the court relaxed the criteria of "oppression" and
"vexation." Four years later, in MacShannon v. Rockware Glass Ltd. [1978] A.C. 795 , the House of Lords relaxed the criteria
still further, abandoning altogether the criteria of "oppression" and "vexation," and adopting a principle which is now accepted
to be indistinguishable from the principle of forum non conveniens as accepted in Scottish law: see The Abidin Daver [1984]
A.C. 398 . A parallel development has taken place in the United States: see Gulf Oil Corporation v. Gilbert (1947) 330 U.S.
501 and Piper Aircraft Co. v. Reyno (1981) 454 U.S. 235 .

On these authorities it may be observed that there are strong similarities in the way in which the law on this topic has developed
in both countries. However, in 1981 there occurred a development in this country which has sharply differentiated the two
jurisdictions. In Castanho v. Brown & Root (U.K.) Ltd. [1981] A.C. 557 , Lord Scarman (who delivered a speech with which
the remainder of the House of Lords agreed) treated the criteria applicable to the exercise of the court's discretion to impose a
stay or grant an injunction as identical. He said, at p. 574: "It is unnecessary now to examine the earlier case law. The principle
is the same whether the remedy sought is a stay of English proceedings or a restraint upon foreign proceedings." After referring
to The Atlantic Star [1974] A.C. 436 , he quoted a passage from Lord Diplock's speech in MacShannon's case [1978] A.C. 795
, 812, as embodying his distillation of principle in the case of a stay, which reads:

"In order to justify a stay two conditions must be satisfied, one positive and the other negative: (a) the defendant must
satisfy the court that there is another forum to whose jurisdiction he is amenable in which justice can be done between
the parties at substantially less inconvenience or expense, and (b) the stay must not deprive the plaintiff of a legitimate
personal or juridical advantage which would be available to him if he invoked the jurisdiction of the English court."

Lord Scarman then said, at p. 575:

"Transposed into the context of the present case, this formulation means that to justify the grant of an injunction the
defendants must show: (a) that the English court is a forum to whose jurisdiction they are amenable in which justice can be
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done at substantially less inconvenience and expense and (b) the injunction must not deprive the plaintiff of a legitimate
personal or juridical advantage which would be available to him if he invoked the American jurisdiction. The formula is
not, however, to be construed as a statute. No time should be spent in speculating as to what is meant by 'legitimate.' It, like
the whole of the context, is but a guide to solving in the particular circumstances of the case the 'critical equation' between
advantage to the plaintiff and disadvantage to the defendants."

Lord Scarman did not apparently consider it necessary to give reasons for his opinion that the principle is the same whether
the remedy sought is a stay of  *62  English proceedings or a restraint upon foreign proceedings, and that it was therefore
unnecessary, having regard to the decisions of the House of Lords in The Atlantic Star [1974] A.C. 436 and MacShannon's
case [1978] A.C. 795 , both of which related only to a stay of English proceedings, to examine earlier case law on restraint
of foreign proceedings. As I have recorded, it is now recognised that the principle applicable in the case of a stay of foreign
proceedings is indistinguishable from the Scottish principle of forum non conveniens. This Latin tag is, like many others,
misleading: proceedings in the English forum are stayed not because England is an inconvenient forum, but because there is
another clearly more appropriate forum abroad. The classic statement of principle is to be found in the judgment of Lord
Kinnear in Sim v. Robinow (1892) 19 R. 665 , 668, when, after stating that the court would not refuse to exercise its jurisdiction
"upon the ground of a mere balance of convenience and inconvenience," he said that

"the plea can never be sustained unless the court is satisfied that there is some other tribunal, having competent jurisdiction,
in which the case may be tried more suitably for the interests of all the parties and for the ends of justice."

A similar principle was adopted by Lord Sumner in Société du Gaz de Paris v. Société Anonyme de Navigation "Les Armateurs
Français", 1926 S.C. (H.L.) 13 , 22, when he said that the object was to find "that forum which was the more suitable for the
ends of justice."

It follows that the policy underlying the principle of forum non conveniens is a policy of declining to exercise jurisdiction
where there is another clearly more appropriate forum; though, if in such circumstances trial in England would offer the plaintiff
a real advantage, a balance must be struck and the court must decide in its discretion whether justice requires a stay. This
policy, avowedly less nationalistic than the old principle of vexation or oppression as applied in the past in cases of stay of
proceedings, is one which is given effect to, on an application by the defendant, by a court of the forum in which there have
been commenced proceedings over which the court has jurisdiction. It is a self-denying ordinance. The principle (derived from
the speeches of their Lordships in MacShannon's case [1978] A.C. 795 ) was so interpreted and applied in Trendtex Trading
Corporation v. Credit Suisse [1980] Q.B. 629 , with the approval of the House of Lords in that case, Lord Roskill [1982] A.C.
679 , 705, describing the judge's approach as "entirely correct in principle." Furthermore, the exercise of the judge's discretion,
so approved, in that case involved the granting of a stay, although the plaintiff was thereby deprived of a most valuable juridical
advantage in this country, viz. discovery of documents in accordance with English rules of procedure. It appears therefore that
a juridical advantage of the plaintiff in this country will not necessarily be decisive. (That this is indeed so can be illustrated
by the often-quoted example of a road accident involving two motorists in a foreign country, both being resident nationals of
that country: one seizes the opportunity given by the casual presence of the other in this country to serve proceedings upon him
here, with the aim of recovering the higher damages available in the English courts. The English court would surely order a
stay of proceedings on the application of the defendant, though the plaintiff's whole purpose in proceeding here was to obtain
the juridical advantage of higher damages.) The decision of the House of Lords in the Trendtex case was followed by the Court
of Appeal in European Asian Bank A.G. v. Punjab & Sind Bank [1982] 2 Lloyd's Rep. 356 . The principles in these two cases,
derived from all the speeches of the House of Lords in MacShannon's case [1978] A.C. 795 and approved by the House of
Lords in the  Trendtex case [1982] A.C. 679  , are, I understand, regularly followed in the Commercial Court, where cases of
this kind tend to arise for decision.

In Castanho v. Brown & Root (U.K.) Ltd. [1981] A.C. 557 Lord Scarman has taken the principle of forum non conveniens as
developed in relation to a stay of English proceedings where it was expressly developed in order to adopt a less nationalistic
approach, i.e. to render the English courts less tenacious of proceedings started within its jurisdiction, and has applied it inversely
in cases of restraint by the English courts of foreign proceedings. The effect would appear to be, not only that in cases of restraint
of foreign proceedings the very restrictive principle of protection of the English jurisdiction has been abandoned, but also that
the English court will now be more free to grant injunctions restraining foreign proceedings than it was in the past under the
old case law. We should perhaps not be surprised to discover that the approach of Lord Scarman in Castanho is different from
the approach of courts in the United States. There, as here, the grant of stay of proceedings depends upon the application of
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the principle of forum non conveniens: see, e.g., Piper Aircraft Co. v. Reyno, 454 U.S. 235 . But the grant of an injunction
restraining foreign proceedings depends upon the twin principles of protection of the jurisdiction of the court of the forum, and
of preventing evasion of important public policies of the forum; and in each case the principles have been stated and applied
in restrictive terms. So cases of stay of proceedings and of restraint of foreign proceedings are regarded as being founded upon
different principles. Furthermore, as appears from Judge Wilkey's opinion in Laker Airways Ltd. v. Sabena, Belgian World
Airlines, 731 F.2d 909 , in the United States it is considered more appropriate, where there is a clash of jurisdiction, for a stay
of proceedings to be considered by the court seised of the matter rather than for a court to establish its own forum as the more
appropriate forum by granting an injunction restraining proceedings in a foreign court.

Given the present divergence between the principles applicable in our two countries, it is, I fear, very difficult for this court to
respond to Mr. Hoffmann's submission that we should proceed on the basis of Judge Wilkey's analysis in Laker Airways Ltd.
v. Sabena, Belgian World Airlines. I can only console myself with the reflection that in any event Mr. Hoffmann's submission
appears to me to involve an illegitimate extension, in at least two respects, of the principles as stated by Judge Wilkey, and indeed
of the principle as developed in the long line of English cases before Castanho v. Brown & Root (U.K.) Ltd. [1981] A.C. 557 .

I first address myself to the public interest that there should be finality in litigation. Such a public interest no doubt exists.
Moreover, authorities can be found, both in this country and in the United States, in which courts have gone so far as to grant
injunctions restraining persons properly amenable to their jurisdiction from relitigating abroad matters which have already been
the subject of a judgment of the court of the forum. For an English example, see the old case of Booth v. Leycester (1837) 1 Keen
579 ; and for an American example, see Bethell v. Peace, 441 F. 2d 495 . The Tropaioforos (No. 2) [1962] 1 Lloyd's Rep. 410
could perhaps also be treated as falling under this head, though it contained the exceptional feature that the litigant sought to be
restrained had entered into an agreement with all underwriters to be bound by the outcome of the proceedings, thereby providing
a contractual basis for the grant of the injunction. However, I do not regard the present case as falling under this head of public
policy. In the New York proceedings, Mr. Karoon is not, as I understand it, seeking to relitigate a matter which has been the
subject of a judgment in this country. He is seeking rather to obtain redress from a bank in New York in respect of disclosure
of confidential information by that bank in New York. I cannot see that the mere fact that Mr. Karoon had an opportunity, *64
which he did not take, to object to Mr. Saunders' affidavit being put in evidence on the striking out application in London has
any effect on the situation. The simple fact is that the cause of action alleged by Mr. Karoon against B.T.T.C. has not been the
subject of a judgment in this country. I can therefore see no basis for the submission of Mr. Hoffmann.

Mr. Hoffmann's second submission however raises more difficult problems. He asserted a public interest in making available
all relevant evidence for the court. This public interest was, he submitted, exemplified by the rule that statements in affidavits
are absolutely privileged in defamation proceedings (see Trapp v. Mackie [1979] 1 W.L.R. 377 , 378-379, per Lord Diplock),
and by the rule that victimisation of a witness on account of evidence he has given is a contempt of court: see Chapman v.
Honig [1963] 2 Q.B. 502 , 512, per Lord Denning M.R. His original submission before us was that, on this principle B.T.
could not be sued for adducing evidence in the interpleader summons. However, in the course of argument he recognised that
the gravamen of his submission lay in a litigant seeking to recover damages in respect of the disclosure of material evidence
in proceedings, when the only damage suffered was (it was submitted) a failure to achieve a result which would have been
achieved had the material evidence not been disclosed. As a matter of public policy such damages should not, submitted Mr.
Hoffmann be recoverable in law.

Now this submission does indeed raise novel and difficult problems. It cannot be said to be entirely without substance, but
it was not founded on any authority cited to us, either from this country or from the United States. Furthermore, if any such
policy exists, as proposed by Mr. Hoffmann, it may be given effect to as part of the lex fori; and it does not necessarily follow
that a court of this country would give effect to it by an injunction restraining proceedings in another jurisdiction. We have
also always to bear in mind the restraint we must impose upon ourselves before taking any steps which might bear upon the
exercise by the courts of another country of its own jurisdiction. However, in the present case, I must desist from exploring this
interesting and novel proposition, because there is in my judgment a fatal obstacle to Mr. Hoffmann's argument. This is that the
evidence in question was adduced in a court of this country not by B.T.T.C., but by B.T. The proceedings which Mr. Hoffmann
is asking this court to restrain are proceedings by Mr. Karoon against B.T.T.C., in respect of their having divulged confidential
information not to the English court but to B.T. I cannot for my part see that the public policy now asserted by Mr. Hoffmann
should (assuming that it exists) provide any ground for restraining those proceedings. Mr. Hoffmann suggested beguilingly that
it would be technical for us to distinguish between parent and subsidiary company in this context; economically, he said, they
were one. But we are concerned not with economics but with law. The distinction between the two is, in law, fundamental and
cannot here be bridged. For this reason, I should in any event have dismissed this argument.
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I turn then to consider Mr. Hoffmann's alternative submission which was founded upon Lord Scarman's speech in Castanho v.
Brown & Root (U.K) Ltd. [1981] A.C. 557 . This was to the effect that, applying the principles in MacShannon's case [1978]
A.C. 795 , the balance points towards requiring Mr. Karoon to litigate in England. He relied in this connection in particular upon
the following factors: proceedings were already on foot in London between B.T. and Mr. Karoon; the issue whether Mr. Karoon
was entitled to the moneys in question will in any event have to be decided in the interpleader issue in London; there is no
dispute of fact over what happened in New York, and the principles of law on bankers' confidentiality in New York and London
are substantially the same; the critical question whether the provision of information *65  caused any loss to Mr. Karoon would
be better decided here; and Mr. Karoon has no legitimate juridical advantage in New York.

I have to confess that I find the consequences of this argument to be startling. There is no pending litigation in this country
between Mr. Karoon and B.T.T.C.; that of itself would render any order by the English court restraining the action in New York
a remarkable restraint upon the prosecution of proceedings in that state. Even if England were to be regarded by the English
court as a clearly more appropriate forum, or the natural forum, for the trial of the action, I feel the gravest reservations about
an English court granting an injunction restraining Mr. Karoon from proceeding in New York rather than allowing a court of
that state, being the forum having jurisdiction where an action has already been commenced, making its own decision whether
England is the more appropriate forum and whether it should in the circumstances grant a stay of proceedings. But in any event
I am not prepared to hold that England is a clearly more appropriate forum for the trial of the action between Mr. Karoon and
B.T.T.C. The cause of action arose in New York. One of the parties is a New York corporation: the other is an Iranian citizen
resident in France. The applicable law is the law of the State of New York; and, even if New York law on breach of confidence
by a banker shares a common origin with our own law on the subject, I am not prepared to assume in the present case that
they are identical, and in any event there are other legal issues in the case (for example, a claim to penal damages). Taking
into account the factors relied upon by Mr. Hoffmann, I cannot see that they displace the strong connection with the New York
jurisdiction. That being so, on the principles expounded by the House of Lords in MacShannon's case [1978] A.C. 795 , as
interpreted with the approval of the House of Lords in the Trendtex case [1982] A.C. 679 , there can be no basis, upon the
inverse application of the principle of forum non conveniens, to grant an injunction restraining Mr. Karoon from continuing
with his proceedings against B.T.T.C. in New York.

For these reasons, I would dismiss the appeal.

Representation

Solicitors: Herbert Smith & Co. ; Baker & McKenzie .

Appeal dismissed with costs. Leave to appeal refused. Injunctions to continue over hearing of petition for leave to appeal.
([Reported by MRS. HARRIET DUTTON, Barrister-at-Law] )

(c) Incorporated Council of Law Reporting for England & Wales
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*744  Bristol Airport Plc. and Another v Powdrill and Others

Positive/Neutral Judicial Consideration

Court
Court of Appeal (Civil Division)

Judgment Date
21 December 1989

Report Citation
[1990] 2 W.L.R. 1362
[1990] Ch. 744

Court of Appeal

Sir Nicolas Browne-Wilkinson V.-C. , Woolf and Staughton L.JJ.

1989 Nov. 21, 22, 23; 1989 Dec. 21

Company—Administration order—Steps to enforce security—Insolvent airline operating under administration order—
Detention of aircraft because of default in payment of airport charges—Whether leased aircraft "property"—Whether exercise
of statutory right of detention "steps . . . taken to enforce . . . security" against property of airline—Whether leave of court
required— Civil Aviation Act 1982 (c. 16), s. 88(1) — Insolvency Act 1986 (c. 45), s. 11(3)

1 2 An insolvent charter airline had debts totalling £11m. The applicants, airport operators, were two of its unsecured creditors
who together were owed over £1.5m. On 7 August 1989 the airline was placed under an administration order made pursuant
to section 8 of the Insolvency Act 1986 and the airline continued trading. All airport charges incurred during the course of
the administration were met. In October 1989 the administrators announced that there was a prospect of selling the airline
on terms beneficial to its creditors and called a creditors' meeting for 3 November. At a meeting on 30 October between
representatives of four airport operators including the two applicants it was agreed that none of them would exercise any
power of detention over aircraft, which were operated by the airline under leasing agreements, until after the creditors meeting.
However, on 2 November the first applicant applied for ex parte leave to detain two of the airline's aircraft under section 88
of the Civil Aviation Act 1982 . Leave was granted pending an inter partes hearing, although one of the aircraft was then
allowed to go. On hearing of the first applicant's action, the second applicant, without obtaining leave of the court, parked
a lorry loaded with concrete in front of an aircraft operated by the airline and served the captain with a lien notice. Later
the same day the second applicant obtained ex parte leave for the detention. The creditors' meeting took place the following
day and both applicants attended. The sale of the airline was approved without dissent but was incapable of performance
while the aircraft remained detained. On 6 November Harman J. heard both applications for leave to detain and held that
the applicants required leave of the court under section 11(3) of the Insolvency Act 1986 before exercising their right under
section 88 of the Civil Aviation Act 1982 , to detain an aircraft being operated by an airline in administration and, in the
exercise of his discretion, refused to grant such leave.

On appeal by the applicants: -

Held, dismissing the appeal,
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(1)  that, although the airline held the aircraft under the terms of leases, the aircraft were "property" of the airline within
the meaning of section 436 of the Insolvency Act 1986 and the statutory right to detain aircraft *745  conferred on airport
authorities by section 88 of the Civil Aviation Act 1982 came within the definition of "lien or other security" in section 248
of the Act of 1986; that the applicants by detaining the aircraft not only had created security for their debts but in asserting
their right to retain the aircraft were taking steps to enforce that security and, therefore, section 11(3)(c) of the Act of 1986
applied and they required either the administrator's consent or leave of the court before they exercised their right of retention
of property belonging to the airline, which was the subject of an administration order (post, pp. 759C-D, H - 760E, 761B-
C, 762H - 763A, D-E, H - 764C, E-H, 767F-G).

(2)  That the applicants, having taken substantial benefits from the administration of the airline, should not be permitted to
enforce a right which was inconsistent with the administration order and thereby obtain greater rights from the making of
the order than they would have done if the airline had gone into liquidation; that, in the circumstances, the judge had rightly
exercised his discretion by refusing to grant the applicants leave to enforce their right to detain the aircraft (post, pp. 767B-
E, 771G-H).

Per Sir Nicolas Browne-Wilkinson V.-C. and Woolf L.J. Until a lien holder makes an unqualified refusal to hand over the
goods, he has not taken steps to enforce the security for the purposes of section 11(3)(c) of the Act of 1986. On detaining
an aircraft an aerodrome authority is not to be treated as taking steps to enforce the statutory right to detain if an application
for leave is promptly made to the court and the authority makes it clear that it is only preventing the removal of the aircraft
pending determination of the question whether it is entitled to exercise its statutory right to detain (post, pp. 764E-H, 769D-H).

Decision of Harman J. affirmed.

The following cases are referred to in the judgments:

 Air Ecosse Ltd. v. Civil Aviation Authority (1987) 3 B.C.C. 492 , Ct. of Session
 Channel Airways Ltd. v. Manchester Corporation [1974] 1 Lloyd's Rep. 456
 Havelet Leasing Ltd. v. Cardiff-Wales Airport Ltd. (unreported), 29 June 1988, Phillips J.
 Quazi v. Quazi [1980] A.C. 744; [1979] 3 W.L.R. 833; [1979] 3 All E.R. 897, H.L.(E.) .
 Queen of the South, The [1968] P. 449; [1968] 2 W.L.R. 973; [1968] 1 All E.R. 1163
 Smith (A Bankrupt), In re, Ex parte Braintree District Council [1990] 2 A.C. 215; [1989] 3 W.L.R. 1317; [1989] 3 All E.R.

897, H.L.(E.) .

The following additional cases were cited in argument:

 Abbott v. Philbin [1960] Ch. 27; [1959] 3 W.L.R. 739; [1959] 3 All E.R. 590 , C.A.; [1961] A.C. 352; [1960] 3 W.L.R.
255; [1960] 2 All E.R. 763, H.L.(E.) .

 Air Canada v. Secretary of State for Trade [1981] 3 All E.R. 336
 Ally, The [1952] 2 Lloyd's Rep. 427
 Ayerst v. C. & K. (Construction) Ltd. [1976] A.C. 167; [1975] 3 W.L.R. 16; [1975] 2 All E.R. 537, H.L.(E.) .
 Cohen v. Lester (J.) Ltd. [1939] 1 K.B. 504; [1938] 4 All E.R. 188 *746
 Debtor (No. 1 of 1987), In re A [1989] 1 W.L.R. 271; [1989] 2 All E.R. 46, C.A. .
 Felixstowe Dock & Railway Co. v. United States Lines Inc. [1989] Q.B. 360; [1989] 2 W.L.R. 109; [1988] 2 All E.R. 77
 Harris Simons Construction Ltd., In re [1989] 1 W.L.R. 368
 Herbert Berry Associates Ltd., In re [1977] 1 W.L.R. 1437; [1978] 1 All E.R. 161, H.L.(E.) .
 Kasumu v. Baba-Egbe [1956] A.C. 539; [1956] 3 W.L.R. 575; [1956] 3 All E.R. 266, P.C. .
 Mayfair Trading Co. Pty. Ltd. v. Dreyer [1959] A.L.R. 104
 Mitchener v. Equitable Investment Co. Ltd. [1938] 2 K.B. 559
 Roberts Petroleum Ltd. v. Bernard Kenny Ltd. [1983] 2 A.C. 192; [1983] 2 W.L.R. 305; [1983] 1 All E.R. 564, H.L.(E.) .
 Royal Trust Bank v. Buchler [1989] B.C.L.C. 130
 Standard Austria S.H. 1964, The [1965] 2 Lloyd's Rep. 189
 Western Bank Ltd. v. Schindler [1977] Ch. 1; [1976] 3 W.L.R. 341; [1976] 2 All E.R. 393, C.A. .

APPEAL from Harman J.
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On 2 November 1989 the first applicant, Bristol Airport Plc., obtained ex parte leave from Harman J. to detain, under section 88
of the Civil Aviation Act 1982 , two aircraft operated by Paramount Airways Ltd., a company operating under an administration
order made pursuant to section 8 of the Insolvency Act 1986 . One of the aircraft was allowed to fly to Australia but the other
remained at the airport. Later the same day the second applicant, Birmingham International Airport Plc., also obtained ex parte
leave, from Hodgson J., to detain an aircraft operated by Paramount. An inter partes hearing of both applications was heard
on 6 November 1989 by Harman J. The respondents were: (1) Roger Arthur Powdrill and Joseph Beaumont Atkinson, the
administrators of Paramount, (2) Irish Aerospace Leasing Ltd., the lessor of the detained aircraft and (3) Air 2000 Ltd., the
creditor who petitioned for the administration order. Harman J. held that the applicants required leave of the court under section
11 of the Act of 1986 before they could exercise their right of detention and in the exercise of his discretion refused to grant
such leave.

By notices of appeal dated 14 November 1989 the applicants appealed on the grounds that the judge was wrong (1) in holding
that the exercise by the applicants of their right of detention under section 88 of the Act of 1982 necessarily involved the taking of
possession of the aircraft; (2) in holding that the detention of aircraft operated by Paramount constituted "other proceedings . . .
commenced . . . against the above named company or its property" within section 11(3)(d) of the Act of 1986; (3) in holding that
the detention of aircraft operated by Paramount constituted a "distress levied against the company or its property" within section
11(3)(d); (4) in holding that an aircraft was the property of Paramount when Paramount's only interest in the aircraft was under
a lease; (5) in holding that the applicants were not entitled to be treated as secured creditors, with a statutory right of detention
and/or a contractual lien; (6) in failing to give sufficient weight to the applicants' rights pursuant to section 88 of the Act of
1988; (7) in failing to give sufficient weight to the terms of the contracts entered into between the *747  applicants and the
administrators on behalf of Paramount; (8) in failing to give sufficient weight to the fact that if the applicants were denied leave
the aircraft would leave their aerodrome and the applicants would loose their remedy against the second respondents and the
owners of the aircraft; and (9) in holding that during an administration a creditor was not entitled to rest on his lien or security.

On 20 November the third respondents issued a respondent's notice contending that the judgment should be affirmed on the
grounds that when the applicants' detention of the aircraft began, Paramount had ceased to manage them and had thus ceased to
be their operators within the meaning of the Act of 1982 and accordingly the applicants' rights to detain aircraft under section
88 of the Act of 1982 in respect of airport charges owed to them by Paramount were confined to arrest of an aircraft in respect
of which such charges had been incurred and the applicant had adduced no evidence to that effect.

The facts are stated in the judgment of Sir Nicolas Browne-Wilkinson V.-C.

Gavin Lightman Q.C. and Simon Mortimore for both applicants, the airports. The case turned essentially upon the interaction
of section 88 of the Civil Aviation Act 1982 and section 11(3)(d) of the Insolvency Act 1986. Section 88 was very far reaching
but the interest of an aerodrome was precarious in that it only subsisted as long as an aircraft was at the aerodrome.

Under section 88 the airport's power to detain arose when there was a default in the payment of airport charges incurred in
respect of an aircraft at the aerodrome. In order that the power of detention could be exercised, the aircraft had to be on the
aerodrome on which those charges had been incurred. If the power of detention was exercised it had to be by some overt act and
there had to be a manifest intention to detain: see The Queen of the South [1968] P. 449 and Havelet Leasing Ltd. v. Cardiff-
Wales Airport Ltd (unreported), 29 June 1988.

The first issue was whether security only came into being when the power of detention was exercised or whether there was
security, under the section, as soon as the aircraft landed at the airport. It was the case for the airports that the security did not
crystallise until it was exercised.

In Channel Airways Ltd. v. Manchester Corporation [1974] 1 Lloyd's Rep. 456 it was held that rights under a similar statute
were not an ordinary lien but a statutory right of detention.

Section 88 conferred upon airports a right to detain aircraft which operated in rem so that it bound owners, mortgagees and
purchasers and the holders of charges over the aircraft. Clear statutory wording would be required to cut down the airports'
statutory right to detain. The exercise of the right to detain did not necessarily involve the taking of possession of the aircraft. The
aircraft could remain in the hangar of the operator but it could not leave the aerodrome. The exercise of the right to detain would
provide a defence to a claim against the airport for wrongful detention of the aircraft or for breach of a contractual obligation
to allow the aircraft to take off. The moment an aircraft operated by a person in default landed at the relevant aerodrome, the
*748  right to detain could be exercised. The exercise of the right crystallised the security.
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The statute gave airports a right to detain if the operator was in default, because it recognised that airports were particularly
vulnerable to bad debts and that the most effective means whereby an airport could secure payment was through detention of
aircraft.

The Insolvency Act 1986 was not intended to cut down the provisions of the Civil Aviation Act 1982. Section 88 conferred
on airports a power of detention outside the ambit of section 11 of the Insolvency Act. The power and rights conferred did not
constitute a security within the meaning of sections 11 or 248 of the Act of 1986. They were sui generis and not to be treated
as cut down by the language of that Act.

Alternatively, if the power or rights arising did constitute such security there was still nothing in section 11 which inhibited the
exercise of the power of detention. Leave of the court was not required otherwise the rights would be precarious and dependent
upon the intervention of the courts. Also, the operator would have an opportunity to remove the aircraft before an order could
be obtained.

The power and rights arising under section 88 of the Act of 1982 did not constitute a security over the property of the operator
and therefore section 11(3)(c) of the Act of 1986 had no application. Alternatively, if the exercise of the power did constitute a
security the exercise of the power was not the enforcement of the security but its constitution or perfection. Either the exercise
of the right constituted the security or the statutory power was itself the security and security was acquired on touchdown.

Once security was constituted steps could not be taken to enforce it without leave of the court. However, there was a world
of difference between "perfecting or crystallising" and "taking steps to enforce" and between "protecting" and "enforcing" a
security: see Western Bank Ltd. v. Schindler [1977] Ch. 1 .

The critical words in section 11(3)(d) were "no other proceedings may be commenced." The word "other" recognised that certain
court "proceedings" were barred under subsection (c). The logical meaning of "other proceedings" was judicial or quasi judicial
proceedings. Even if it was wider than that it was certainly narrower than "acts" and there was no reason why mere "detention"
should constitute a "proceeding" against the company or its property: see Abbott v. Philbin [1960] Ch. 27 ; Quazi v. Quazi
[1980] A.C. 744 ; Air Ecosse Ltd. v. Civil Aviation Authority (1987) 3 B.C.C. 492 .

Distress involved taking into possession the personal chattels of another and was to be distinguished from detention which did
not imply a taking into possession. The airports merely detained the aircraft and did not exercise distress.

The detained aircraft were not the "property" of the operators as defined by section 436 of the Act of 1986 because the operators
leased the aircraft. It was not intended that the act should afford protection to owners of property who were not the subject
of administration orders.

If leave to detain was required it was accepted that a sufficient case had to be made out before leave would be granted: see
Royal Trust Bank v. Buchler [1989] B.C.L.C. 130  . In refusing to grant such leave the judge failed to take into account three
critical factors: (1) The statutory right arose in the course of the conduct of the company by the administrator; (2) the contracts
between the company in administration and the airports made express provision for a contractual lien and; (3) refusal of leave
operates to defeat any rights against the aircraft owner as well as the operator.

Michael Crystal Q.C. an Mark Phillips for the first respondents. It was fundamental to appreciate the sea change in philosophy
which the Insolvency Act 1986 represented in providing for the rehabilitation of individual and corporate debtors short of a
formal regime of bankruptcy. There were no direct statutory precursors and it was undesirable to look back into history more
than was necessary in attempting to ascertain the effects of administration. On the similar approach in bankruptcy: see In re A
Debtor (No. 1 of 1987) [1989] 1 W.L.R. 271 .

The court could only make an administration order if it was satisfied that a company was or was likely to become insolvent
and considered that there was a real prospect that making an order would achieve one or more of the four purposes specified in
section 8(3) of the Act: see In re Harris Simons Construction Ltd. [1989] 1 W.L.R. 368 . In essence the question for the court was
whether the making of an administration order offered the best prospect for preserving the company's future and maximising
the realisation of the company's assets for the benefit of its creditors.
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It was an essential part of the scheme for administration that the management of the business of the company by the administrator
should be free from interference. This was as essential to the philosophy of administration as was the pari passu rule in winding
up: see Ayerst v. C. & K. (Construction) Ltd. [1976] A.C. 167 and Roberts Petroleum Ltd. v. Bernard Kenny Ltd. [1983] 2
A.C. 192 .

Assistance could be gained from considering Chapter 11 of the United States Bankruptcy Code , a convenient summary of
which could be found in an extract from the opinion of an American bankruptcy judge quoted by Hirst J. in Felixstowe Dock
& Railway Co. v. United States Lines Inc. [1989] Q.B. 360 .

Section 88 of the Civil Aviation Act 1982 gave a designated airport a right over an aircraft operated by a person who became
indebted to the airport in respect of airport charges. Such right gave an interest in somebody else's property, the aircraft, which
could be enforced by detention, retention and, where appropriate, sale. An aircraft could only be detained where it was at the
airport in question.

The obtaining of physical dominion over the relevant aircraft was not the creation of security but a step taken in the enforcement
of security which had already been conferred by the statute and created by the debtor's default in making payment of the relevant
airport charges.

The exercise of such a right by an overt act of detention was, therefore, a "step taken to enforce a security" within the meaning
of section 11(3)(c) of the Insolvency Act 1986 .

Provided detention was not simply the creation of security but included an element of enforcement it was covered by section
11(3)(c). *750  It was only if the act of detention were regarded as creating the security that it would fall outside section 11(3)(c).

It was inappropriate to separate the basket of rights, including detention and retention, conferred on the airport by virtue of
the security into its component parts for the purpose of seeking to draw a fine distinction between one step and another when
each was a constituent part in the enforcement process. The mere assertion of the right to detain involved at least an element
of enforcement.

There were many examples from parallel fields such as money lenders and their rights of retention and enforcement: see Mayfair
Trading Co. Pty. Ltd. v. Dreyer [1959] A.L.R. 104 ; Mitchener v. Equitable Investment Co. Ltd. [1938] 2 K.B. 559 ; Cohen v.
J. Lester Ltd. [1939] 1 K.B. 504 and Kasumu v. Baba-Egbe [1956] A.C. 539 .

If the right under section 88 did not amount to security from the date of the debtor's default the only logical date when it could
become a security was the date of actual detention of the aircraft. If that date was after the date of an order for administration
the curious position was reached that although the airport was unsecured at the date of an order for administration it could take
steps to become secured without the leave of the court during the course of the administration to the prejudice of the general
body of unsecured creditors. It was highly unlikely that Parliament intended that the ring fence of administration could be
deliberately evaded in that way.

In such circumstances section 11(3)(d) came into play. Two issues arose in relation to that provision: whether seeking to assert
the statutory right constituted either "other proceedings" or "distress." The subsection should not be given the very restricted
meaning argued for by the appellant and apparently approved by the court in Air Ecosse Ltd. v. Civil Aviation Authority (1987)
3 B.C.C. 492 .

There was no reason to limit the concept of "other proceedings" to proceedings in a court of law. There were powerful indications
in section 11 that the concept extended to extra-judicial proceedings. The word "proceedings" was proceeded by the word
"other" and was followed by a myriad of other rights which were prefaced in each case by the word "and." When the draftsman
meant to refer to legal process he did so expressly.

In construing the word "other" the court should have regard to the ejusdem generis rule: Quazi v. Quazi [1980] A.C. 744 . The
genus, if any, to which the word "other" referred was actions or conduct of any sort by a person or body of persons affecting the
company or its property which might interfere with the achievement of the purpose of the administration. Steps taken to enforce
security over the company's property might be, and often were, non judicial. So too were steps taken to repossess goods in the
company's possession under any hire purchase agreement. The reference in section 11(3)(d) to "other proceedings" included
detention under section 88 of the Civil Aviation Act 1982.
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To complete a distress seizure of the goods was necessary. Once an aircraft was on the tarmac of an airport the very act of
detention involved seizure because the operator could not do anything physically *751  to remove the aircraft. The absence of
the word "seizure" from section 88 did not necessarily mean that detention was a lesser power.

It could be argued that the exercise by an airport of the right to detain under section 88 was a distress because it was a summary
remedy by which an airport was entitled without legal process to take into its possession the personal chattel of another person
to be held as a pledge to compel payment of a debt. Examples from other fields could be seen in The Queen of the South [1968]
P. 449 and In re Herbert Berry Associates Ltd. [1977] 1 W.L.R. 1437 .

Assuming the right under section 88 of the Act of 1982 was covered by section 11(3) of the Act of 1986 the airports should not
have been given leave to detain. Leave would have run counter to the purpose of the administration order. The airports took a
commercial decision in their own interests on the appointment of the administrators not to seek to enforce their security and
were content not to seek to do so until the end of the holiday season. They should not now be allowed to blow hot and cold.

No complaint had been made that the administrators had been tardy in seeking to perform their statutory duties or were unduly
protracting the period of the administration: see Royal Trust Bank v. Buchler [1989] B.C.L.C. 130 . No arguments had been
advanced as to why the two aircraft should not remain available for the purposes of the remainder of the administration. In
all the circumstances it was right to regard the airports recent behaviour as amounting to an attempt at commercial blackmail
which the court should not assist by granting leave.

Robert Webb Q.C., Michael Crane and Gregory Hill for the third respondents. Leave was needed from the courts before the
airports could seek to exercise any rights under section 88 of the Civil Aviation Act 1982. The scheme of administration tended
to that result. A unique characteristic of administration was that a principle statutory objective was the survival of the whole or
a part of a failing business as a going concern, hence the need for a ring fence round the creditors. It followed that the right to
detain had to be perfected by an overt act constituting a manifestation of the intention to detain. Phillips J. had been correct in
Havelet Leasing Ltd. v. Cardiff-Wales Airport Ltd (unreported), 29 June 1988. Retaining possession was not enforcing a lien.

The effects of holding an aircraft at an airport were draconian. In the instant case it threatened the sale of Paramount as a going
concern and put the jobs of all its employees at risk as well as causing disruption to holiday makers. It was unlikely that the
draftsman in settling section 11 of the Act of 1986 chose to ignore the effect of section 88, that followed if only because the
exercise of the section 88 power had the effect of bringing the company in administration to a standstill: see The Standard
Austria S.H. 1964 [1965] 2 Lloyd's Rep. 189 . The naturally constrictive meaning of section 88 should not be extended: see Air
Canada v. Secretary of State for Trade [1981] 3 All E.R. 336 .

The power under section 88 was something so near to distress as to be almost the same thing and thus its exercise came within
the ambit of section 11(3)(d) of the Act of 1986 as either a "distress" or "other proceedings." The remedy of distraint was not
archaic: see section *752  176(2) of the Act of 1982 which bit on the proceeds of sale of a company's interest in an aircraft
at the end of the section 88 process.

Lightman Q.C. in reply. There was a significant distinction between the power to seize and the power to detain. The airports had
had no wish to seize the aircraft and no intention to exercise distress. "Proceedings" in section 11(3)(d) meant legal proceedings.

The statutory right under section 88 was not a security despite its similarity. It was merely a right to require property to remain
at the airport. The airport was not a pledgee or chargee. Nor was the right a lien: see Channel Airways Ltd. v. Manchester
Corporation [1974] 1 Lloyd's Rep. 456 and The Ally [1952] 2 Lloyd's Rep. 427 .

The Civil Aviation Act created a special code for dealing with airports. It could not have been intended that the Insolvency Act
should interfere with that code and stop it having full operation and effect.

It was accepted that security arose when the power was exercised. However, that perfection of the security was not a step to its
enforcement. Enforcement had a special meaning in the context of money lenders because special principles were involved and
cases involving money lenders such as Kasumu v. Baba-Egbe [1956] A.C. 539 offered no help in the instant case.

The second respondents were not represented and did not appear.
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Cur. adv. vult.
21 December. The following judgments were handed down

SIR NICOLAS BROWNE-WILKINSON V.-C.

This case raises a difficult question as to the interaction between the powers of an administrator of a company appointed by the
court under Part II of the Insolvency Act 1986 and the right of an airport to detain an aircraft for unpaid charges under section
88 of the Civil Aviation Act 1982 ("the statutory right of detention"). The case has a wider importance since it is the first in
which this court has had to consider the new administration procedure for dealing with insolvent companies introduced by the
Insolvency Act 1985 and the rights of such administrator to possession of the assets of the company: but see Air Ecosse Ltd. v.
Civil Aviation Authority (1987) 3 B.C.C. 492 where the Court of Session had to consider a different point under the Act of 1986.

The facts

I gratefully adopt the summary of the facts given in the skeleton argument lodged by the administrators.

Paramount Airways Ltd. (Paramount) is a charter airline operating out of several United Kingdom airports including Bristol
Airport (Bristol) and Birmingham International Airport (Birmingham).

On 7 August 1989 Paramount was insolvent. Its statement of affairs shows a deficiency as regards creditors on that date of
over £11m. Amongst its unsecured creditors on that date were Bristol and Birmingham. Bristol was owed £1,215,889-odd. Of
this sum just under *753  £700,000 was owed in respect of landing fees, etc. and just over £500,000 was in respect of fuel.
In respect of one of the detained aircraft (G-PATB) £267,000-odd was owed in respect of landing charges, etc. and £201,000-
odd was owed in respect of fuel. On the same date, 7 August 1989, Paramount was indebted to Birmingham for £466,000-
odd for airport charges. Of these about £160,000 was owed in respect of the aircraft detained by them (G-PATA). On 7 August
1989 none of the aircraft operated by Paramount were at Bristol or Birmingham. It follows that, if Paramount had gone into
liquidation on 7 August 1989 neither Bristol nor Birmingham would have had any aircraft capable of being detained under the
Act of 1982; they would have been unsecured creditors in the liquidation.

On 7 August 1989 an administration order was made by Warner J. under section 8 of the Act of 1986. The administration order
was made for the following purposes: (a) the survival of Paramount and the whole or any part of its undertaking as a going
concern; (b) the approval of a voluntary arrangement under Part I of the Act of 1986; and (c) a more advantageous realisation
of Paramount's assets than would be effected on a winding up. Two chartered accountants were appointed administrators under
the order.

At the date of the administration order Paramount was the licensed operator of certain aircraft including an MD-83(G-PATB), a
Boeing 737 and an MD-83(G-PATA). Paramount was operating these aircraft under a sub-lease from Irish Aerospace Leasing
Ltd. under leases expiring in about 1994. Irish Aerospace Leasing Ltd. was itself the lessee of those aircraft. Air 2000 Ltd., the
third respondent to this appeal, was the petitioning creditor.

On 7 August 1989 the administrators entered into an arrangement with Bristol whereby it was agreed that Paramount's aircraft
would be permitted to land and depart from Bristol Airport in consideration of Paramount paying Bristol's standard charges.
It is not alleged that this constituted a waiver by Bristol of its rights to detain the aircraft for charges incurred prior to the
administration order. There was no similar arrangement made with Birmingham. After 7 August 1989 the administrators caused
Paramount to continue its trading. Since that date Paramount has flown over 30,000 passengers to foreign destinations from
11 airports in the United Kingdom, including Bristol and Birmingham. In respect of all these flights £6,700,000 has been paid
by Paramount in respect of airport charges and fuel to all the airports used, including substantial sums to both Bristol and
Birmingham. All airport charges which have been incurred during the course of the administration, including all airport charges
payable to Bristol and Birmingham, have been paid by the administrators. The debts now due to Bristol and Birmingham are
the same debts that were due on 7 August 1989 in respect of charges incurred prior to the making of the administration order
on 7 August 1989.

By the middle of October 1989 the administrators had formed the view that there was a real prospect of a sale of the business
of Paramount being achieved on terms which would be beneficial to the general body of Paramount's creditors. Accordingly,
notices were sent *754  out to creditors calling the meeting required under section 23 of the Insolvency Act 1986 for Friday
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3 November 1989. On 30 October 1989 a meeting took place between representatives of four airports (including Bristol and
Birmingham) at which an understanding was reached that none of them would exercise any power of detention until after the
creditors' meeting on 3 November 1989.

On 2 November 1989 both Bristol and Birmingham became anxious that, as the holiday season was coming to an end, the
aircraft might be about to leave the United Kingdom or otherwise be routed so as not to return to their respective airports.
On that date there were two Paramount aircraft at Bristol, G-PATB and the Boeing 737. Bristol applied ex parte to Harman
J. for leave to detain the two aircraft and such leave was granted over the hearing of an inter partes application on Monday 6
November 1989. Bristol permitted the Boeing 737 to leave Bristol and fly to Australia. G-PATB was detained and remained
detained until 14 November 1989.

On the same day, 2 November 1989, Paramount had aircraft G-PATA at Birmingham. This aircraft had charter commitments
with a German firm for weekend return flights. In the course of the afternoon of 2 November Birmingham learned of the order
made by Harman J. In conversations with a representative of the administrators, Birmingham was informed that they could
not detain G-PATA without leave of the court. Without obtaining the leave of the court, on the same afternoon Birmingham
parked a lorry laden with concrete in front of G-PATA. At approximately 6 p.m. that evening the captain of G-PATA arrived at
Birmingham and was served with a "lien notice." At about 8 p.m. on 2 November Birmingham obtained ex parte from Hodgson
J. an order giving Birmingham leave to detain G-PATA over the hearing of an inter partes application on Monday 6 November,
before the Companies Court in London. G-PATA was detained by Birmingham down to 14 November 1989.

The meeting of Paramount's creditors summoned by the administrators took place on 3 November 1989. An offer for Paramount's
business and assets was put before the meeting of creditors by the administrators. The meeting was attended by representatives
from both Bristol and Birmingham. The offer was approved in principle by the creditors without dissent. The proposed sale
was incapable of performance if the aircraft remained detained.

The applications for leave to detain by Bristol and Birmingham came before Harman J. in the Companies Court on Monday
6 November 1989, the respondents being the administrators, Irish Aerospace Leasing Ltd. and Air 2000 Ltd. The matter was
argued for three days but, given the urgency of the matter, Harman J. had to give an immediate judgment which he delivered on
Friday 10 November 1989. The judge held that the airports required the leave of the court under section 11 of the Act of 1986
before exercising their statutory right to detain the aircraft and, in the exercise of his discretion, refused to grant such leave.
Birmingham and Bristol appeal against that decision.

Bristol and Birmingham immediately applied to this court to safeguard their position pending appeal. This court directed that
the appeal should *755  be heard on 21 November 1989 and that in the interim Bristol and Birmingham should have leave to
detain the two aircraft until after the hearing of the appeal or until such earlier time as the sum of £350,000 should be paid into
court or otherwise secured, the parties having agreed that in the event that £350,000 was so paid or secured all rights and claims
of the airports in respect of the two aircraft should be transferred to that sum. The sum of £350,000 was so provided and the
detention of the aircraft ceased on 14 November 1989.

Leave to appeal has been given by Harman J.

The statutory right of detention

Section 88(1) of the Civil Aviation Act 1982 provides:

"Where default is made in the payment of airport charges incurred in respect of any aircraft at an aerodrome to which this
section applies, the aerodrome authority may, subject to the provisions of this section - (a) detain, pending payment, either
(i) the aircraft in respect of which the charges were incurred (whether or not they were incurred by the person who is the
operator of the aircraft at the time when the detention begins); or (ii) any other aircraft of which the person in default is
the operator at the time when the detention begins; and (b) if the charges are not paid within 56 days of the date when the
detention begins, sell the aircraft in order to satisfy the charges."

Subsection (3) provides that the aircraft shall not be sold without the leave of the court which must first be satisfied that a sum
is due for airport charges, that default has been made in payment of such charges and that the aircraft is liable for sale under
the section. Subsection (4) requires notice of any application for leave to sell to be given to persons whose interests may be
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affected by such sale so as to afford them an opportunity of becoming parties to such application. Subsection (6) provides that
the proceeds of sale are to be applied in paying any customs or excise duty chargeable, the expenses of detaining, keeping and
selling the aircraft, the airport charges which are unpaid and charges due by virtue of section 73 of the Act (which relate to
charges for Eurocontrol). The surplus proceeds of sale are to be paid to or among the persons whose interests in the aircraft
have been divested by reason of the sale. Subsections (7) and (8) provide that the power of detention and sale is exercisable in
relation to the equipment on the aircraft and any stores and aircraft documents carried on the aircraft. Under subsection (9) the
power to detain is expressly made exercisable not only on the occasion on which the charges have been incurred but also on
any subsequent occasion when the aircraft is on the aerodrome on which the charges were incurred or on any other aerodrome
owned or managed by the same authority.

There are two points which should be noted at this stage. First, it is common ground that the sale of an aircraft under this section
operates so as to divest all interests in the aircraft so as to vest full legal and equitable title to the aircraft in the purchaser. Even
where the charges have been incurred by a person who is not the full legal and equitable *756  owner of the aircraft (such as
Paramount in this case) the effect of a sale will be to divest the ultimate owners of the aircraft of their title. Their compensation, if
any, lies in the direction under subsection (6) to apply the surplus proceeds of sale "among the person or persons whose interests
in the aircraft have been divested by reason of the sale." It follows that the powers under the section provide a strong inducement
to those ultimately interested in the aircraft to discharge the debts for airport charges, even though they have not incurred them.

Second, subsection (1)(a)(ii) requires one to determine "the time when the detention begins." In Havelet Leasing Ltd. v. Cardiff-
Wales Airport Ltd. (unreported), 29 June 1988, Phillips J. held that, in order to exercise the statutory power of detention, the
airport had to do some overt act evidencing the act of detention. He said:

"I hold that detention by an airport authority must be begun by some overt act. Such act need take no particular form. A
simple declaration that the aircraft was detained, had it been made to [the operator], would have sufficed; so would an
administrative act that would de facto have prevented the aircraft from being flown from the airport."

In that case he held that the fixing to the aircraft of a "lien notice" was the act of detention. That decision has not been challenged
by either side in the present case and in my judgment is correct.

Administration procedure

Administration orders were introduced by the Insolvency Act 1985 following a report by a committee on insolvency law and
practice under the chairmanship of Sir Kenneth Cork. That report identified a shortcoming in the law relating to insolvent
companies. In a number of cases, companies were forced into liquidation even though they were carrying on potentially viable
businesses. Such businesses were destroyed for want of a procedure whereby they could be conducted with a view either to
restoring the financial health of the company or of enabling the businesses to be sold as a going concern. If the business of the
company could be sold as a going concern, it would normally command a substantially higher price than on break-up. The Cork
Report contrasted that position with the case where a creditor holding a floating charge had appointed a receiver and manager
who was able by continuing to run the company's business to achieve the desired result to the benefit of not only the secured
creditors but also the unsecured creditors and shareholders.

The Cork Report also pointed to a separate mischief, viz. the inability in a liquidation to sell the whole of the company's business
as a going concern without the co-operation and agreement of those holding fixed charges over its assets.

It is clear that the administration procedure introduced by the Insolvency Act 1985 and now contained in Part II of the Act of
1986 was directed to remedying these mischiefs as the provisions of the Act of 1986 themselves make clear.
  *757

Section 8 of the Act of 1986 gives the court power to appoint an administrator if the court is satisfied that the company is
unable to pay its debts as they fall due and considers that the making of an order would be likely to achieve one or more of
the following purposes under subsection (3) :

"(a) the survival of the company and the whole or any part of its undertaking, as a going concern; (b) the approval of
a voluntary arrangement under Part I; (c) the sanctioning under section 425 of the Companies Act of a compromise

Case 2:19-ap-01382-SK    Doc 349-1    Filed 01/14/22    Entered 01/14/22 07:52:03    Desc
Exhibit 1    Page 71 of 315



© 2021 Thomson Reuters. 10

or arrangement between the company and such persons as are mentioned in that section; and (d) a more advantageous
realisation of the company's assets than would be effected on a winding up; . . ."

So long as such order is in force "the affairs, business and property" of a company are to be managed by the administrator
appointed by the court. For that purpose the administrator is given very wide powers to carry on the business of the company,
as the agent of the company, including power to take possession of the property of the company: section 14 and Schedule 1,
paragraph 1 .

Part II of the Act contains two sections designed to protect the property of the company against adverse claims. Section 10
covers the period between the presentation of the petition and the making of the administration order. Section 11 covers the
period after the making of the order and is the section directly in point in this case. So far as relevant, it provides:

"(3) During the period for which an administration order is in force - (a) no resolution may be passed or order made for the
winding up of the company; (b) no administrative receiver of the company may be appointed; (c) no other steps may be
taken to enforce any security over the company's property, or to repossess goods in the company's possession under any
hire-purchase agreement, except with the consent of the administrator or the leave of the court and subject (where the court
gives leave) to such terms as the court may impose; and (d) no other proceedings and no execution or other legal process
may be commenced or continued, and no distress may be levied, against the company or its property except with the
consent of the administrator or the leave of the court and subject (where the court gives leave) to such terms as aforesaid."

"Security" is defined by section 248(b) as meaning "any mortgage, charge, lien or other security."

The administrators in this case contend that the exercise of the statutory right of detention under section 88 of the Act of 1982
falls within either section 11(3)(c) (as being a step taken to enforce any security) or within section 11(3)(d) (as being the levying
of a distress or "other proceedings").

Section 15 contains additional provisions relating to property subject to a charge. It distinguishes between floating charges and
fixed charges. "Floating charge" is defined as "a charge which, as created, was a *758  floating charge:" section 251. Therefore,
for the purpose of determining whether or not a charge is a floating charge, any crystallisation of a floating charge on the making
of an administration order falls to be ignored. Under section 15(1) and (4) the administrator is given power to exercise all his
powers (i.e. including presumably the right to take possession) over property which is subject to a floating charge; in the event
of a sale, the chargee's rights are shifted to the proceeds of sale. The position is different as respects property subject to a fixed
charge. The administrator is given no general power to exercise his rights over such property: but the court can give leave
to the administrator to dispose of such property, the proceeds of sale being applied in discharge of the secured debt: section
15(2) and (5) .

The issues

A. Under section 11(3)(c). (1) Were these aircraft, notwithstanding the fact that they were only leased by Paramount, "property"
of the company within the meaning of the subsection? (2) Is the statutory right of detention under section 88 a lien or other
security within the definition in section 248 of the Act of 1986? (3) Is the exercise of the statutory right of detention "a step
taken to enforce any security" which requires the leave of the court under section 11?

B. Under section 11(3)(d). (1) Does the detention of the aircraft constitute the levy of a distress? (2) Does the detention of the
aircraft constitute "other proceedings" within the meaning of the subsection or does the word "proceedings" mean only legal
or quasi-legal actions?

C. If the detention of the aircraft required the leave of the court under section 11(3) , did the judge properly exercise his discretion
by refusing such leave?

The approach to the construction of the Act of 1986

Before dealing with the issues summarised above, it may be helpful to state what, in my opinion, is the correct approach to the
construction of the provisions dealing with administrators contained in Part II of the Act. The judge was very much influenced
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in his construction by the manifest statutory purpose of Part II of the Act. I agree with this approach. The provisions of Part II
themselves, coupled with the mischief identified in the Cork Report, show that the statutory purpose is to install an administrator,
as an officer of the court, to carry on the business of the company as a going concern with a view to achieving one or other of
the statutory objectives mentioned in section 8(3) . It is of the essence of administration under Part II of the Act that the business
will continue to be carried on by the administrator. Such continuation of the business by the administrator requires that there
should be available to him the right to use the property of the company, free from interference by creditors and others during the,
usually short, period during which such administration continues. Hence the restrictions on the rights of creditors and others
introduced by sections 10 and 11 of the Act. In my judgment in construing Part II of the Act it is legitimate and necessary to
bear in mind the statutory objective with a view to *759  ensuring, if the words permit, that the administrator has the powers
necessary to carry out the statutory objectives, including the power to use the company's property.

On the other hand, however desirable it may be to construe the Act in a way calculated to carry out the parliamentary purpose,
it is not legitimate to distort the meaning of the words Parliament has chosen to use in order to achieve that result. Only if the
words used by Parliament are fairly capable of bearing more than one meaning is it legitimate to adopt the meaning which gives
effect to, rather than frustrates, the statutory purpose.

A. The issues under section 11(3)(c)

(1) Were the aircraft "property" of the company?

Mr. Lightman, for the airports, submits that because the aircraft were only held by Paramount under chattel-leases they are not
"property." The aircraft, he submits, were the property of the ultimate lessor: Paramount has only contractual rights.

"Property" is defined by section 436 as follows:

"'Property' includes money, goods, things in action, land and every description of property wherever situated and also
obligations and every description of interest, whether present or future or vested or contingent, arising out of, or incidental
to, property."

It is hard to think of a wider definition of property.

In my judgment, the interest of Paramount under a lease of the aircraft is plainly property within that definition. It is true that,
to date, concepts of concurrent interests in personal property have not been developed in the same way as they have over the
centuries in relation to real property. But modern commercial methods have introduced chattel-leasing. The Act of 1986 refers
expressly to such leases: see section 10(4). Although a chattel lease is a contract, it does not follow that no property interest is
created in the chattel. The basic equitable principle is that if, under a contract, A has certain rights over property as against the
legal owner, which rights are specifically enforceable in equity, A has an equitable interest in such property. I have no doubt
that a court would order specific performance of a contract to lease an aircraft, since each aircraft has unique features peculiar
to itself. Accordingly in my judgment the "lessee" has at least an equitable right of some kind in that aircraft which falls within
the statutory definition as being some "description of interest . . . arising out of, or incidental to" that aircraft.

(2) Is the statutory right of detention a "security over the company's property?"

Section 248 of the Act of 1986 defines "security" as including a "lien or other security." There was some discussion in the
course of argument whether the statutory right of detention is strictly to be described as a "lien." It has many of the features
of a lien. It is a right of retention of chattels enjoyed by a creditor against the payment of his charges for services rendered in
relation to those chattels, similar to the rights enjoyed by, for example, repairers of goods. The fact that the right is conferred
by statute is not inconsistent with it being a lien: see *760  Halsbury's Laws of England, 4th ed., vol. 28 (1979), p. 223, para.
506. However, it is not a possessory lien of the classic type, since (as will appear hereafter) in my judgment the statutory right
of detention conferred by section 88 does not give the airport legal possession of the aircraft whilst it is being detained. But
there are many species of lien which do not depend on possession, for example certain equitable liens: p. 222, para. 503. In
Channel Airways Ltd. v. Manchester Corporation [1974] 1 Ll.R. 456, Forbes J. held that a right very similar to the statutory
right of detention but conferred by a Private Act was not strictly a lien.
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Whether or not the statutory right of detention is strictly to be regarded as a lien, in my judgment apart from any special
context it would certainly fall within the description "other security." Mr. Crystal, for the administrators, submitted the following
description of a security: "Security is created where a person ('the creditor') to whom an obligation is owed by another ('the
debtor') by statute or contract, in addition to the personal promise of the debtor to discharge the obligation, obtains rights
exercisable against some property in which the debtor has an interest in order to enforce the discharge of the debtor's obligation
to the creditor."

Whilst not holding that that is a comprehensive definition of "security," in my judgment it is certainly no wider than the ordinary
meaning of the word. The statutory right of detention confers on the airport (as creditor) the right to detain and, with the leave of
the court, sell the aircraft for the purpose of discharging debts incurred to that airport by the operator or by previous operators.
In my judgment it is plainly a security.

I did not understand Mr. Lightman to take issue with those propositions in general. His submission was that the statutory right
of detention has special features which make it sui generis and therefore the word "security" in sections 11 and 248 of the Act
of 1986 should be construed so as to exclude this very special statutory right. He pointed out that the statutory right of detention
extends to debts owed otherwise than by the person operating the aircraft at the time of detention; that a sale under section 88
can only take place with the leave of the court and operates to divest, not only the debtor's interests in the aircraft, but all other
interests such as those of mortgagees and the ultimate owner. Moreover section 88(6) establishes its own order of priorities in
the application of proceeds of sale of the aircraft.

Whilst accepting the force of these submissions, they do not persuade me that the words "other security" in the Act of 1986
ought to be given anything other than their natural meaning. The statutory right of detention in section 88, although unusual, is
not unique. Parliament has conferred on port authorities similar rights in relation to the enforcement of the payment of port dues:
see section 75 of the Port of London (Consolidation) Act 1920, quoted in The Queen of the South [1968] P. 449 , 457. We were
not referred to any case in which a specific statutory right has been held to fall completely outside the statutory framework laid
down for dealing with insolvent companies. Moreover, to construe the Act of 1986 so as to exclude the statutory right of *761
detention from its ambit would run counter to the purposes of the administration procedure since it would leave airports and
those enjoying similar rights free to take action to enforce payment of their debts, thereby preventing or hindering continuation
of the business by the administrator. In my judgment it would not be right to give the general words "other security" a narrower
meaning than they would normally bear since that would tend to frustrate the purposes of Part II of the Act of 1986.

I therefore hold that the statutory right of detention is a "lien or other security" within the meaning of sections 11 and 248 of
the Act of 1986.

(3) Is the exercise of the statutory right of detention a "step taken to enforce" a security?

Mr. Lightman submits that the overt act necessary to constitute the exercise of the statutory right of detention (i.e., the blocking
of the aircraft or the service of a notice of lien) is not a step to enforce the security but a step to create or perfect the security.
He submits that, in the present case, security was either created for the first time by the overt act of detention or, at least, such
acts were only done to perfect what until then had been an inchoate security (i.e., a right to create a security by the overt act).
The mere detention of an aircraft, says Mr. Lightman, is not the taking of a step to enforce the security.

This is an important point since, to my mind, it raises the question of an administrator's right to possession of chattels which are
subject to a possessory lien or similar right. Although there are special features of the statutory right of detention conferred by
section 88, the starting point must be to discover what are the rights of the administrator to obtain possession of chattels from
those claiming a right of retention the exercise of which involves no positive action by the creditor save a refusal to comply
with a request to hand over the chattel. Is such a refusal a "step . . . taken to enforce" the lien or other similar security? Although
administrations involving aircraft are likely to be comparatively rare, nearly all administrations will raise the question whether,
for example, company vehicles subject to a repairer's lien or goods consigned on the terms that the carrier has a lien on such
goods can be withheld from the administrator unless he pays the debt in full.

If retention under such possessory lien does not require the leave of the court under section 11, this will be an exception to
the normal rule. The administrator will be forced either to seek to run the business without the chattels so retained or to pay in
full and at once the amount owed to the lien holder. As in the present case, it may not be possible to run the business without
the chattels. If the creditor claiming the lien is to be paid in full, he will be placed in a uniquely favourable position compared
with all other creditors. During the administration an unsecured creditor cannot, without the leave of the court, enforce his debt
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by action so as to obtain immediate payment: section 11(3)(b). Secured creditors cannot appoint a receiver or enforce their
security in any other way: section 11(3)(b) and (c). The policy of the Act is plainly to impose a moratorium on the payment
of debts save to the extent that *762  the administrator chooses to pay (in order, for example, to obtain further supplies from
a creditor) or the court so directs.

Against that background, I turn to see what guidance is afforded by the words of the Act themselves. I suspect that, save in one
regard, the draftsman may have overlooked the need for an administrator (as opposed to a liquidator) to obtain possession of
chattels for the purpose of continuing to run the company's business. The only specific provision dealing with liens is section
246 which, so far as relevant, provides:

"(2) Subject as follows, a lien or other right to retain possession of any of the books, papers or other records of the company
is unenforceable to the extent that its enforcement would deny possession of any books, papers or other records to the
office holder. (3) This does not apply to a lien on documents which give a title to property and are held as such."

"The office holder" is defined by subsection (1) as meaning an administrator, liquidator or provisional liquidator as the case
may be.

Mr. Lightman relied on this section as indicating that, save in the case of documents, a possessory lien will be enforceable
so as to deny the administrator possession of the chattel subject to the lien and that accordingly no leave would be required
under section 11(3). In my judgment that is not necessarily the underlying assumption behind the section. Let me assume for
the moment that the assertion of a right to retain a chattel under a lien is within section 11(3). The only consequence is that leave
to enforce such right is required: apart from that restriction, the lien holder's right to retain the chattel remains and may well be
permitted by order of the court. However, in the case of documents falling within section 246(2) the right to retain as against
the administrator is unenforceable: the holder of the lien over documents could not apply to the court under section 11(3) for
leave to retain since under section 246(2) he has no right to retain which the court could give him leave to exercise. For that
reason, in my judgment there is no necessary conflict between section 246 and a construction of section 11(3)(c) which requires
the leave of the court for the exercise of a right of retention under a possessory lien.

There is another feature of section 246(2) which in my judgment strongly supports the view that the exercise of a right to retain
under a lien constitutes the enforcement of the security. Section 246(2) provides that "a lien or other right to retain possession . . .
is unenforceable to the extent that its enforcement " would deny possession (my emphasis). The words I have emphasised show
that in the Act of 1986 the mere insistence by a lien holder on his right to retain constitutes "enforcement" of the lien. On
ordinary principles, the same word used in different sections of the Act should normally be given the same meaning. Hence
the word "enforce," when used in section 11(3) in relation to a lien, prima facie includes the assertion by the lien holder of
his right to retain.

Therefore, both the limited guidance provided by the words of the Act of 1986 and the desirability of giving effect to the
statutory purpose of the administration procedure both point to leave being required *763  under section 11(3)(c). There are
however practical considerations which are said to point the other way. First, it is said that by being forced to give up possession
of the chattel, the person entitled to a possessory lien over it will lose his security: the loss of possession under a possessory lien
involves the loss of the security: it cannot be right that the appointment of an administrator has the effect of turning a secured
into an unsecured creditor. But this submission overlooks the fact that the only requirement of section 11(3) is to require the
leave of the court to the exercise of the right of retention. In the ordinary case where a lien holder seeks to assert his lien from
the outset of the administration, on an application for leave under section 11(3) the court, if satisfied that the administrator needs
possession of the chattel, would in the exercise of its discretion normally impose terms whereby the lien over the goods was
retained, notwithstanding the loss of possession, or provide some other suitable security for the lien holder.

Again, it is said that it would be ridiculous to require an application to the court in the case of every possessory lien, however
small. In my judgment that would not be the consequence of upholding the administrators' claim in this case. An administrator
in exercise of his powers (particularly those contained in paragraphs 18 and 23 of Schedule 1 to the Act) could agree with
the lien holder that possession of the chattel was to be given up on the terms that the lien holder continued to enjoy a non-
possessory lien over the chattel.

I therefore reach the conclusion that, in the case of an ordinary possessory lien, the assertion by the lien holder of a right to
retain constitutes the taking of a step to enforce his security within section 11(3) of the Act of 1986 and therefore, in default
of agreement with the administrator, requires the leave of the court.
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Do the special features of the statutory right of detention under section 88 lead to a different conclusion in the present case?
Although there are differences between the normal possessory lien and the statutory right of detention, in general the two rights
are very similar, viz. a passive right to retain a chattel against payment of a debt. Mr. Lightman urges that there are two matters
(one technical, the other practical) which make this case different.

First, he submits that the overt act of detaining the aircraft is the act which creates the security, not one which enforces it. He
submits that until there has been that overt act of detention, the airport has no security at all: it merely enjoys the statutory right
to create the security by an act of detention. Therefore, he says, such detention cannot be a step taken to enforce the security.
There was much discussion in the course of argument as to whether any security existed before the overt act of detention. It
was suggested that the security existed at all times when relevant charges existed wherever the aircraft might be; alternatively,
that the security came into existence when an aircraft touched down at the airport there being subsisting relevant charges which
could give rise to a detention at that airport. I find such analysis artificial and unconvincing. In my judgment Mr. Lightman is
right in saying that the airports enjoyed no actual security until they detained the aircraft by an overt act of detention. But I am
not persuaded that, *764  just because the overt act of detention created or perfected the security, it was not also the taking of a
step to enforce that security. There is no legal reason why the same act should not have a dual effect as being both the perfection
of the security and a step taken to enforce it. Plainly, as a matter of commercial common sense, the detention of the aircraft in
this case did enforce the right of detention in just the same way as does a refusal by a lien holder to hand over the chattel. The
artificiality of the argument can be demonstrated by considering what would be the position if, immediately after the notice of
lien was served, the administrators had demanded the giving up of the aircraft. The refusal to meet such demand would have
been indistinguishable from the refusal of a lien holder to hand over the chattel subject to a possessory lien. It seems to me
unnecessarily artificial to say that in this case there had to be a separate demand for the detained aircraft in order to constitute
an enforcement of the security by the airport.

Mr. Lightman's second point concentrated on the mobility of aircraft. Once an aircraft has left the airport, the rights under
section 88 come to an end unless and until it returns to that airport. The aircraft may have left the jurisdiction, never to return
and be beyond the reach of any order of the court. Even if the aircraft returns to the United Kingdom, it may not return to the
same airport. If, therefore, before exercising the statutory right of detention, the airport has to obtain the leave of the court, the
aircraft may well have gone beyond recall even if the application is heard within hours and is successful. If, as Harman J. held
in the case of Birmingham, the detention of the aircraft before the leave of the court was obtained is a contempt of court as an
interference with the possession of an officer of the court, the airport is placed in an impossible position.

These are powerful arguments. Plainly, an airport should not lose its rights under section 88 simply because there is no time to
obtain prior leave of the court. But in my judgment on a proper view of the matter the practical repercussions are not as serious
as they are submitted to be. I think it unlikely that, after the judgment of this court has been digested, an administrator will seek
to spirit away an aircraft without giving an airport time to apply ex parte for an interim order giving leave to detain, which will
no doubt be granted on the usual cross-undertaking in damages. If, contrary to that prognosis, an administrator were to make
such an attempt, in my judgment an airport would run no risk of being in contempt of court if at the same time as it detained the
aircraft it made every effort to obtain the leave of the court which can normally be obtained in a matter of hours. I am unable to
agree with the judge that Birmingham may have been in contempt of court in this case if, as I understand the position to have
been, they were apprehensive that the aircraft was going to leave that airport almost immediately.

For these reasons, in my judgment the leave of the court to exercise the statutory power of detention contained in section 88
was required under section 11(3)(c). I should make it clear that this decision as to the right of detention under section 88 of the
Act of 1982 does not extend to other rights of detention under that Act, for example section 64(7) (operating without a licence)
and section 78(5) (noise and vibration).
  *765

It is therefore strictly unnecessary to consider the position under section 11(3)(d), but since the judge primarly based his decision
on paragraph (d) it is desirable for me to do so.

B. The issues under section 11(3)(d)

(1) Distress.
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The administrators claim that, by detaining the aircraft, the airports were levying a distress within the section and that therefore
the leave of the court is required. This was the primary ground of the judge's decision. I am unable to agree with his view on this
point. There is no doubt that the statutory right of detention has many similarities to the ancient remedy of distraint: it is a right
for a creditor to exercise control over chattels, whereby the debtor is prevented from using them, as a pledge for the payment of
a debt owed by the debtor to the creditor. But it lacks one essential feature of a distraint, namely that under the statutory right
of detention the aircraft is not taken into the possession of the airport. Under section 88, the power is to detain, not to seize and
detain. The airport can take all necessary steps to prevent the aircraft leaving and to prevent any spares and documents being
removed from it: but it has no right to exclude the owner from the aircraft completely. Therefore in my judgment the statutory
right to detain is not strictly a right of distraint.

Moreover, although statutes have created statutory rights of distress, counsel could find no case in which a statutory provision
had been held to be a right of distraint in the absence of clear words describing the right as a right to distrain. Distress is an
ancient remedy and to a degree obsolescent. In my judgment in the absence of clear words in section 88 describing the right to
detain as being a right of distress, it would be wrong to treat it as such.

(2) "Other proceedings."

The administrators submit, and the judge held, that the detention of the aircraft required the leave of the court as being "other
proceedings . . . against the company or its property."

I have no hesitation in rejecting that view. In my judgment the natural meaning of the words "no other proceedings . . . may
be commenced or continued" is that the proceedings in question are either legal proceedings or quasi-legal proceedings such
as arbitration. It is true that the word "proceedings" can, in certain contexts, refer to actions other than legal proceedings, e.g.
proceedings of a meeting. In Quazi v. Quazi [1980] A.C. 744 the House of Lords held that a divorce by Talaq in Pakistan
constituted other proceedings within the statutory phrase "judicial or other proceedings." But in that phrase the word "other"
must have referred to non-judicial proceedings since judicial proceedings had already been expressly referred to. No such special
feature is present in section 11(3)(d) .

Further, the reference to the "commencement" and "continuation" of proceedings indicates that what Parliament had in mind
was legal proceedings. The use of the word "proceedings" in the plural together with the words "commence" and "continue"
are far more appropriate to *766  legal proceedings (which are normally so described) than to the doing of some act of a more
general nature. Again, it is clear that the draftsman when he wished to refer to some activity other than "proceedings" was well
aware of the word "steps" which he used in section 11(3)(c) .

The judge took the view that the words "other proceedings" covered

"every sort of step against the company, its contracts or its property which may be taken and the intention of Parliament
by section 11 is to prevent all such, without the leave of the court or the administrators."

In my judgment, however anxious one may be not to thwart the statutory purpose of an administration, the judge's formulation
must be too wide. If the word "proceedings" has this wide meaning, all the other detailed prohibitions in section 11(3) would
be unnecessary. Moreover such a construction would introduce great uncertainty as to what constituted commencement or
continuation of proceedings. Would the acceptance of a repudiation of a contract by the company constitute a "proceeding"?
Would a counter-notice claiming a new tenancy under the Landlord and Tenant Act 1954 be a "proceeding"? In my judgment, the
judge's view would produce an undesirable uncertainty which, in view of my construction of section 11(3)(c), it is unnecessary
to introduce into the Act.

C. Did the judge properly exercise his discretion by refusing leave to enforce?

The judge, in the exercise of his discretion, refused to grant the airports leave to enforce their security. He took the following
matters into consideration. First, he referred to the fact that there was or might be a deficiency as against unsecured creditors of
£11m. or more. The judge had taken the view that the airports were not secured creditors and therefore should not be allowed
to gain priority over the other unsecured creditors by detaining the aircraft. Next, he referred to the fact that the detention of the
aircraft would prevent the realisation of the business as a going concern which had been approved at the meeting of creditors,

Case 2:19-ap-01382-SK    Doc 349-1    Filed 01/14/22    Entered 01/14/22 07:52:03    Desc
Exhibit 1    Page 77 of 315



© 2021 Thomson Reuters. 16

attended, without dissent, by representatives of both Birmingham and Bristol. Next, he took into account the fact that throughout
the administration the airports had stood by and taken the benefit of the flying operations carried out by the administrator
throughout the summer in return for which they had received very substantial sums in excess of what they would have received
had the business gone into liquidation on 7 August. He treated the airports as "blowing hot and cold," taking the benefits while
they might and then seeking to assert inconsistent rights thereafter. Finally, as I have said, he took the view that Birmingham
by obstructing the aircraft before obtaining the leave of the court was probably in contempt of court and took this into account.

In my judgment the judge took into account the relevant factors and did not take into account any irrelevant factors save the
view, which I do not share, that Birmingham may have been in contempt of court. However, it is clear that that factor would
have made no difference to *767  the exercise of his discretion, since he pointed out expressly that the same matter could not be
taken into account as against Bristol: yet he reached the same conclusion in relation to both airports. Therefore, in my judgment
the exercise of his discretion is not reviewable in this court.

I would for myself go further and say that I completely agree with his decision. If, at the outset of an administration a secured
creditor wishes to enforce his security in a way inconsistent with the achievement of the statutory purposes, he should make
his position clear at the outset. To stand by and accept all the benefits of an administration and then, at the eleventh hour, seek
to enforce a right which is inconsistent with the achievement of the statutory purpose is in my judgment unacceptable. The
position in the present case is worse since on 7 August there were no aircraft at either Bristol or Birmingham; therefore at
the commencement of the administration by the court the airports were unable to make themselves into secured creditors by
exercising the statutory right of detention. Only as a result of the operations of the administrators, acting under the administration
order, did the aircraft ever come to Bristol or Birmingham again. They are seeking to achieve an outcome where, as a result of
the administration of the company under the order of the court, they achieve greater rights than they would have done had the
company gone into liquidation on 7 August. Further, they have reaped substantial benefits by the continued operation of the
aircraft, giving rise to the payment by the administrators to both Bristol and Birmingham of substantial charges as they accrued
due. In my judgment, whilst the administration procedure should not be used so far as possible to prejudice those who were
secured creditors at the time when the administration order was made in lieu of a winding up order, nor should it be used so as
to give the unsecured creditors at that time security which they would not have enjoyed had it not been for the administration.

I have had the opportunity of reading the judgment of Woolf L.J. with which I agree. I have also read the judgment of Staughton
L.J. I share his concern as to the practical results of our decision but believe that the suggestions made by Woolf L.J. meet a
number of the practical difficulties.

WOOLF L.J.

I have read the judgments of Sir Nicolas Browne-Wilkinson V.-C. and Staughton L.J. Subject to what I have to say hereafter I
agree that this appeal has to be dismissed for the reasons given by the Vice-Chancellor.

I am concerned about the practical implications of our judgment. While I regard it as most important that the clear policy of Part
II of the Insolvency Act 1986 which the Vice-Chancellor has identified should not be frustrated, I also regard it as important
that that policy should not result in Part II of the Act of 1986 interfering unduly with the statutory rights of detention given
to airport authorities under section 88 of the Civil Aviation Act 1982 and the more general rights of those who are entitled to
detain goods under a lien.

It appears there are four problems which have to be considered.
  *768

(1) The prejudice which would be caused to a person entitled to the statutory right to detain under section 88 of the Aviation
Act 1982 or to the right to detain under a possessory lien (the detainor) if he is not entitled to detain the aircraft or other goods
pending an application for leave to enforce his right under section 11(3)(c) of the Act of 1986. (The interim detention problem.)

(2) Unless the amount of charges which are unpaid is reasonably substantial the detainor will not consider it worthwhile incurring
the costs of making an application for leave and so for practical purposes the right of detention could become worthless. (The
costs problem.)

(3) Different people can have an interest in an aircraft or other goods. If the effect of section 11(3)(c) is to make it necessary
for an application to be made to the court for leave to detain where any of those persons are the subject of an administration
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order, it could be extremely difficult for the detainor to ascertain whether or not he can lawfully detain an aircraft or other goods
without leave of the court. (The multiplicity of interests problem.)

(4) Different interests in an aircraft or other goods can change hands without the detainor being aware of this. Problems could
arise when there is an assignment to a company subject to an administration order after an aircraft or goods had been detained
if this meant that the continued detention would be automatically unlawful because of the absence of leave of the court. (The
successive interests problem.)

In my judgment these problems are made less serious if it is appreciated that it is not the creation of the security without the
consent of the administrator or the leave of the court which is prohibited by section 11(3)(c) but the taking of steps to enforce
that security. You are not taking steps to enforce a security unless by relying on the security you are preventing the administrator
doing something to an aircraft or other chattel in which he has an interest which he would otherwise be entitled to do. Taking
first the case of the ordinary repairer who is entitled to retain goods until his charges are paid. Unless and until someone who
is entitled to possession of those goods seeks to obtain possession of the goods, the lien holder does not take steps to enforce
his lien. The security which is given to the lien holder entitles him to refuse to hand over the possession of the goods, but until
he makes an unqualified refusal to hand over the goods he has not in my judgment taken steps to enforce the security for the
purposes of section 11(3)(c) of the Act of 1986.

Similarly the right or security which section 88 of the Act of 1982 gives to the aerodrome authority is to detain pending payment
either (i) the aircraft in respect of which the charges were incurred or (ii) any other aircraft of which the person in default is
the operator at the time when the detention begins. The right is to prevent the operation of the aircraft by detaining it. The
activities which constitute operating an aircraft are extensive and akin to any act of management as is indicated by the definition
of "operator" in section 105 of the Act of 1982 as meaning "in relation to an aircraft . . . the person having the management of
the aircraft for the time being or, in relation to a time, at that time." It is only when the airport authority takes steps to prevent
what would *769  otherwise be the lawful operation (in that sense) of the aircraft that it enforces its security. While the same
act can constitute the creation of the security and the enforcement of the security, there is nothing to prevent the aerodrome
authority creating their security prior to their taking steps to enforce that security. Thus, for example, placing a notice on the
aircraft would create the security even if the identity of the operator was not known. The security would be enforced when the
operator arrived at the airport and tried to operate the aircraft.

Like the Vice-Chancellor, I find section 246(2) of the Act of 1986 helpful in determining what amounts to steps to enforce
security for the purposes of section 11(3)(c). Section 246(2) refers to denying possession as being enforcement in the case of a
lien, so in the case of the statutory right to detain contained in section 88 of the Act of 1982 it will be the denial of the ability
to operate the aircraft which will constitute the enforcement.

How then does this approach assist with the problems which I have identified?

The interim detention problem

A person who comes into possession of goods lawfully is not guilty of conversion or other unlawful interference with those
goods if he does not hand those goods over immediately he receives a demand from a person who is in fact entitled to possession
of the goods. He is entitled first to take a reasonable time over verifying the right to the possession of the person who requires
the goods to be handed over: see Clerk and Lindsell on Torts , 16th ed. (1989), p. 1236, paras. 22-28/29. By analogy I would not
regard a person who is otherwise entitled to a lien as enforcing that lien if he does not make an unqualified refusal to hand over
the goods to an administrator but instead indicates to the administrator that unless the administrator consents to his exercising
his right to detain, he will apply promptly to the court for leave and does so. In my view such conduct would not amount to
taking steps to enforce the lien within the meaning of section 11(3)(c) of the Act of 1986.

The position would be exactly the same in relation to the detention of an aircraft under section 88 of the Act of 1982. I would
not treat the aerodrome authority as taking steps to enforce the statutory right to detain if an application is promptly made to
the court and the aerodrome authority makes it clear that it is only preventing the removal of the aircraft pending determination
of the question of whether it is entitled to exercise its statutory right to detain. The aerodrome authority may have brought the
statutory security into existence but it is not exercising its statutory right to detain the aircraft pending payment. It is preventing
the removal of the aircraft in order to ascertain whether it is entitled lawfully to detain the same pending payment. This action
would not amount to conversion or wrongful interference with the aircraft. Nor would it amount to contempt. If this is the
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position, then it is unlikely that Parliament intended section 11(3) to prevent and make unlawful the retention of the aircraft
pending the decision of the court.
  *770

Even if my interpretation of section 11(3) is not correct, the subsection expressly provides that the administrator can give his
consent to the enforcement of the security and I would expect the administrator to consent to the detainor exercising his rights
until an application could be made to the court bearing in mind that in a case where the administrator urgently requires the
goods the court would be able rapidly to make an interim order.

The costs problem

On the interpretation of section 11(3)(c) of the Act of 1986 which I have adopted there would be no need for the detainor to make
an application to the court unless this is required by the administrator. If the amount at stake is small, then I would expect the
matter to be dealt with between the parties without the need of the intervention of the court. If either party acted unreasonably,
then the court could be expected to use its powers in relation to costs so as to protect the party who was unreasonably involved
in court proceedings.

Multiplicity of interests problem

The lien holder only needs to concern himself with an administrator of a company who claims to be entitled to possession of the
goods. It is therefore not necessary for the lien holder to take the initiative and seek to find out whether there is any company
in relation to which an administration order has been made which has an interest in the goods. The position is the same under
section 88 of the Act of 1982. The aerodrome authority is only concerned with a company the administrator of which is seeking
to operate the aircraft. If an administrator is seeking to operate the aircraft, then he will have to identify himself to the airport
authority and the airport authority will then be able to decide whether in relation to that operator it would be appropriate to apply
to the court for leave. Pending a claim to operate the aircraft being put forward by an administrator, it is perfectly in order for the
aerodrome authority to establish its security. It will only need to enforce that security if and when someone seeks to operate the
aircraft. If that person is not a company in relation to which an administration order has been made, then the airport authority
is entitled to enforce its security. If it is a company which is subject to an administration order, then the subsection envisages
that the security should be able to be enforced with the leave of the administrator or the court and so it must be implicit that
the detainor should have the opportunity to obtain that consent. The airport authority will not have that opportunity if it has to
allow the aircraft to be operated pending an attempt to obtain the consent.

The successive interests problem

If a right to a lien has been enforced against a person otherwise entitled to possession who is not entitled to the protection of
section 11 of the Act of 1986, the fact that that person assigns its interests in the goods to a company which is subject to an
administration order will not mean that the lien holder in consequence of the assignment contravenes  *771  section 11. It will
only be necessary for the lien holder to obtain the consent of the administrator or of the court when the administrator of the
company which has acquired the interest in the chattels seeks possession of the same. The position is exactly the same with
regard to an aerodrome authority exercising its statutory right to detain. The fact that that statutory right has been enforced
against a company which is not subject to an administration order is of no relevance in deciding whether or not steps have been
taken to enforce the security in the event of an administration order subsequently being made in relation to that company or that
company assigning its interest to another company which is the subject of an administration order.

It is for these reasons that I do not anticipate that in practice there should be any difficulty as a result of the interaction of the
right of detention given by section 88 of the Act of 1982 and the effect of making an administration order because of section
11 of the Act of 1986. Different problems may arise if the aerodrome authority wishes to exercise its right of sale under section
88 of the Act of 1982. However, this is not a subject which it would be appropriate to consider on this appeal.

There are, however, two other points which I would make. The first is that I see a parallel between our decision on this appeal
and the very recent decision of the House of Lords in In re Smith (A Bankrupt), Ex parte Braintree District Council [1990]
2 A.C. 215 . The statutory provisions which the House of Lords had to consider were different. The House of Lords were
considering the effects of bankruptcy on the imposition of a committal to imprisonment in default of paying rates. However,
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the policy which Lord Jauncey of Tullichettle identified in his speech with which the other members of the House agreed in
that case was similar to that identified by the Vice-Chancellor in this case and in my view the decision provides some support
for our conclusion on this appeal.

The other point is that while I regard the passage from Phillips J.'s judgment in Havelet Leasing Ltd. v. Cardiff-Wales Airport
Ltd . (unreported), 29 June 1988 cited by the Vice-Chancellor as accurately stating the law, I would not wish to be taken as
approving Phillip J.'s decision on the second issue between the parties in that case. In interlocutory proceedings Hirst J. had
taken a different view from Phillips J. and, as the issue does not directly arise on this appeal, I would prefer to leave the point
open as it could well be that there is considerable merit in the approach of Hirst J.

STAUGHTON L.J.

I agree that this appeal should be dismissed for the reasons given by Sir Nicolas Browne-Wilkinson V.-C. However, I feel bound
to add that I have misgivings as to how our decision may affect other cases in the future.

Take the case of a road haulage company in respect of which an administration order is made. At the time one of its lorries has
just been repaired by a garage owner, at a cost of £1,000, and is ready for collection upon payment of the bill. The company's
driver arrives to take the lorry away, but is refused delivery until the bill is paid. That, as *772  it seems to me, may be unlawful
conduct on the part of the garage owner, for which there would be a remedy in damages. Yet he may not even know that an
administration order has been made, although it is required to be advertised under the Insolvency Rules.

In case it be thought that the lorry driver would promptly provide that information - adding, perhaps, that the garage owner
need not be deceived by section 246 of the Insolvency Act 1986 into thinking that he is free to exercise his lien, because the
Court of Appeal has held that section 11(1)(c) still requires the leave of the court to be obtained - let us consider a slightly
different case. Suppose that the lorry is not owned by the road haulage company, but hired by it under a lease from a finance
company; and that it is the finance company in respect of which the administration order has been made. Again the garage
owner may not know of the administration order, and nobody may tell him about it. But he may incur liability in damages if
he refuses delivery until his bill is paid.

In such cases the liability may be small. But it could be very much larger in the case of an airport that detains an aircraft which is
about to leave full of passengers. No doubt airport managers will soon be aware of the hazards they face in detaining any aircraft
without making all necessary inquiries as to its operator and owner; but that does not seem to me to improve their situation much.

I hope that it will indeed prove possible for garage owners or airport managers to obtain leave of the court promptly, within
a matter of hours. But what of the costs involved? To obtain legal advice and assistance on an area of the law which I would
regard as recondite, perhaps in unsociable hours, is bound to be expensive. Even if such applications are one day heard for the
most part in a county court, I would imagine that the garage owner would face a bill of £500 at least, and probably more. Is it to
be expected that he will recover his costs, as a matter of course, from the administrator? If not, the best advice that his solicitor
could give him would be to forget his lien and deliver up the lorry forthwith.

Since writing this judgment I have had the advantage of reading the judgment which is to be delivered by Woolf L.J. It may
well be that the difficulties which I foresee will be overcome in the manner which he suggests; we heard no argument about
them, and I express no opinion one way or the other. For the present I consider that the effect of section 11(1)(c) should be kept
carefully under review in the future. As the law stands, and as I have already said, I would dismiss this appeal.

Representation

Solicitors: Cartwrights ; Evershed Wells and Hind ; Wilde Sapte ; Beaumont & Sons .

Appeal dismissed with costs. ([Reported by MISS BARBARA SCULLY, Barrister-at-Law] )
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Footnotes

1 Civil Aviation Act 1982, s.
88(1) : see post, p. 755C-D

2 Insolvency Act 1986, s. 11(3) :
see post p. 757E-G

(c) Incorporated Council of Law Reporting for England & Wales
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*710  Agnew and Another v Commissioner of Inland Revenue

Positive/Neutral Judicial Consideration

Court
Privy Council (New Zealand)

Judgment Date
5 June 2001

Report Citation
[2001] UKPC 28; [2001] 3 W.L.R. 454
[2001] 2 A.C. 710

Privy Council

Lord Bingham of Cornhill , Lord Nicholls of Birkenhead , Lord
Hoffmann , Lord Hobhouse of Woodborough and Lord Millett

2001 April 2, 3; June 5

Company—Debenture—Charge over book debts—Charge over uncollected book debts expressed to be "fixed"—Company able
to collect and use proceeds in ordinary course of trading until crystallisation or enforcement—Whether charge fixed or floating

By a debenture dated 9 August 1995 the company created a charge, expressed to be "fixed", in favour of the bank over
its book debts arising in the ordinary course of business and their proceeds, but not over such proceeds as were received
by the company before the bank required them to paid into an account with itself, or before the charge crystallised or was
enforced, whichever occurred first. Subject thereto the debenture created a charge, expressed to be "floating", in respect of
other assets of the company and, while prohibiting the company from disposing of its uncollected book debts, permitted it to
deal freely in the ordinary course of trading with assets, including the proceeds of collected book debts, which were subject
to the floating charge. The company went into receivership and the receivers applied for directions as to whether the book
debts which were uncollected at the time of their appointment were subject to a fixed charge, and so payable to the bank, or
to a floating charge and so were available for distribution to the preferential creditors. The judge held, inter alia, that since
the prohibition on alienation, whether by factoring, assignment or charge, was sufficient to create a fixed charge on the book
debts, it was unnecessary also to prohibit the company from collecting them and disposing of the proceeds. He accordingly
concluded that the charge was fixed. On appeal by preferential creditors, including the commissioner, the Court of Appeal
reversed the judge's decision.

On appeal by the receivers—

Held, dismissing the appeal, that the critical feature which distinguished a floating from a fixed charge lay in the chargor's
ability, freely and without the chargee's consent, to control and manage the charged assets and withdraw them from the
security; that, since alienation and collection merely signified different ways of realising a debt, a restriction on disposal
which permitted collection and free use of the proceeds enabled a debt to be withdrawn from the security by the chargor's
act and was inconsistent with the nature of a fixed charge; and in consequence the prohibition on factoring or alienation of
the book debts was insufficient to convert a floating charge into a fixed charge; that, irrespective of whether the debenture
created a single charge or separate charges over the book debts and their proceeds when collected, it was so drafted that it
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was the act of the company which turned the book debts to its own account; and that, accordingly, since the company was
left in control of the process by which the book debts were extinguished and replaced by the proceeds which were freely at
its disposal, the charge over the uncollected debts was floating and not fixed (post, pp 726E-H,729D-H, 730B-D).

In re Brightlife Ltd [1987] Ch 200 and In re Cosslett (Contractors) Ltd [1998] Ch 495, CA applied .

In re New Bullas Trading Ltd [1994] 1 BCLC 485, CA overruled .

Decision of the Court of Appeal of New Zealand [2000] 1 NZLR 223 affirmed .

The following cases were referred to in the judgment of their Lordships:

 Annangel Glory Cia Naviera SA v M Golodetz Ltd [1988] 1 Lloyd's Rep 45 *711

 Biggerstaff v Rowatt's Wharf Ltd [1896] 2 Ch 93, CA
 Brightlife Ltd, In re [1987] Ch 200; [1987] 2 WLR 197; [1986] 3 All ER 673
 Care Shipping Corpn v Itex Itagrani Export SA [1993] QB 1; [1991] 3 WLR 609; [1992] 1 All ER 91
 Colonial Trusts Corpn, In re; Ex p Bradshaw (1879) 15 Ch D 465
 Cosslett (Contractors) Ltd, In re [1998] Ch 495; [1998] 2 WLR 131; [1997] 4 All ER 115, CA
 Evans v Rival Granite Quarries Ltd [1910] 2 KB 979, CA
 Federal Commerce and Navigation Co Ltd v Molena Alpha Inc (The Nanfri) [1979] AC 757; [1978] 3 WLR 991; [1979]

1 All ER 307, HL(E)
 Florence Land and Public Works Co, In re; Ex p Moor (1878) 10 Ch D 530, CA
 General South American Co, In re (1876) 2 Ch D 337, CA
 Governments Stock and Other Securities Investment Co Ltd v Manila Railway Co Ltd [1897] AC 81, HL(E)
 Hamilton's Windsor Ironworks, In re; Ex p Pitman & Edwards (1879) 12 Ch D 707
 Hart v Barnes (1982) 7 ACLR 310
 Holroyd v Marshall (1862) 10 HL Cas 191, HL(E)
 Keenan Bros Ltd, In re [1986] BCLC 242
 London Pressed Hinge Co Ltd, In re [1905] 1 Ch 576
 New Bullas Trading Ltd, In re [1993] BCLC 1389 ; [1994] 1 BCLC 485, CA
 Panama, New Zealand, and Australian Royal Mail Co, In re (1870) LR 5 Ch App 318
 Salomon v A Salomon & Co Ltd [1897] AC 22 , HL(E)
 Siebe Gorman & Co Ltd v Barclays Bank Ltd [1979] 2 Lloyd's Rep 142
 Street v Mountford [1985] AC 809; [1985] 2 WLR 877; [1985] 2 All ER 289, HL(E)
 Supercool Refrigeration and Air Conditioning v Hoverd Industries Ltd [1994] 3 NZLR 300
 Tagart, Beaton & Co v James Fisher & Sons [1903] 1 KB 391, CA
 Tailby v Official Receiver (1888) 13 App Cas 523, HL(E)
 Welsh Irish Ferries Ltd, In re [1986] Ch 471; [1985] 3 WLR 610
 Yorkshire Woolcombers Association Ltd, In re [1903] 2 Ch 284 , Farwell J and CA; sub nom Illingworth v Houldsworth

[1904] AC 355, HL(E)

The following additional cases were cited in argument:

 Atlantic Computer Systems plc, In re [1992] Ch 505; [1992] 2 WLR 367; [1992] 1 All ER 476, CA
 Atlantic Medical Ltd, In re [1993] BCLC 386
 Bank of Credit and Commerce International SA, In re (No 8) [1998] AC 214; [1997] 3 WLR 909; [1997] 4 All ER 568, HL(E)
 CCG International Enterprises Ltd, In re [1993] BCC 580
 Company (No 005009 of 1987), In re A; Ex p Copp [1989] BCLC 13
 Perrins v State Bank of Victoria [1991] 1 VR 749
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 Pirelli General Cable Works Ltd v Oscar Faber & Partners [1983] 2 AC 1; [1983] 2 WLR 6; [1983] 1 All ER 65, HL(E)
 R (British Columbia) v Federal Business Development Bank (1987) 43 DLR (4th) 188
 Royal Trust Bank v National Westminster Bank plc [1996] 2 BCLC 682, CA
 Westmaze Ltd, In re (unreported) 15 May 1998 , David Oliver QC

APPEAL from the Court of Appeal of New Zealand

The applicants, Richard Dale Agnew and Kevin Charles Bearsley, receivers of Brumark Investments Ltd (in receivership),
appealed with the leave of the Court of Appeal of New Zealand from the judgment of that court (Elias CJ, Gault and Anderson
JJ) [2000] 1 NZLR 223 given on 14 October 1999 allowing an appeal by the Commissioner of Inland Revenue from Fisher J,
who, by a judgment delivered on 16 February 1999 in the *712  High Court of New Zealand 19 NZTC 15, had directed that the
debenture in favour of Westpac Banking Corpn created a fixed charge over the company's book debts and granted a declaration
that book debts invoiced prior to the commencement of the receivership were subject to such a charge. The Court of Appeal
had set aside the judgment and granted a declaration that the debenture created a floating charge over the company's book debts
and that section 30 of the Receiverships Act 1993 applied.

The facts are stated in the judgment of their Lordships.

R B Stewart QC for the receivers. The sole question is whether a lender can take a fixed charge over uncollected book debts while
leaving the borrower company free to use the proceeds of the book debts in the ordinary course of business. The consequence
of an affirmative answer is that it would be possible to have a fixed charge of uncollected book debts which does not extend
to the proceeds on collection. The crucial question is whether uncollected book debts and their proceeds are indivisible so that,
by allowing the company to access and apply the proceeds for the purposes of the business, the lender's security, although
expressed to be a fixed charge over uncollected book debts, is relegated to a floating charge.

It has long been settled law that a lender is entitled to take an equitable charge over all present and future book debts of the
debtor: see Tailby v Official Receiver (1888) 13 App Cas 523 . A floating charge is (i) a charge on a class of assets of a company
present and future (ii) where the class would in the ordinary course of business be changing from time to time and (iii) it is
contemplated by the charge that, until some step is taken by the chargee, the company might carry on its business in the ordinary
way as far as concerns the particular class of assets in question: see In re Yorkshire Woolcombers Association Ltd [1903] 2 Ch
284 . Although such a charge was formerly assumed to be floating since it related to assets of a shifting character, a fixed charge
can be taken over book debts and other circulating assets; the element which distinguishes a floating from a fixed charge is not
the shifting nature of the collateral but the contractual freedom of the debtor company to manage its assets and dispose of them
in the ordinary course of business free from the charge: see In re Cosslett (Contractors) Ltd [1998] Ch 495 , Siebe Gorman & Co
Ltd v Barclays Bank Ltd [1979] 2 Lloyd's Rep 142 , In re Keenan Bros Ltd [1986] BCLC 242 and In re A Company (No 005009
of 1987), Ex p Copp [1989] BCLC 13 . But the court has declined to give effect to the parties' designation of a charge as a fixed
charge on the basis that the debenture left the company free to collect the book debts in the normal course of its business: see In
re Brightlife Ltd [1987] Ch 200 and Supercool Refrigeration and Air Conditioning v Hoverd Industries Ltd [1994] 3 NZLR 300 .

Although a fixed charge designation has been upheld even where the charge has left the company at liberty to receive and use
collectable assets (see In re Atlantic Computer Systems plc [1992] Ch 505 , and In re Atlantic Medical Ltd [1993] BCLC 386
) that approach has attracted criticism (see Goode "Charges over Book Debts: A Missed Opportunity" (1994) 110 LQR 592 )
and the courts in general have recognised that to leave the debtor company in control of the book debts and at liberty to apply
their proceeds in the ordinary course of business was fatal to a fixed charge characterisation.
  *713
However in In re New Bullas Trading Ltd [1994] 1 BCLC 485 the court's conclusion, that it was open to the parties to agree on
a fixed charge over book debts while uncollected and a floating charge over sums paid into a bank account, introduced a new
development. The decision attracted much academic and some judicial comment: see Royal Trust Bank v National Westminster
Bank Plc [1996] 2 BCLC 682 and In re Westmaze Ltd (unreported) 15 May 1998; Goode "Charges over Book Debts: A Missed
Opportunity" (1994) 110 LQR 592 ; Alan Berg, "Charges over Book Debts: A Reply" [1995] JBL 433 ; Stephen Griffin, "The
Effect of a Charge over Book Debts: The Indivisible or Divisible Nature of the Charge ?" (1995) 46 NIQL 163 ; Brendan
Brown, "Charges over Book Debts in the New Zealand Court of Appeal" [2000] JIBL 302 and Gregory and Walton, "Book
Debt Charges—The Saga Goes On" (1999) 115 LQR 14. In all material respects the debenture in the present case is the same as
in the New Bullas case: see Professor D W McLauchlan in "New Bullas in New Zealand: Round Two" (2000) 116 LQR 211 .
If therefore the New Bullas case is correctly decided the debenture in the present case creates a fixed charge over uncollected
book debts and the appeal should be allowed.
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It follows that if the parties to the debenture plainly and unambiguously identified uncollected book debts and their proceeds
as separate items of property with the declared intention of constituting the former the subject of a fixed charge and the latter
the subject of a floating charge then that intention should be given effect for the following reasons.

First, the question whether a charge is fixed or floating is a matter of the construction of the document which creates it in the light
of the circumstances of its execution and its business objective: see Alan Berg, "Charges over Book Debts: A Reply" [1995]
JBL 433 ; In re Yorkshire Woolcombers Association Ltd [1903] 2 Ch 284 ; In re Brightlife Ltd [1987] Ch 200 and the New
Bullas case [1994] 1 BCLC 485 . While mere description of the charge as "fixed" may not operate to give the charge that status
if other factors are inconsistent with that description (see Supercool Refrigeration and Air Conditioning v Hoverd Industries
Ltd [1994] 3 NZLR 300 ), in the present case there is no doubt that the declared intention of the parties was to create a fixed
charge over all book debts while uncollected.

Secondly uncollected book debts and their proceeds are readily identifiable as distinct and separate items of property, such
divisibility has been recognised in other areas of the law: see Berg; In re Welsh Irish Ferries Ltd [1986] Ch 471 ; The Annangel
Glory [1988] 1 Lloyd's Rep 45 ; In re CCG International Enterprises Ltd [1993] BCC 580 and the New Bullas case.

Thirdly any conceptual difficulties in recognising that distinction should yield to the commercial objectives of the parties: see
In re Bank of Credit and Commerce International SA (No 8) [1998] AC 214 . The distinction recognises and confers genuine
commercial advantages and benefits on the lender, who wants the best available level of security, and provides a commercially
sensible and workable balance between his interests and those of the borrower to trade and utilise its trading receipts in the
normal course of business: see Berg; the New Bullas case [1994] 1 BCLC 485 ; In re Keenan Bros Ltd [1986] BCLC 242 and In
re Yorkshire Woolcombers Association Ltd [1903] 2 Ch 284 . In any event the absence of a readily identifiable *714  advantage
to having a fixed charge as opposed to a floating charge over book debts would be no basis for denying the lender the status
of a fixed charge over books if that had been his stipulation and the borrower had agreed: see Berg, at p 433;  Goode, Legal
Problems of Credit and Security, 2nd ed (1988) , pp 51-52 ; Biggerstaff v Rowatt's Wharf Ltd [1896] 2 Ch 93 ; the Supercool
case [1994] 3 NZLR 300 and Evans v Rival Granite Quarries Ltd [1910] 2 KB 979 . Nevertheless if clear words are used and
it was the parties' intention the courts will uphold a fixed charge over all present and future book debts of a trading company:
see the Keenan case and Siebe Gorman & Co Ltd v Barclays Bank Ltd [1979] 2 Lloyd's Rep 142 .

Fourthly the distinction removes potential problems if book debts and their proceeds are held to be divisible: see, in particular,
Berg, at pp 458-462 and the New Bullas case. Academic opinion lies in favour of that decision and, in consequence, does not
support the decision of the Court of Appeal in the present case: see Berg, Narev and Rubenstein, "Separation of Book Debts
and their Proceeds" [1994] CLJ 225 ; Griffin, "The Effect of a Charge over Book Debts: The Indivisible or Divisible Nature of
the Charge?" (1995) 46 NIQL 163 ; Watts, "Fixed Charges over Book Debts" [1999] New Zealand Review 46 and Professor
McLauchlan, "New Bullas in New Zealand: Round Two" (2000) 116 LQR 211.

Fisher J correctly concluded that the distinction between uncollected book debts and their proceeds was conceptually and
commercially sustainable and accurately characterised the charge of the uncollected book debts as a fixed charge, the fact that it
was defeasible on the debts being collected and received by the chargor is, as he rightly held, immaterial. His judgment should
be restored and the contrary decision of the Court of Appeal set aside.

C B Cato and J H Coleman for the Commissioner of Inland Revenue. A charge will, in law, be floating even where it is described
as fixed when it is over a class of company assets both present and future which fluctuates in the ordinary course of business
and allows the company to collect and deal with the proceeds of collection in the ordinary course of business and crystallises
on the occurrence of certain events. The most important factor is the level of control: the essential test as to whether a charge
over fluctuating assets is fixed or floating is determined by consideration of whether the borrower has the power to collect the
proceeds of the debts and deal with them in the ordinary course of its business: if the borrower has that power, even where some
restriction is placed on the way in which the borrower could otherwise deal with the debts (see In re Brightlife Ltd [1987] Ch
200 ), the charge is floating; if the borrower does not have that power the charge will be fixed: see In re Yorkshire Woolcombers
Association Ltd [1903] 2 Ch 284 and sub nom Illingworth v Houldsworth [1904] AC 355 ; In re Keenan Bros Ltd [1986] BCLC
242 and Siebe Gorman & Co Ltd v Barclays Bank Ltd [1979] 2 Lloyd's Rep 142 . The control test has been adopted in other
common law jurisdictions: see the Keenan case (Ireland), R (British Columbia) v Federal Business Development Bank (1987)
43 DLR (4th) 188 , Supercool Refrigeration and Air Conditioning v Hoverd Industries Ltd [1994] 3 NZLR 300 (New Zealand)
and Perrins v State Bank of Victoria [1991] 1 VR 749 . Authorities decided with little regard to the control test are wrongly
decided: see In re Atlantic Computer Systems plc [1992] Ch 505 ; *715  In re Atlantic Medical Ltd [1993] BCLC 386 and
Goode, "Charges over Book Debts: A Missed Opportunity" (1994) 110 LQR 592 , 598, 602. Here there is no restriction on
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control and, while the critical factor is the level of control over collection in the ordinary course of business, further indicia of
a floating charge are also present: namely it is a charge over book debts both present and future, over a class of assets which it
is anticipated will change from time to time and it is contemplated that the borrower will be able to use the collected proceeds
of the book debts in the ordinary course of business.

The decision in the New Bullas case is irreconcilable with prior authority. It is incorrect because the court did not apply the
control test and placed undue emphasis on the structure and description of the charges. The correct approach is to determine the
operative effect of the arrangement and if the intention as manifested in the labels used by the parties cannot be reconciled with
the operative effect, as evidenced by applying the control test, it is the operative effect which should prevail. The New Bullas
decision was also wrong to sanction the division of uncollected book debts from the proceeds of their collection. The correct
question is whether the purportedly fixed charge is fixed by reference to the control test, not whether it is theoretically possible
to have a floating charge over proceeds and a fixed charge over unrealised debts. The decision has attracted criticism: see Royal
Trust Bank v National Westminster Bank plc [1996] 2 BCLC 682 ; Lightman and Moss, The Law of Receivers of Companies,
2nd ed (1994) , p 36 ; Worthington, "Fixed Charges over Book Debts and other Receivables" (1997) 113 LQR 562 and David
Brown, "Charges over Book Debts: Can Lenders Have Their Cake and Eat it in Pieces?" (2000) 8 Insolvency Law Journal 50 .
By contrast the New Bullas decision has also received support: see Berg, "Charges over Book Debts A Reply" [1995] JBL 433 ;
McLauchlan, "Fixed Charges over Book Debts—New Bullas in New Zealand" (1999) 115 LQR 365 and "New Bullas in New
Zealand: Round Two" (2000) 116 LQR 211 ; Watts, "Fixed Charges over Book Debts" [1999] New Zealand Law Review 46
and Naren and Rubenstein, "Separation of Book Debts and their Proceeds" [1994] CLJ 225 .

In enacting, in particular, section 30 of the Receivership Act 1993 the New Zealand legislature would have relied on the
established test of control as the settled approach to the characterisation of charges. Given the importance of certainty of approach
in commercial cases there should now be no radical change from that test. If the floating charge is considered inadequate to meet
current commercial demands reform should be effected through amending legislation but not by departing from precedent: see
Pirelli General Cable Works Ltd v Oscar Faber & Partners [1983] 2 AC 1 .

The judge's reasoning, in particular his distinction between a restriction on disposition to third parties of uncollected book debts
and the power of the borrower to control and consume those debts, was inconsistent with established case law. He wrongly
followed the decision in the New Bullas case and he failed to apply the correct test. The Court of Appeal was accordingly
correct to reverse his decision.

Stewart QC replied.

Cur adv vult
  *716
5 June. The judgment of their Lordships was delivered by

LORD MILLETT

1.  The question in this appeal is whether a charge over the uncollected book debts of a company which leaves the company
free to collect them and use the proceeds in the ordinary course of its business is a fixed charge or a floating charge.

2.  The company which granted the charge in question, Brumark Investments Ltd, is in receivership. The only assets available
for distribution to creditors are the proceeds of the book debts which were outstanding when the receivers were appointed
and which they have since collected. If the charge is a fixed charge, as the receivers contend, the proceeds are payable to the
company's bank Westpac Banking Corpn as the holder of the charge. If, however, it was a floating charge at the time it was
created then, by the combined effect of Schedule 7 to the Companies Act 1993 and section 30 of the Receiverships Act 1993,
they are payable to the employees and the Commissioner of Inland Revenue as preferential creditors. In a carefully reasoned
judgment the judge, Fisher J (1999) 19 NZTC 15, 159, held that it was a fixed charge, but his decision was reversed by the
Court of Appeal [2000] 1 NZLR 223 . A curiosity of the case is that the distinction between fixed and floating charges, which
is of great commercial importance in the United Kingdom, seems likely to disappear from the law of New Zealand when the
Personal Property Act 1999 comes into force.

3.  The debenture is dated 9 August 1995. It is closely modelled on the instrument which was the subject of the controversial
decision of the English Court of Appeal in In re New Bullas Trading Ltd [1994] 1 BCLC 485 and may have been deliberately
drafted in order to take advantage of that decision. The relevant provisions of the debenture are set out in full in the judgments
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below and their Lordships can state them shortly. It is expressed to create a fixed charge on the book debts of the company
which arise in the ordinary course of trading and their proceeds, but not those proceeds which are received by the company
before the charge holder requires them to be paid into an account with itself (which it could do at any time but never did) or the
charge created by the deed crystallises or is enforced whichever should first occur. Subject thereto, the charge is expressed to be
a floating charge as regards other assets of the company. The debenture prohibits the company from disposing of its uncollected
book debts, but permits it to deal freely in the ordinary course of its business with assets which are merely subject to the floating
charge; these include the money in its bank accounts and the proceeds of the book debts when collected.

4.  Thus the deed purports to create a fixed charge on the book debts which were outstanding when the receivers were appointed
and the proceeds of the debts which they collected. Prior to their appointment, however, the company was free to collect the
book debts and deal with the proceeds in the ordinary course of its business, though it was unable to assign or factor them.
The question is whether the company's right to collect the debts and deal with their proceeds free from the security means
that the charge on the uncollected debts, though described in the debenture as fixed, was nevertheless a floating charge until
it crystallised by the appointment of the receivers. This is a question of characterisation. To answer it their Lordships must
examine the nature of a floating charge and ascertain the features which distinguish it from a fixed charge. They propose to
start by *717  tracing the history of the floating charge from its inception to the present day, paying particular attention to
charges over book debts.

5.  The floating charge originated in England in a series of cases in the Chancery Division in the 1870s: In re Panama, New
Zealand, and Australian Royal Mail Co (1870) LR 5 Ch App 318 (generally regarded as the first case in which the floating
charge was recognised), In re Florence Land and Public Works Co; Ex p Moor (1878) 10 Ch D 530 , In re Hamilton's Windsor
Ironworks; Ex p Pitman & Edwards (1879) 12 Ch D 707 and In re Colonial Trusts Corpn; Ex p Bradshaw (1879) 15 Ch D 465
. Two things led to this development. First, the possibility of assigning future property in equity was confirmed in Holroyd v
Marshall (1862) 10 HL Cas 191 . The principle was of general application and made it possible for future book debts to be
assigned by way of security: Tailby v Official Receiver (1888) 13 App Cas 523 . Secondly, the Companies Clauses Consolidation
Act 1845 sanctioned a form of mortgage for use by statutory companies by which the company assigned "its undertaking". It
was natural that this formula should afterwards be adopted by companies incorporated under the Companies Act 1862.

6.  The debenture in In re Panama, New Zealand, and Australian Royal Mail Co LR 5 Ch App 318 was in this form. It charged
"the undertaking" of the company "and all sums of money arising therefrom". This was taken to mean all the assets of the
company both present and future including its circulating assets, that is to say, assets which are regularly turned over in the
course of trade. From the word "undertaking" Giffard LJ derived the inference that unless and until the charge holder intervened
the parties contemplated that the company was to be at liberty to carry on business as freely as if the charge did not exist, which
it would not be able to do if the circulating assets were subject to a fixed charge.

7.  The thinking behind the development of the floating charge was that compliance with the terms of a fixed charge on the
company's circulating capital would paralyse its business. This theme was repeated in many of the cases: see for example In re
Florence Land and Public Works Co 10 Ch D 465 , 541 per Sir George Jessel MR, Biggerstaff v Rowatt's Wharf Ltd [1896] 2
Ch 93 , 101, 103 per Lindley and Lopes LJJ. A fixed charge gives the holder of the charge an immediate proprietary interest in
the assets subject to the charge which binds all those into whose hands the assets may come with notice of the charge. Unless
it obtained the consent of the holder of the charge, therefore, the company would be unable to deal with its assets without
committing a breach of the terms of the charge. It could not give its customers a good title to the goods it sold to them, or
make any use of the money they paid for the goods. It could not use such money or the money in its bank account to buy more
goods or meet its other commitments. It could not use borrowed money either, not even, as Sir George Jessel MR observed,
the money advanced to it by the charge holder. In short, a fixed charge would deprive the company of access to its cash flow,
which is the life blood of a business. Where, therefore, the parties contemplated that the company would continue to carry on
business despite the existence of the charge, they must be taken to have agreed on a form of charge which did not possess the
ordinary incidents of a fixed charge.

8.  The floating charge is capable of affording the creditor, by a single instrument, an effective and comprehensive security
upon the entire *718  undertaking of the debtor company and its assets from time to time, while at the same time leaving
the company free to deal with its assets and pay its trade creditors in the ordinary course of business without reference to the
holder of the charge. Such a form of security is particularly attractive to banks, and it rapidly acquired an importance in English
commercial life which the Insolvency Law Review Committee (1982) (Cmnd 8558) , para 1525 later considered should not be
underestimated. It was, however, not available to individual traders because of the doctrine of reputed ownership in bankruptcy.
That doctrine did not apply to companies. It was abolished in England by the Insolvency Acts 1985 and 1986 following a
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recommendation of the Insolvency Law Review Committee. It had already been abolished in New Zealand by section 42 of
the Insolvency Act 1967 .

9.  Valuable as the new form of security was, it was not without its critics. One of its consequences was that it enabled the
holder of the charge to withdraw all or most of the assets of an insolvent company from the scope of a liquidation and leave the
liquidator with little more than an empty shell and unable to pay preferential creditors. Provision for the preferential payment
of certain classes of debts had been introduced in bankruptcy in 1825 and was extended to the winding up of companies by
section 1(1)(g) of the Preferential Payments in Bankruptcy Act 1888. Section 107 of the Preferential Payments in Bankruptcy
Amendment Act 1897 now made the preferential debts payable out of the proceeds of a floating charge in priority to the debt
secured by the charge.

10.  A second mischief arose from the very nature of the floating charge which allowed a company to continue to trade and
incur credit despite the existence of the charge. This put the ordinary trade creditors of the company at risk, even though they
would not normally know of the existence of the charge; for the holder of the charge could step in without warning at any
time and obtain priority over them. Such trade creditors would include the suppliers of goods which the charge holder could
appropriate to the security and realise for its own benefit leaving the suppliers unpaid. This was seen by many judges as an
injustice and by Lord Macnaghten as a great scandal: see In re General South American Co (1876) 2 Ch D 337 , 341 per Malins
V-C, Salomon v A Salomon & Co Ltd [1897] AC 22 , 53 per Lord Macnaghten and In re London Pressed Hinge Co Ltd [1905]
1 Ch 576 , 581, 583 per Buckley J. Lord Macnaghten proposed giving the ordinary trade creditors a preferential claim on the
assets of an insolvent company in respect of debts incurred within a limited time before the winding-up. More than 80 years later
a recommendation along not dissimilar lines was made by the Insolvency Law Reform Committee. Neither was implemented.
The remedy adopted by Parliament was to require floating charges to be registered so that those proposing to extend credit to
a company could discover their existence. The requirement was introduced (in England) by section 14 of the Companies Act
1900 and (in New Zealand) by section 130 of the Companies Act 1903 . It was extended (in England) by section 10(1)(e) of
the Companies Act 1907 and (in New Zealand) by section 89(2)(f) of the Companies Act 1933 to include all charges on book
debts whether floating or fixed. The thinking behind this was presumably that debts subject to a fixed charge are still shown as
assets in the company's balance sheet as "debtors" and thus appear to be available to support the company's credit. So far as the
*719  ordinary trade creditors were concerned, however, the remedy provided by registration was more theoretical than real.

11.  Before the introduction of this legislation the expression "floating charge", though in common use, had no distinct meaning.
It was not a legal term or term of art. Now, however, it became necessary to distinguish between fixed charges and charges which
were floating charges within the meaning of the Acts. Lord Macnaghten essayed the first judicial definition in Governments
Stock and Other Securities Investment Co Ltd v Manila Railway Co Ltd [1897] AC 81 , 86:

"A floating security is an equitable charge on the assets for the time being of a going concern. It attaches to the subject
charged in the varying condition in which it happens to be from time to time. It is of the essence of such a charge that
it remains dormant until the undertaking charged ceases to be a going concern, or until the person in whose favour the
charge is created intervenes."

The concept of a proprietary interest in a fluctuating fund of assets was, of course, very familiar to Chancery judges. The
similarity between the position of the holder of a floating charge and that of the beneficiaries of a trust fund has been noted by
Professor Goode: see Legal Problems of Credit and Security, 2nd ed (1988) , pp 48-51.

12.  The most celebrated, and certainly the most often cited, description of a floating charge is that given by Romer LJ in In
re Yorkshire Woolcombers Association Ltd [1903] 2 Ch 284 , 295:

"I certainly do not intend to attempt to give an exact definition of the term 'floating charge', nor am I prepared to say that
there will not be a floating charge within the meaning of the Act, which does not contain all the three characteristics that
I am about to mention, but I certainly think that if a charge has the three characteristics that I am about to mention it is
a floating charge. (1) If it is a charge on a class of assets of a company present and future; (2) if that class is one which,
in the ordinary course of the business of the company, would be changing from time to time; and (3) if you find that by
the charge it is contemplated that, until some future step is taken by or on behalf of those interested in the charge, the
company may carry on its business in the ordinary way as far as concerns the particular class of assets I am dealing with."
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13.  This was offered as a description and not a definition. The first two characteristics are typical of a floating charge but they
are not distinctive of it, since they are not necessarily inconsistent with a fixed charge. It is the third characteristic which is the
hallmark of a floating charge and serves to distinguish it from a fixed charge. Since the existence of a fixed charge would make
it impossible for the company to carry on business in the ordinary way without the consent of the charge holder, it follows that
its ability to so without such consent is inconsistent with the fixed nature of the charge. In the same case Vaughan Williams
LJ explained, at p 294:

"but what you do require to make a specific security is that the security whenever it has once come into existence, and
been identified or appropriated as a security,  shall never thereafter at the will of the mortgagor cease to be a security. If
at the will of the mortgagor he can *720  dispose of it and prevent its being any longer a security, although something
else may be substituted more or less for it, that is not a 'specific security'.  " (Emphasis added.)

14.  This was the first case to deal specifically with book debts. The question was whether a charge on uncollected book debts
was a fixed charge or a floating charge so as to require registration. At every level of decision it was held to be a floating charge,
the critical factor being the company's freedom to receive the book debts for its own account and deal with the proceeds without
reference to the charge holder. At first instance Farwell J said, at p 288:

"If the assignment is to be treated as a specific mortgage or charge or disposition, then the company had no business
to receive one single book debt after the date of it; but if, on the other hand, although not so called, the company was
intended to go on receiving the book debts and to use them for the purpose of carrying on its business, then it contains
the true elements of a floating security." (Emphasis added.)

And, at p 289:

"A charge on all book debts which may now be, or at any time hereafter become charged or assigned, leaving the
mortgagor or assignor free to deal with them as he pleases until the mortgagee or assignee intervenes, is not a specific
charge, and cannot be. The very essence of a specific charge is that the assignee takes possession, and is the person
entitled to receive the book debts at once. So long as he licenses the mortgagor to go on receiving the book debts and
carry on the business, it is within the exact definition of a floating security." (Emphasis added.)

Romer LJ, at p 296, and Cozens-Hardy LJ, at p 297, spoke in similar vein in the Court of Appeal, both expressly treating the
company's right to go on receiving the book debts as inconsistent with the nature of a fixed charge.

15.  When the case reached the House of Lords sub nom Illingworth v Houldsworth [1904] AC 355 , 357-358 Lord Halsbury
LC also took this to be the critical factor:

"It contemplates not only that it should carry with it the book debts which were then existing, but it contemplates also the
possibility of those book debts being extinguished by payment to the company, and that other book debts should come
in and take the place of those that had disappeared. That, my Lords, seems to me to be an essential characteristic of
what is properly called a floating security. The recitals ... show an intention on the part of both parties that the business
of the company shall continue to be carried on in the ordinary way—that the book debts shall be at the command of,
and for the purpose of being used by, the company. Of course, if there was an absolute assignment of them which fixed
the property in them, the company would have no right to touch them at all. The minute after the execution of such an
assignment they would have no more interest in them, and would not be allowed to touch them, whereas as a matter
of fact it seems to me that the whole purport of this instrument is to enable the company to carry on its business in the
ordinary way, to receive the book debts that were due to them, to incur new debts, and to carry on their business exactly
as if this *721  deed had not been executed at all. That is what we mean by a floating security." (Emphasis added.)
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16.  The jurisprudential nature of the floating charge was analysed by Buckley LJ in Evans v Rival Granite Quarries Ltd [1910]
2 KB 979 . By now it was evident that the classification of a security as a floating charge was a matter of substance and not
merely a matter of drafting. As Fletcher Moulton LJ observed in that case, at p 993: "But at an early period it became clear
to judges that this conclusion did not depend upon the special language used in the particular document, but upon the essence
and nature of a security of this kind."

17.  The law was settled to this effect for the next 70 years. By the 1970's, however, the banks had become disillusioned with
the floating charge. The growth in the extent and amount of the preferential debts, due in part to increases in taxation and in
part to higher wages and greater financial obligations to employees, led banks to explore ways of extending the scope of their
fixed charges. It had always been possible to take a fixed charge over specified debts. There were two ways of doing this.
A lender could take an assignment of each debt and perfect the security by giving notice to the debtor, thereby constituting
the assignment a legal assignment and entitling the assignee to collect the debt itself. The debtor, having received notice of
the assignment, would not obtain a good discharge by paying the assignor. But this method of dealing with a large number
of book debts was commercially impractical. A bank or other financial institution is unlikely to be in a position to maintain
credit control over the debts from time to time owing to its customer or to want to collect the debts itself; while giving notice
to the debtors would seriously harm its customer's credit. The method commonly adopted, therefore, was for the lender to take
an assignment of the debts but refrain from giving notice to the debtors until the assignor was in default. This meant that the
assignment was an equitable assignment only, and debtors who paid the assignor without notice of the assignment would obtain
a good discharge. In order to entitle the assignor to collect the debts, the assignee gave it authority to collect the debts on the
assignee's behalf. The instrument of charge would constitute the assignor a trustee of the proceeds for the assignee and require
it to account to the assignee for them.

18.  There was never any doubt that the second of these two methods, like the first, was effective to create a fixed charge on
the book debts. The fact that the assignor was free to collect the book debts was not inconsistent with the fixed nature of the
charge, because the assignor was not collecting them for its own benefit but for the account of the assignee. The proceeds were
not available to the assignor free from the security but remained under the control of the assignee.

19.  It was, however, generally considered that it was not possible to take a fixed charge over a fluctuating class of present and
future book debts. There were two reasons for this. One was commercial: book debts are part of the circulating capital of a
business and constitute an important source of its cash flow, which makes it difficult to subject them to a fixed charge without
paralysing the business. The other was conceptual. It is a characteristic of a floating charge that it is a charge on fluctuating
assets, and it was assumed that a charge on fluctuating assets must therefore be a *722  floating charge. The fallacy in this
reasoning was exposed by Slade J in Siebe Gorman & Co Ltd v Barclays Bank Ltd [1979] 2 Lloyd's Rep 142 .

20.  The case was concerned with the proceeds of book debts in the form of bills of exchange which were held for collection
when the receivers were appointed. The company had purported to grant its bank a fixed charge on its book debts and a floating
charge on other assets. The company was prohibited from disposing of the uncollected debts, and although it was free to collect
them it was required to pay the proceeds into an account in its name with the bank. Slade J held that the critical feature which
distinguished a floating charge from a fixed charge was not the fluctuating character of the charged assets but the company's
power to deal with them in the ordinary course of business. He found that, on the proper construction of the debenture, the
company was not free to draw on the account without the consent of the bank even when it was in credit. Accordingly, he held
that the charge on the uncollected book debts and their proceeds was a fixed charge.

21.  The debenture placed no express restrictions on the company's right to draw on the account, which was the company's
ordinary business account, and the judge's finding in this respect has been doubted. But it was critical to his decision that the
charge on the book debts was a fixed charge. He said, at p 158:

"if I had accepted the premise that [the company] would have had the unrestricted right to deal with the proceeds of any
of the relevant book debts paid into its account, so long as that account remained in credit, I would have been inclined
to accept the conclusion that the charge on such book debts could be no more than a floating charge."

22.  The decision was followed by the Supreme Court of Ireland in In re Keenan Bros Ltd [1986] BCLC 242 where the company
purported to grant its bank fixed charges over its present and future book debts. The debenture prohibited the company from
disposing of the book debts or creating other charges over them without the consent of the bank. It allowed the company to
collect the book debts, but required it to pay the proceeds into a designated account with the bank from which the company
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was not to make any withdrawals without the written consent of the bank. In holding the charge to be a fixed charge, McCarthy
J presciently observed, at p 247:

"It is not suggested that mere terminology itself, such as using the expression 'fixed charge', achieves the purpose; one
must look, not within the narrow confines of such term, not to the declared intention of the parties alone, but to the effect
of the instruments whereby they purported to carry out that intention ..."

The critical feature which led the court to characterise the charge on the book debts as a fixed charge was that their proceeds
were to be segregated in a blocked account where they would be frozen and rendered unusable by the company without the
bank's written consent. As Henchy J explained, at p 246:

"It seems to me that such a degree of sequestration of the book debts when collected made those moneys incapable
of being used in the ordinary course of business and meant that they were put, specifically and *723  expressly, at
the disposal of the bank. I am satisfied that assets thus withdrawn from ordinary trade use, put in the keeping of the
debenture holder, and sterilised and made undisposable save at the absolute discretion of the debenture holder, have the
distinguishing features of a fixed charge. The charge was not intended to fasten in the future on the book debts; it was
affixed forthwith and without further ado to those debts as they were collected ..." (Emphasis added.)

23.  These cases were followed by a number of cases on the other side of the line. An Australian case was Hart v Barnes (1982)
7 ACLR 310 , where the debenture purported to create a fixed charge on the company's future book debts, but the parties entered
into a collateral agreement of the same date which allowed the company to collect the book debts and use the proceeds in its
business as it saw fit. Anderson J held that the charge was a floating charge. The debenture holder could not sensibly be said to
have obtained a proprietary interest by way of a fixed charge when its interest was "defeasible and capable of being destroyed
by the company which is able to use the proceeds of such book debt in its business without in any way being accountable to
the debenture holder for such proceeds" (see p 315). This is the other side of the coin. If the chargor is free to deal with the
charged assets and so withdraw them from the ambit of the charge without the consent of the chargee, then the charge is a
floating charge. But the test can equally well be expressed from the chargee's point of view. If the charged assets are not under
its control so that it can prevent their dissipation without its consent, then the charge cannot be a fixed charge.

24.  An English decision was In re Brightlife Ltd [1987] Ch 200 . The company purported to grant its bank a fixed charge over
its book debts both present and future and a floating charge over other assets. The company was not permitted to sell, factor or
discount debts without the bank's written consent, but it was free to collect the debts and pay them into its ordinary bank account,
though it was not required to do so. The case was thus distinguishable from but very similar to the Siebe Gormancase [1979]
2 Lloyd's Rep 142 save that it was concerned with the proceeds of book debts which were still uncollected when the receivers
were appointed. Hoffmann J held that, although the charge was expressed to be a fixed charge, it should be characterised in law
as a floating charge. As he explained [1987] Ch 200 , 209:

"In this debenture, the significant feature is that [the company] was free to collect its debts and pay the proceeds into its
bank account. Once in the account, they would be outside the charge over debts and at the free disposal of the company.
In my judgment a right to deal in this way with the charged assets for its own account is a badge of a floating charge
and is inconsistent with a fixed charge."

25.  In New Zealand there was Supercool Refrigeration and Air Conditioning v Hoverd Industries Ltd [1994] 3 NZLR 300 ,
where the facts were indistinguishable from those in the Siebe Gorman case. Tompkins J held that the charge was a floating
charge. He held (following Hoffmann J in the Brightlife case) that a restriction on charging or assigning the debts was not
sufficient by itself to create a fixed charge, and (not following Slade J in the Siebe Gorman case) that a requirement to pay the
proceeds into the *724  company's account with the holder of the charge without any restriction on the company's power to
use the money in the account was insufficient to do so either.
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26.  The Brightlife case was followed in In re Cosslett (Contractors) Ltd [1998] Ch 495 , in a different context. It was concerned
with the nature of a charge over plant and machinery on a building site which the chargor was free to remove from the site but
only if they were not required for the completion of the works. Millett LJ said, at p 510:

"The chargor's unfettered freedom to deal with the assets in the ordinary course of his business free from the charge
is obviously inconsistent with the nature of a fixed charge; but it does not follow that his unfettered freedom to deal
with the charged assets is essential to the existence of a floating charge. It plainly is not, for any well drawn floating
charge prohibits the chargor from creating further charges having priority to the floating charge; and a prohibition against
factoring debts is not sufficient to convert what would otherwise be a floating charge on book debts into a fixed charge:
see in In re Brightlife Ltd [1987] Ch 200 , 209 per Hoffmann J. The essence of a floating charge is that it is a charge,
not on any particular asset, but on a fluctuating body of assets which remain under the management and control of the
chargor, and which the chargor has the right to withdraw from the security despite the existence of the charge. The
essence of a fixed charge is that the charge is on a particular asset or class of assets which the chargor cannot deal with
free from the charge without the consent of the chargee. The question is not whether the chargor has complete freedom
to carry on his business as he chooses, but whether the chargee is in control of the charged assets."

27.  The need for a requirement that the company should pay the proceeds of its book debts into the bank account which the
company maintained with the holder of the charge did not cause any problem for the banks or their customers. That is what
the company would normally do even in the absence of such a requirement. But the banks did not want to monitor the bank
account and be required to give their consent whenever the company wished to make a withdrawal. They wanted the best of
both worlds. They wanted to have a fixed charge on the book debts while allowing the company the same freedom to use the
proceeds that it would have if the charge were a floating charge. With this object in view the draftsman of the charge which
came before the court in the New Bullas case [1994] 1 BCLC 485 adopted a new approach.

28.  In every previous case the debenture had treated book debts and their proceeds indivisibly. Now for the first time in any
reported case the draftsman set out deliberately to distinguish between them. As in the present case the debenture purported to
create two distinct charges, a fixed charge on the book debts while they remained uncollected and a floating charge on their
proceeds. It differed from the debenture in the present case only in that the proceeds of the debts were not released from the
fixed charge until they were actually paid into the company's bank account, whereas in the present case they were released from
the fixed charge as soon as they were received by the company. Their Lordships attach no significance to this distinction. The
intended effect of the debenture was the same in each case. Until the charge holder intervened the company could continue to
collect the debts, *725  though not to assign or factor them, and the debts once collected would cease to exist. The proceeds
which took their place would be a different asset which had never been subject to the fixed charge and would from the outset
be subject to the floating charge.

29.  The question in New Bullas , as in the present case, was whether the book debts which were uncollected when the receivers
were appointed were subject to a fixed charge or a floating charge. At first instance Knox J [1993] BCLC 1389 , following
the Brightlife case,held that they were subject to a floating charge. His decision was reversed by the Court of Appeal. Nourse
LJ gave the only judgment.

30.  He began by observing that, there being usually no need to deal with a book debt before collection, an uncollected book
debt is a natural subject of a fixed charge; but once collected, the proceeds being needed for the conduct of the business, it
becomes a natural subject of a floating charge. Their Lordships regard this as unsound: one might equally well say that unsold
trading stock is a suitable subject of a fixed charge. Trading stock, that is to say goods held for sale and delivery to customers,
and book debts, that is to say debts owed by customers to whom goods have been supplied or services rendered, are equally part
of a trader's circulating capital. The trader does not hold them for enjoyment in specie. They provide him with his cash flow
and as such are the natural subjects of a floating charge. His ability to carry on business depends upon his freedom to realise
such assets by turning them into money and back again.

31.  The principal theme of the judgment, however, was that the parties were free to make whatever agreement they liked. The
question was therefore simply one of construction; unless unlawful the intention of the parties, to be gathered from the terms of
the debenture, must prevail. It was clear from the descriptions which the parties attached to the charges that they had intended
to create a fixed charge over the book debts while they were uncollected and a floating charge over the proceeds. It was open
to the parties to do so, and freedom of contract prevailed.
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32.  Their Lordships consider this approach to be fundamentally mistaken. The question is not merely one of construction. In
deciding whether a charge is a fixed charge or a floating charge, the court is engaged in a two-stage process. At the first stage
it must construe the instrument of charge and seek to gather the intentions of the parties from the language they have used. But
the object at this stage of the process is not to discover whether the parties intended to create a fixed or a floating charge. It is to
ascertain the nature of the rights and obligations which the parties intended to grant each other in respect of the charged assets.
Once these have been ascertained, the court can then embark on the second stage of the process, which is one of categorisation.
This is a matter of law. It does not depend on the intention of the parties. If their intention, properly gathered from the language
of the instrument, is to grant the company rights in respect of the charged assets which are inconsistent with the nature of a fixed
charge, then the charge cannot be a fixed charge however they may have chosen to describe it. A similar process is involved in
construing a document to see whether it creates a licence or tenancy. The court must construe the grant to ascertain the intention
of the parties: but the only intention which is relevant is the intention to grant exclusive possession: see Street v Mountford
[1985] AC 809 , 826 per Lord Templeman. So here: in construing a debenture to see *726  whether it creates a fixed or a
floating charge, the only intention which is relevant is the intention that the company should be free to deal with the charged
assets and withdraw them from the security without the consent of the holder of the charge; or, to put the question another way,
whether the charged assets were intended to be under the control of the company or of the charge holder.

33.  In the New Bullas case [1994] 1 BCLC 485 the preferential creditors argued that the charge was a floating charge because
the company was indeed free to withdraw the book debts from the security, which it could do simply by collecting them and
using the proceeds in the ordinary course of its business. Nourse LJ rejected this, holding that it was not correct to say that the
book debts could cease to be subject to the fixed charge at the will of the company; they ceased to be subject to the fixed charge
because that is what the parties had agreed in advance when they entered into the debenture.

34.  Their Lordships agree with Fisher J in the present case that this reasoning cannot be supported. It is entirely destructive
of the floating charge. Every charge, whether fixed or floating, derives from contract. The company's freedom to deal with
the charged assets without the consent of the holder of the charge, which is what makes it a floating charge, is of necessity
a contractual freedom derived from the agreement of the parties when they entered into the debenture. To find the consent in
question in the original agreement would turn every floating charge into a fixed charge.

35.  The decision has attracted much academic comment, much (though not all) of it hostile. Most interest, perhaps not
surprisingly, has been generated by the novel attempt to separate the book debts from their proceeds: see for example Professor
Goode, "Charges over Book Debts: A Missed Opportunity" (1994) 110 LQR 592 ; Sarah Worthington, "Fixed Charges over
Book Debts and other Receivables" (1997) 113 LQR 562 ; Berg (per contra), "Charges over Book Debts: A Reply" [1995] JBL
433. Their Lordships will return to this aspect after they have examined the other reasons given by Fisher J for following New
Bullas in the present case.

36.  The judge considered that the critical distinction between a floating charge and a fixed charge lay in the presence or absence
of a power on the part of the company to dispose of the charged assets to third parties. It was sufficient to create a fixed charge on
book debts that the company should be prohibited from alienating them, whether by assigning, factoring or charging them. It was
not necessary to go further and also prohibit the company from collecting them and disposing of the proceeds. Their Lordships
cannot accept this. It is contrary to both principle and authority and their Lordships think to commercial sense. It is inconsistent
with the actual decisions in the Brightlife case [1987] Ch 200 and the Supercool case [1994] 3 NZLR 300 and contrary to the
statements of principle in virtually every case from In re Yorkshire Woolcombers Association Ltd [1903] 2 Ch 284 to In re
Cosslett (Contractors) Ltd [1998] Ch 495 . It makes no commercial sense because alienation and collection are merely different
methods of realising a debt by turning it into money, collection being the natural and ordinary method of doing so. A restriction
on disposition which nevertheless allows collection and free use of the proceeds is inconsistent with the fixed nature of the
charge; it allows the debt and its proceeds to be withdrawn from the security by the act of the company in collecting it. *727

37.  The judge drew a distinction between a power of disposition and a power of consumption. There is nothing, he suggested,
inconsistent with a fixed charge in prohibiting the company from disposing of the charged asset to others but allowing it to
exploit the characteristics inherent in the nature of the asset itself. Their Lordships agree with this, so long as the destruction
of the security is due to a characteristic of the subject matter of the charge and not merely to the way in which the charge is
drafted. A fixed charge may be granted over a wasting asset. A short lease, for example, is not particularly good security, but
there is no conceptual difficulty in making it subject to a fixed charge. It will cease to exist by effluxion of time, but while
it subsists it cannot be destroyed or withdrawn from the security by any act of the chargor. The chargee can protect itself by
arranging appropriate terms of repayment so that the amount of the debt which is outstanding at any one time is commensurate
with the value of the remaining security.

Case 2:19-ap-01382-SK    Doc 349-1    Filed 01/14/22    Entered 01/14/22 07:52:03    Desc
Exhibit 1    Page 95 of 315



© 2021 Thomson Reuters. 13

38.  The judge gave two examples of fixed charges over assets which are defeasible at the will of the chargor. One was a charge
over uncalled share capital; the other was a shipowner's lien on subfreights. With respect neither supports his argument. A charge
on uncalled share capital leaves the company with the right to make calls, and this may properly be regarded as analogous to
a right to collect book debts. But, as the Court of Appeal observed, such a charge is normally accompanied by restrictions on
the use to which the company may put the receipts, so that the situation is analogous to that which was thought to obtain in the
Siebe Gorman case [1979] 2 Lloyd's Rep 142 and did obtain in In re Keenan Bros Ltd [1986] BCLC 242 . The company can
collect the money, but it is not free to use it as it sees fit.

39.  The common form provision in a charterparty that the ship owner has a lien on subfreights is a different matter. In England
it has been held to be a registrable charge either as a charge on book debts whether fixed or floating ( In re Welsh Irish Ferries
Ltd [1986] Ch 471 and Care Shipping Corpn v Itex Itagrani Export SA [1993] QB 1 ) or as a floating charge ( Annangel Glory
Cia Naviera SA v M Golodetz Ltd [1988] 1 Lloyd's Rep 45 ). In none of these cases was it held to be a fixed charge, but the
better view is that it is not a charge at all: see Oditah, "The juridical nature of a lien on subfreights" [1989] LMCLQ 191 .

40.  The extent of the rights conferred by the lien was described by Lord Alverstone CJ in Tagart, Beaton & Co v James Fisher
& Sons [1903] 1 KB 391 , 395:

"A lien such as this on a subfreight means a right to receive it as freight and to stop that freight at any time before it
has been paid to the time charterer or his agent; but such a lien does not confer the right to follow the money paid for
freight into the pockets of the person receiving it simply because that money has been received in respect of a debt
which was due for freight."

41.  The lien is the creation of neither the common law nor equity. It originates in the maritime law, having been developed from
the ship owner's lien on the cargo. It is a contractual non-possessory right of a kind which is sui generis. Since the subfreights are
book debts and so incapable of physical possession, the lien has been described as an equitable charge: see Federal Commerce
and Navigation Co Ltd v Molena Alpha Inc (The Nanfri) [1979]AC 757, 784 *728  per Lord Russell of Killowen. But this
was a passing remark which was not necessary to the decision, and if the lien is a charge it is a charge of a kind unknown to
equity. An equitable charge confers a proprietary interest by way of security. It is of the essence of a proprietary right that it is
capable of binding third parties into whose hands the property may come. But the lien on subfreights does not bind third parties.
It is merely a personal right to intercept freight before it is paid analogous to a right of stoppage in transitu. It is defeasible on
payment irrespective of the identity of the recipient. In this respect it is similar to a floating charge while it floats, but it differs
in that it is incapable of crystallisation. The ship owner is unable to enforce the lien against the recipient of the subfreights but,
as Oditah observes, this is not because payment is the event which defeats it (as Nourse J stated in In re Welsh Irish Ferries
Ltd [1986] Ch 471 ; it is because the right to enforce the lien against third parties depends on an underlying property right, and
this the lien does not give. Apart from the obiter dictum of Lord Russell in the Federal Commerce case, the cases in which the
lien has been characterised as an equitable charge are all decisions at first instance and none of them contains any analysis of
the requirements of a proprietary interest. Quite apart from the conceptual difficulties in characterising the lien as a charge, the
adverse commercial consequences of doing so are sufficiently serious to cast grave doubt on its correctness. In passing from
this topic their Lordships note that the decision in In re Welsh Irish Ferries Ltd will be reversed by Parliament by section 396(2)
(g) of the Companies Act 1985 inserted by section 93 of the Companies Act 1989 when that section is brought into force.

42.  Their Lordships turn finally to the questions which have exercised academic commentators: whether a debt or other
receivable can be separated from its proceeds; whether they represent a single security interest or two; and whether a charge
on book debts necessarily takes effect as a single indivisible charge on the debts and their proceeds irrespective of the way in
which it may be drafted.

43.  Property and its proceeds are clearly different assets. On a sale of goods the seller exchanges one asset for another. Both
assets continue to exist, the goods in the hands of the buyer and proceeds of sale in the hands of the seller. If a book debt is
assigned, the debt is transferred to the assignee in exchange for money paid to the assignor. The seller's former property right
in the subject matter of the sale give him an equivalent property right in its exchange product. The only difference between
realising a debt by assignment and collection is that, on collection, the debt is wholly extinguished. As in the case of alienation,
it is replaced in the hands of the creditor by a different asset, viz its proceeds.
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44.  The Court of Appeal saw no reason to examine the conceptual problems further. They held that, even if a debt and its
proceeds are two different assets, the company was free to realise the uncollected debts, and accordingly the charge on those
assets (being the assets whose destination was in dispute) could not be a fixed charge. There was simply no need to look at
the proceeds at all. The same point is neatly expressed in Lightman & Moss, The Law of Receivers of Companies , 2nd ed
(1994), pp 36-37 :

"If there is a valid legal distinction to be drawn between a debt and its proceeds, then one might have thought that the two
should be treated as *729  separate assets of the company, i e that the debt exists while uncollected and is extinguished
by payment, at which point the company acquires a new asset, namely the moneys paid by the debtor. If this is right,
then it is difficult to see why an agreement relating to dealings with one asset, namely the moneys received, should be at
all relevant to the validity of the charge which existed over a different asset, namely the debt whilst it was uncollected."

45.  Their Lordships agree with this to this extent: if the company is free to collect the debts, the nature of the charge on the
uncollected debts cannot differ according to whether the proceeds are subject to a floating charge or are not subject to any
charge. In each case the commercial effect is the same: the charge holder cannot prevent the company from collecting the debts
and having the free use of the proceeds. But it does not follow that the nature of the charge on the uncollected book debts may
not differ according to whether the proceeds are subject to a fixed charge or a floating charge; for in the one case the charge
holder can prevent the company from having the use of the proceeds and in the other it cannot. The question is not whether
the company is free to collect the uncollected debts, but whether it is free to do so for its own benefit. For this purpose it is
necessary to consider what it may do with the proceeds.

46.  While a debt and its proceeds are two separate assets, however, the latter are merely the traceable proceeds of the former
and represent its entire value. A debt is a receivable; it is merely a right to receive payment from the debtor. Such a right cannot
be enjoyed in specie; its value can be exploited only by exercising the right or by assigning it for value to a third party. An
assignment or charge of a receivable which does not carry with it the right to the receipt has no value. It is worthless as a
security. Any attempt in the present context to separate the ownership of the debts from the ownership of their proceeds (even
if conceptually possible) makes no commercial sense.

47.  The draftsman of the debenture in the present case recognised this. He purported to separate the book debts and their
proceeds, but he did not attempt to separate their ownership. They were charged by the same chargor to the same chargee. It is
a matter of personal choice whether one describes this as resulting in two different charges or a single charge (which is said to
be convertible). The critical factor which is determinative of the nature of the charge in respect of the uncollected book debts
is that the event which is said to convert the charge from a fixed to a floating charge (if there is only one) or to replace the one
charge by the other (if there are two) is the act of the company.

48.  To constitute a charge on book debts a fixed charge, it is sufficient to prohibit the company from realising the debts itself,
whether by assignment or collection. If the company seeks permission to do so in respect of a particular debt, the charge holder
can refuse permission or grant permission on terms, and can thus direct the application of the proceeds. But it is not necessary
to go this far. As their Lordships have already noted, it is not inconsistent with the fixed nature of a charge on book debts for the
holder of the charge to appoint the company its agent to collect the debts for its account and on its behalf. The Siebe Gorman
case [1979] 2 Lloyd's Rep 142 and In re Keenan Bros Ltd [1986] BCLC 242 merely introduced an alternative mechanism for
appropriating the proceeds to the security. The *730  proceeds of the debts collected by the company were no longer to be trust
moneys but they were required to be paid into a blocked account with the charge holder. The commercial effect was the same:
the proceeds were not at the company's disposal. Such an arrangement is inconsistent with the charge being a floating charge,
since the debts are not available to the company as a source of its cash flow. But their Lordships would wish to make it clear
that it is not enough to provide in the debenture that the account is a blocked account if it is not operated as one in fact.

49.  Before their Lordships the receivers insisted that the company had no power to withdraw either the book debts or their
proceeds from the security of the fixed charge. The debenture was so drafted that the company had no need to do so. The debts
were automatically extinguished by collection and their proceeds never became subject to a fixed charge. But this is simply
playing with words. Whether conceptually there was one charge or two, the debenture was so drafted that the company was
at liberty to turn the uncollected book debts to account by its own act. Taking the relevant assets to be the uncollected book
debts, the company was left in control of the process by which the charged assets were extinguished and replaced by different
assets which were not the subject of a fixed charge and were at the free disposal of the company. That is inconsistent with the
nature of a fixed charge.
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50.  Their Lordships consider that the New Bullas case [1994] 1 BCLC 485 was wrongly decided. They will humbly advise Her
Majesty that the present appeal should be dismissed. The appellants must pay the respondents' costs before the Board.

Representation

Solicitors: Alan Taylor & Co Moon Beever.

D E C P

(c) Incorporated Council of Law Reporting for England & Wales
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Aviation—Leasing—Relief against forfeiture—Jurisdiction—Discretion—Aircraft leased on eight year leases—Notices of
default and termination—Relief against forfeiture not available in case of ordinary commercial aircraft lease—For relief
jurisdiction to apply to contracts transferring bare possessory right for proportion of economic life of chattel major extension of
existing authority—Right to terminate in respect of defaults in payment not essentially to secure payment of money—Powerful
practical and policy reasons why there should be no relief jurisdiction in relation to aircraft leases—Time of the essence of
payment—Relief should not be granted as a matter of discretion—Persistent defaults despite clear warning of consequences.

This was a trial of the issue whether the defendant (Paramount) was entitled to relief against forfeiture in respect of three
aircraft specific lease agreements (ASLAs) entered into with the claimant (Celestial).

The ASLAs were in materially identical terms, incorporating the provisions of an Aircraft Lease Common Terms Agreement .
Clause 5 of the Common Terms Agreement defined the payment obligations of Paramount, namely rent, payable monthly
in advance, supplemental rent, payable month to reflect usage of the particular aircraft in the preceding calendar month, and
a deposit (in cash or by letter of credit) as security for Paramount's obligations under the ASLAs. The leases were for an
eight year term.

Celestial contended that from soon after delivery of each of the aircraft Paramount became late in its payments of rent and
supplemental rent. That led Celestial to send to Paramount a number of notices of default. Eventually Celestial exercised its
right to terminate. In the period running up to the termination notice Paramount was also in default in relation to the letters
of credit provided on account of its deposit obligations under the ASLAs.

Celestial applied for summary judgment on its claim for moneys due under the ASLAs and obtained judgment in the sum
of US$791,944.54 ( [2009] EWHC 3142 (Comm)). Celestial also sought delivery up of the aircraft and various declarations
including a declaration that the ASLAs had been validly terminated, but Paramount contended that it should have relief from
forfeiture. A trial was directed of the issues whether the court had jurisdiction to grant relief from forfeiture in relation to an
aircraft operating lease of the type and on the terms *166  of those before the court; and, if so, whether it was appropriate
for the court, in the exercise of its discretion, to grant such relief.
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Held , refusing the equitable relief sought by Paramount on both jurisdictional and discretionary grounds:

1.  The authorities indicated that in order to determine whether there was jurisdiction to grant relief against forfeiture it was
particularly relevant to consider whether the contract involved the transfer of proprietary or possessory rights; if so, whether
it was possible to state that the object of the transaction and of the insertion of the right to forfeit was essentially to secure
the payment of money; and/or whether the primary object of the bargain was to secure a stated result which could effectively
be attained when the matter came before the court, and where the forfeiture provision was added by way of security for the
production of that result; if so, whether reasons of legal policy supported the existence of such a jurisdiction. ( Shiloh Spinners
Ltd v Harding [1973] AC 691 and The Scaptrade [1983] 2 AC 694 applied .)

2.  The ASLAs involved rental for a period of time which was substantially less than the aircraft's useful economic life and
thereby the retention by Celestial of most of the risks and rewards of ownership. Whilst the ASLAs transferred possessory
rights to Paramount, for the relief jurisdiction to apply to contracts transferring a bare possessory right for only a proportion
of the economic life of the chattel would represent a major extension of existing authority. (On Demand Information plc v
Michael Gerson (Finance) plc [2001] 1 WLR 155 (CA); [2003] 1 AC 368 (HL) considered .)

3.  In the present case Celestial had a very real continuing interest in the aircraft themselves, not just in the payment of rent.
Its expectation was that it would receive the aircraft back so as to be able to relet them or resell them and one of Paramount's
primary obligations under the ASLAs was to redeliver the aircraft in the appropriate condition upon termination. In the
circumstances it could not be said that this was a case where the termination provision was inserted ‘essentially to secure
the payment of money’ or that that was the ‘primary object of the bargain’ with the termination provision being inserted
as ‘security for the production of that result’. That strongly indicated that this was not a case in which the court has relief
jurisdiction. (Shiloh Spinners applied; The Jotunheim [2005] 1 Ll Rep 181 distinguished .)

4.  There were powerful practical and policy reasons, in particular the need for certainty, leading to the conclusion that there
should be no relief jurisdiction in relation to aircraft leases such as the ASLAs. ( Sport International Bussum BV v Inter-
Footwear Ltd [1984] 1 WLR 776 and Union Eagle Ltd v Golden Achievement Ltd [1997] AC 514 considered .)

*167

5.  This was not one of the limited cases in which there was jurisdiction to order relief against forfeiture. In any event,
as a matter of discretion, relief against forfeiture should not be granted, notwithstanding the serious consequences which
Paramount might suffer if the aircraft were redelivered to Celestial. In particular, the operative defaults were knowingly
committed and there was no excuse or even explanation for them. They were committed against a background of persistent
defaults evidencing a cavalier disregard by Paramount for its contractual obligations and despite clear warnings of the
consequences of continuing default. The defaults had still not been cured and Paramount had been in further default as well
as in breach of a court order. There was real prejudice to Celestial if relief was given and it was compelled to carry on with
the ASLAs. ( Goker v NWS Bank plc (1 August 1990, CA) applied .)

The following cases were referred to in the judgment:

 Afovos Shipping Co SA v R Pagnan & Fratelli (The Afovos) [1980] 2 Ll Rep 469 .
 Goker v NWS Bank plc (1 August 1990, CA) .
 Hill v Barclay (1811) 18 Ves Jun 56; 34 ER 238 .
 Jotunheim, The [2005] 1 Ll Rep 181 .
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 On Demand Information plc v Michael Gerson (Finance) plc [2001] 1 WLR 155 (CA); [2003] 1 AC 368 (HL) .
 Sanders v Pope (1806) 12 Ves Jun 282; 33 ER 108 .
 Scandinavian Trading Tanker Co AB v Flota Petrolera Ecuatoriana (The Scaptrade) [1981] 2 Ll Rep 425; [1983] QB 529

(CA); [1983] 2 AC 694 (HL) .
 Shiloh Spinners Ltd v Harding [1973] AC 691 (HL) .
 Sport International Bussum BV v Inter-Footwear Ltd [1984] 1 WLR 776 .
 Steedman v Drinkle [1916] 1 AC 275 .
 Stickney v Keeble [1915] AC 386 .
 Transag Haulage Ltd v Leyland DAF Finance plc [1994] 2 BCLC 88 .
 Union Eagle Ltd v Golden Achievement Ltd [1997] AC 514 .
 Whiteley Ltd v Hilt [1918] 2 KB 808 .

Representation

 Timothy Saloman QC and Nicholas Craig (instructed by Allen & Overy Llp ) for the claimant.
 Stephen Cogley (instructed by Andrew Jackson Solicitors ) for the defendant.

JUDGMENT

Hamblen J:

Introduction and background

1.  The general background to these proceedings is set out in the judgment of Teare J of 4 December 2009 ( [2009] EWHC
3142 (Comm)) whereby he gave judgment for the Claimant (‘Celestial’), the owner of three Embraer 175 aircraft (‘the
Aircraft’) leased to the Defendant (‘Paramount’) under three aircraft specific lease agreements *168  each dated 29 July
2005 (‘the ASLAs’), against Paramount on its application for summary judgment in respect of Celestial's claim for moneys
due under the ASLAs. He gave judgment in the sum of US$791,944.54. Further, he ordered, without prejudice to Paramount's
contention that the ASLAs had been validly terminated on 14 October 2009, that various payments be made to Celestial by
Paramount on an ongoing basis on various dates each month. He also ordered Paramount to permit Celestial to inspect the
Aircraft (including records) by 18 December 2009; this was on account of, amongst other things, Celestial's concerns over
the maintenance of the Aircraft.

2.  On its application for summary judgment Celestial had also sought delivery up of the Aircraft leased under the ASLAs
(and various declarations including a declaration that the ASLAs had been validly terminated). However, shortly before the
hearing of Celestial's application on 24 November 2009 Paramount contended that it should have relief from forfeiture. Teare
J decided that this question was arguable and gave directions for an expedited trial. At a further hearing before me on 19
January 2010 I gave further directions including an order, in light of the fact that disputes had arisen about whether Celestial
had been given a proper opportunity to inspect the Aircraft, that issues relating to the maintenance and operation of the
Aircraft be left to be determined, if necessary, at a further trial (to commence on 19 April 2010). The present trial concerns
whether Paramount is entitled to relief against forfeiture on the basis that the only breach giving rise to the right to terminate
is the failure to pay moneys due as held by Teare J.

The issues

3.  There are essentially two issues for determination, namely:

 (1)  Whether the Court has jurisdiction to grant relief from forfeiture in relation to an aircraft operating lease of the type
and on the terms of those before the Court; and

 (2)  If so, whether it is appropriate for the Court, in the exercise of its discretion, to grant such relief.
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The witness evidence

4.  At the trial I heard oral evidence from four witnesses of fact, namely:

 (1)  Mr M Thiagarajan–the Managing Director of Paramount (by video link);
 (2)  Mr Dermot Manifold – the Vice President in Marketing Operations for General Electric Capital Aviation Services

(‘GECAS’–the owner of Celestial, which is a leasing vehicle) who monitors the availability of aircraft within the GECAS
fleet and identifies potential customers for aircraft; *169

 (3)  Mr Adam Law – a Senior Vice President and Counsel of GECAS who was involved in the decision making processes
of GECAS with respect to Paramount; and

 (4)  Ms Leona Drennan – an operations associate within GECAS who was from July 2009 responsible for managing the
Paramount account.

5.  Celestial also served a statement from Mr Kuber Dewan–a lawyer in India who was involved in the application for
deregistration lodged with the DGCA in November 2009 by GECAS, who was not required to be called.

6.  Both sides also served expert reports on the effect of the Foreign Exchange Management Act 1999 in the context of
the operating leases of commercial aircraft from Indian lawyers, Ms Fereshte Sethna for Celestial and Mr Rahul Balaji for
Paramount. There was a large measure of agreement between the experts and it was considered unnecessary that they be
called, although both sides reserved the right to comment on the other's expert evidence.

The terms of the Aslas

7.  On 29 July 2005 GECAS concluded an Aircraft Lease Common Terms Agreement with Paramount (‘the CTA’). The CTA
was concluded in anticipation of Paramount concluding a number of leases with GECAS or one or more of its subsidiaries
which were to be concluded on the terms of an Aircraft Specific Lease Agreement .

8.  On the same day Celestial concluded the ASLAs with Paramount. The ASLAs are all, save for the scheduled delivery
dates, in materially identical terms and each one expressly incorporates the terms of the CTA . The term of each of the ASLAs
is eight years from the date of delivery of each of the Aircraft.

The payments required to be made by Paramount to Celestial: clause 5

9.  Clause 5 of the CTA which was incorporated into each of the ASLAs defines the payment obligations of Paramount.
There are essentially three types of payment that are required to be made by Paramount, namely (1) rent, being the moneys
paid to lease the aircraft, (2) supplemental rent, being moneys to be paid by Paramount on account of the maintenance costs
associated with the aircraft and (3) deposit, being moneys paid as security for all of Paramount's obligations under each of the
ASLAs. (There is also an obligation to indemnify Celestial in respect of any expenses incurred by it in and about enforcing
or preserving its rights under the particular ASLA or in respect of repossession of the aircraft).

10.  As regards (1), rent, by clause 5.3 Paramount is required to pay ‘Rent’ (being the amount agreed in each ASLA ) in
advance on each ‘Rent Date’ (which is the first *170  day of each ‘Rental Period’. Each Rental Period is of one calendar
month duration; the first such period starts on the date that the relevant aircraft is offered for delivery to Paramount. By sub-
clause (a), ‘Lessor must receive value for the payment on the Rent Date.’ In essence, by this clause Paramount is required to
ensure that Celestial receives rent in advance on a monthly basis on the same date each month for each aircraft. Rent is due
to Celestial pursuant to the terms of the CTA as incorporated into the ASLAs as follows:

 (1)  for the aircraft with registration number MSN 17000126 VT-PAD by the latest the 9th day of each month (earlier if
such was a non-business day; the Rent due being US$217,768.30);
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 (2)  for the aircraft with registration number MSN 17000137 VT-PAE by the latest the 4th day of each month (earlier if
such was a non-business day; the Rent due being US$215,315); and

 (3)  for the aircraft with registration number MSN 17000147 VT-PAF by the latest the 27th day of each month (earlier
if such was a non-business day; the Rent due being US$219,670.65).

11.  As regards (2), supplemental rent, by clause 5.4 Paramount is required to pay ‘Supplemental Rent’ by the 15th day of
each calendar month on account of the usage of the particular aircraft in the preceding calendar month.

12.  In relation to (3), deposits, by clause 5.1 Paramount is required to pay Celestial any deposit specified in each ASLA .
Further,

 (1)  by clause 5.13 if Paramount fails to comply with any term of any of the ASLAs (‘Other Agreements’ being any
ASLA concluded with Paramount by Celestial) Celestial is entitled to apply part or all of the deposit against obligations
owed by Paramount to Celestial (or its affiliates). Insofar as such right is exercised Paramount is required, following a
demand in writing from Celestial, to restore the deposit to the level at which it previously stood.

 (2)  by clause 5.14 if Paramount is required or elects to provide Celestial with a letter of credit in the place of a cash
deposit as security for all of Paramount's obligations, such is (at the option of Celestial) to be confirmed at Paramount's
expense by the London or New York branch of a major international bank which is acceptable to Celestial (in its sole
discretion). Further

 (i)  by sub-clause (b), the Letter of Credit so provided can, if Celestial agrees, expire before the end of the term of the
ASLA ; however, if it does it is required to be ‘renewed, extended or reissued and delivered to [Celestial] not later
than six (6) months prior to its expiry’. *171

 (ii)  by sub-clause (d), on the occurrence of an Event of Default Celestial is entitled on demand to draw down on
the Letter of Credit.

13.  Common to all of the types of payment that are to be made by Paramount to Celestial (viz. (1), (2) and (3)) are,

 (1)  by clause 5.5 all payments made by Paramount to Celestial ‘will be made for value on the due date in Dollars and in
immediately available funds … by wire transfer to: BNP Paribas, London…’

 (2)  by clause 5.3(c) it is agreed that:

‘all payments to be made by [Paramount] to [Celestial] under Lease shall be made without prior demand to
[Celestial]. Without prejudice to such right of [Celestial], for facilitation purposes only before the Exchange Control
Authority of India, [Celestial] agrees to remit invoices for the payments of Rent under the Lease no later than 10
days before the Rent Date. Either the non-remittance or non-receipt of any such invoice by Lessor shall not excuse
or release [Paramount] of its obligation to pay Rent, which [Paramount] acknowledge and agree are absolute and
unconditional obligations.’

 (3)  by clause 5.16 Paramount is liable, on demand from Celestial, to pay interest at a rate of six month LIBOR plus 5%
(see the definition in Schedule 1 to the CTA ) if it fails to pay any amount due to it on time.

14.  Clause 5.12 states as follows:

‘The Lease is a net lease. [Paramount's] obligations to pay Rent and to perform all of its other obligations is absolute
and unconditional no matter what happens and no matter how fundamental or unforeseen the event. [Paramount] shall
not regard its obligations as ended, suspended or altered in any way because of any defence, set-off, counterclaim,
recoupment or other right of any kind or of any other circumstance.’

15.  In addition, clause 15.6 provides as follows:

‘The time stipulated in the Lease for all payments payable by [Paramount] and the prompt, punctual performance of
[Paramount's] obligations under the Lease are of the essence of the Lease.’

Celestial's covenants: clause 7
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16.  By clause 7 of the CTA Celestial makes two covenants with Paramount which are both expressly conditional on the fact
that ‘no Event of Default has occurred and is continuing.’ *172

 (1)  clause 7.1 provides: ‘So long as no Event of Default has occurred and is continuing, [Celestial] will not interfere with
[Paramount's] right to quiet use and possession of the Aircraft during the Term.’

 (2)  by clause 7.2 Celestial agrees (in circumstances where Supplemental Rent is due) ‘provided no Event of Default
has occurred and is continuing, [Celestial] will pay the following amounts to [Paramount] by way of contribution to the
cost of maintenance of the Aircraft …’ Such payment from Celestial is only due upon receipt by it of an invoice with
supporting documentation evidencing performance of the specified work by the Maintenance Performer (being a person
who is (i) approved and internationally recognised by the FAA or JAA to perform maintenance/modification services on
commercial aircraft and (ii) agreed by both Celestial and Paramount: see the definition in Schedule 1 to the CTA ).

Paramount's covenants: clause 8

17.  Paramount gives a number of undertakings or covenants to Celestial under clause 8 of the CTA . In particular:

18.  By clause 8.2 it agrees to provide certain information to Celestial including, amongst other things:

 (1)  at 8.2(a), to provide Celestial with a Technical Report (meaning a monthly report of the Flight Hours, Cycles, Engine
Flight Hours and Engine Cycles operated by the Airframe and Engines for each calendar month: see Schedule 1 to the
CTA ) within 10 days of the end of each calendar month. It was on the basis of this report that Celestial could calculate the
amount of Supplemental Rent due for the preceding month. This Supplemental Rent became expressly due and payable
on the 15th day of each month.

 (2)  at 8.2(b), promptly to provide Celestial with Financial Information (meaning (i) if requested by Celestial the
consolidated management accounts of Paramount for the most recent financial quarter and (ii) Paramount's audited
balance sheet and profit and loss statement for each year of the particular ASLA within 120 days of such year end: see
Schedule 1 to the CTA ).

 (3)  at 8.2(d), to notify Celestial of any Default (meaning any Event of Default: see Schedule 1 to the CTA ).
 (4)  at 8.2(f), to provide Celestial with any information about the location, condition use and operation of the aircraft or

concerning the business or financial affairs of Paramount as Celestial might from time to time request.

19.  By clause 8.5 Paramount agrees to permit Celestial's representatives access to the aircraft (including the documentary
records) at any reasonable time.

*173

20.  By clause 8.10 Paramount agrees to maintain, overhaul and repair the aircraft so as, amongst other things, to ensure that
it is kept in as good operating condition and repair as on delivery (subject to fair wear and tear).

21.  By clause 8.11 Paramount agrees, amongst other things

 (1)  by sub-clause (c) not to install an engine or part from an aircraft leased under an ASLA on another aircraft owned
or leased by it where an Event of Default has occurred and is continuing.

 (2)  by sub-clause (d) not to install any engine or part on any aircraft leased under an ASLA if an Event of Default has
occurred and is continuing.

Default: clause 13

22.  Clause 13.1 provides as follows:

‘The occurrence of any of the Events of Default will constitute a repudiation (but not a termination) of the Lease by
[Paramount] (whether the occurrence of any such Event of Default is voluntary or involuntary or occurs by operation
of Law or pursuant to or in compliance with any judgment, decree or order of any court or any order, rule or regulation
of any Government Entity.’

23.  The Events of Default themselves are set out in Schedule 9 to the CTA and include:
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 (1)  a failure to make scheduled payments within two business days of the due date or non-scheduled payments within
five days of the due date (a).

 (2)  Paramount fails to renew any Letter of Credit within the timeframe required by clause 5.14(m(iv)).
 (3)  any authorisation required by Paramount to obtain and transfer freely US dollars is ‘modified in a manner unacceptable

to Lessor or is withheld or is revoked, suspended, cancelled, withdrawn, terminated or not renewed, or otherwise ceases
to be in full force’ (f).

 (4)  some event occurs which Celestial, in its reasonable opinion, believes might have a material adverse effect on the
financial condition or operations of Paramount or on the ability of Paramount to comply with its obligations under the
particular ASLA (1).

 (5)  Paramount challenges the rights of Celestial as owner or lessor of the aircraft (i). *174
 (6)  an event of default occurs under any other agreement between Celestial and Paramount (partly, (e)).
 (7)  a failure to remedy any failure of any other provision not specifically identified in schedule 9 within 10 days of being

asked to do so by Celestial (b).

24.  Upon the occurrence of an Event of Default, clause 13.2 provides:

‘[Celestial] may at its option (and without prejudice to any of its other rights under the Lease and/or otherwise), at any
time thereafter (without notice to [Paramount] except as required under applicable Law):

(a)  accept such repudiation and by notice to [Paramount] and with immediate effect terminate the leasing of the
Aircraft (but without prejudice to the continuing obligations of [Paramount] under the Lease), whereupon all rights of
[Paramount] under the Lease shall cease; and/or

(b)  proceed by appropriate court action or actions to enforce performance of the Lease or to recover damages for the
breach of the Lease; and/or

(c)  either:

(i)  take possession of the Aircraft …

(ii)  by serving notice require [Paramount] to redeliver the Aircraft to Celestial at the Redelivery Location (or such other
location as [Celestial] may require.’

The outline factual history

25.  The Aircraft were delivered to Paramount by Celestial as follows:

 (1)  Aircraft 126 was delivered on 9 August 2006;
 (2)  Aircraft 137 was delivered on 4 October 2006; and
 (3)  Aircraft 147 was delivered on 27 October 2006.

26.  Celestial contended that from soon after delivery of each of the Aircraft Paramount became late in its payments of Rent
and Supplemental Rent. This led Celestial to send to Paramount a number of Notices of Default on account of its payment
defaults. The history of defaults/Notices of Default will be addressed further below. For the present I shall focus on the
immediate history leading up to the defaults giving rise to the exercise of the right to terminate in October 2009.

*175

27.  On 10 July 2009 Celestial sent Paramount a Default Notice by reason of the fact that as at that date a total of US
$821,213.42 was due and owing. This non-payment was not remedied and, accordingly, on 20 July 2009 Celestial sent a
Grounding Notice to Paramount.
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28.  These moneys were finally paid late and in breach of contract. However, Paramount then failed to pay rent due on 27
July 2009 (for Aircraft 147) and 4 August, 2009 (for Aircraft 137) in addition to supplemental rent which should have been
paid on 15 July 2009. Accordingly, on 5 August 2009 Celestial sent Paramount a further Default Notice, there being due and
owing a total of US$624,995.65 at that time (as set out in the Appendix to the Notice).

29.  Paramount eventually paid this sum (with late payment interest), but then failed to pay rent due for Aircraft 147 when
due on 27 August 2009 in the sum of US$219,670.65.

30.  On 2 September 2009 Celestial sent another Default Notice. This was not paid and the debt due to Celestial increased
to US$653,681.91 by 9 September 2009.

31.  Thereafter Celestial sent:

 (1)  a Notice of Continuing Default and Final Warning on 10 September 2009 for the continued non-payment of rent and
supplemental rent amounting to US$653,681.91.

 (2)  a Grounding Notice on 16 September because, in continued breach of contract, Paramount failed to pay the moneys
due.

 (3)  a further Default Notice on 17 September (on account of the failure on the part of Paramount to maintain Aircraft
137 in good operating condition).

 (4)  a further Grounding Notice on 24 September 2009 because the moneys due remained outstanding.
 (5)  a reiteration of the Grounding Notice and Warning on 25 September 2009. This Notice made clear that US$215,540.18

remained outstanding (some payment having been made by Paramount), that no response had been received to the Default
Notice of 17 September and that there had been a failure to pay Supplemental Rent (which had been invoiced on 23
September 2009).

 (6)  a Notice of Continuing Event of Default and Warning on 5 October 2009 on account of the continuing failure of
Paramount to pay Supplemental Rent (totalling US$136,951.27) due on 15 September and rent for Aircraft 147 on 25
September in the sum of US$219,670.65 and for Aircraft 137 on 2 October in the sum of US$215,325, as set out in
Appendices A and B to the Notice. These sums remained due and owing at the time of the Termination Notice.

*176

32.  Finally, on 14 October 2009 Celestial served a Termination Notice on Paramount.

33.  In the period running up to the 14 October 2009 Termination Notice Paramount was also in default in relation to the
letters of credit required to be provided.

34.  Celestial had agreed that Paramount could provide it with confirmed letters of credit on account of its deposit obligations
under each of the ASLAs. The relevant letters of credit (issued respectively on 24 September 2008 and 17 December 2008)
were all confirmed by Deutsche Bank in March 2009; one was due to expire on 24 September 2009 and the others on 17
December 2009.

35.  On 5 August 2009 Ms Leona Drennan of GECAS advised Paramount that it needed to renew the letter of credit it had
provided in respect of Aircraft 126, such being due to expire on 24 September 2009.
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36.  This request was then repeated on 10 August and 12 August with no response from Paramount; on 13 August Mr Aashish
Sonawala of GECAS sought clarification from Paramount of, amongst other things, the renewal of the letter of credit and
was advised the same day that ‘It will be renewed as per agreement’. Thereafter, Paramount was reminded of its obligation to
renew on a number of further occasions; it advised that it was under renewal, but a renewed letter of credit was not received.

37.  On 11 September 2009 Celestial again asked for an update on the extension, advising that it would have to place the
drawdown documentation with Deutsche Bank.

38.  On 16 September 2009 Leona Drennan received by email from Paramount a swift message from Andhra Bank to Deutsche
Bank (dated 15 September 2009) in which it was stated that it had been approached by Paramount to extend the validity period
of the existing letter of credit and that it intended to do so on 20 September 2009. Nothing was received from Paramount on
20 September and accordingly, Ms Drennan again asked for advice as to the status of the renewal.

39.  In the absence of any response from Paramount and as the security was due, imminently, to lapse, Celestial drew down
on the letter of credit as it was entitled to under the ASLA for Aircraft 126. By this time, Paramount had been in breach of
contract for almost six months.

40.  On the evening of 24 September 2009 a further swift message was sent to Deutsche Bank by Andhra Bank advising that
the letter of credit had been renewed to 22 September 2010, but for a lesser amount, as Paramount claimed the right to reduce
the amount. The audited accounts required to justify such a reduction had not been provided and so, as the reduction had not
been agreed, there was no entitlement so *177  to do. In addition, this letter of credit was not, in any event, confirmed by
Deutsche Bank as was required by Celestial.

Jurisdiction to grant relief against forfeiture

41.  There was a major issue between the parties as to whether the Court has jurisdiction to grant relief against forfeiture
(‘the relief jurisdiction’) in relation to aircraft leases such as those in the present case. Celestial submitted that this equitable
jurisdiction had never previously been held to be exercisable in relation to such leases, or any like agreements. Paramount
submitted that the jurisdiction should be held to be exercisable in relation to possessory leases such as these, and relied
in particular on the decision in The Jotunheim [2005] 1 Ll Rep 181 in which it was held to be exercisable in relation to a
bareboat charter.

42.  The authorities indicate that in order to determine whether there is jurisdiction to grant relief against forfeiture the
following considerations are of particular relevance:

 (1)  Whether the contract involves the transfer of proprietary or possessory rights–see The Scaptrade [1983] 2 AC 694 .
 (2)  If so, whether:

(i)  ‘it is possible to state that the object of the transaction and of the insertion of the right to forfeit is essentially
to secure the payment of money’; and/or
(ii)  ‘the primary object of the bargain is to secure a stated result which can effectively be attained when the matter
comes before the Court, and where the forfeiture provision is added by way of security for the production of that
result.’

– see Shiloh Spinners Ltd v Harding (HL) [1973] AC 691 per Lord Wilberforce at p. 722B, 723G.
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 (3)  If so, whether reasons of legal policy support the existence of such a jurisdiction–see The Scaptrade per Lord Diplock
at p. 703E.

43.  Before considering each of these matters it is important to analyse the nature of the ASLAs and to identify their most
relevant features. In relation to whether the relief jurisdiction exists I consider that the following features of particular
relevance:

 (1)  The leases involve transfer of possession of the Aircraft during their term to Paramount. The stated term is eight
years. During the term of the leases the risks and rewards of possession and operation of the Aircraft rest with Paramount.
Paramount has to bear all costs and risks associated with operating, repairing, insuring and returning the Aircraft. *178

 (2)  The Aircraft were to be returned to Celestial on completion of the eight year term, unless earlier terminated. The
Aircraft have a useful economic life of at least 20 years (on Paramount's evidence); 25–30 years (on Celestial's evidence).
The leases were therefore for only a proportion of the economic life of the Aircraft and the residual value, reward and
risk rested with Celestial.

 (3)  Ownership is not transferred to Paramount at the end of the term. There is no right to purchase the Aircraft during
or at the expiry of the leases.

 (4)  Paramount's right to use and possession of the Aircraft is conditional in that it is stated that Celestial will not interfere
with it ‘so long as no Event of Default has occurred and is continuing’ ( cl. 7.1 of the CTA ).

 (5)  It is recognised in Schedule 6 to the CTA that a subsequent user of the Aircraft might need to inspect it prior to
redelivery and Paramount agreed ‘to cooperate reasonably at all times during the Term with Lessor Owner and/or such
purchaser or such next operator in order to coordinate, assist and grant access for such inspections and/or meetings as
necessary.’

 (6)  Schedule 6 to the CTA sets out detailed terms governing the procedures and operating condition of the Aircraft at
redelivery.

 (7)  A number of clauses in the CTA indicate that redelivery and transfer back was intended to happen immediately upon
termination, such as clause 12.1, 13.2(a), 13.2(c) and 13.5.

 (8)  The ASLAs address in considerable detail, amongst other things, the parties' respective obligations; the time for
performance of obligations; what breaches will be classified as ‘Events of Default’; what an ‘Event of Default’ will entitle
Celestial to do; how termination can be declared by Celestial and what obligations its act of termination will thereupon
impose upon the lessee.

 (9)  Time was stated to be of the essence for all Paramount's payment obligations (cl. 15.6).

44.  The consideration provided for use of the aircraft was monthly Rent. This was payable in advance (cl. 5.3).

45.  The Supplemental Rent was payable in order to build up a fund to be used to cover major maintenance events for the
aircraft such as an Airframe Structural Check or Engine Refurbishment (cl. 5.4, 7.2). This was payable on the basis of past
use according to rates based on the number of flight hours actually used. When the qualifying maintenance work was carried
out, Paramount was entitled to be paid the costs of the work out of the accrued Supplemental Rent.

*179

46.  The required deposit was to be in a substantial amount (10 months' Rent reducing in certain circumstances to a minimum
of six months' Rent) (cl. 5.1). This was meant to provide security for performance of Paramount's obligations, including its
redelivery obligation. The evidence was that the cost of putting the Aircraft into its required redelivery condition can be
very substantial.

47.  Paramount submitted that if one takes into account both Rent and Supplemental Rent, over the eight year term of the
ASLAs they would be paying Celestial more than the cost of the aircraft of about US$26 million. However, I do not accept
that it is appropriate to take Supplemental Rent into account. As explained above, that was a fund to be used for major aircraft
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maintenance. It was not directed at the cost of purchase of the Aircraft, nor did it include any profit. If Rent alone is taken
into account then the full term payments would be in the region of US$21 million. In any event the US$26 figure million
takes no account of finance costs and the evidence was that about 84% of the cost of the Aircraft would have been borrowed
at commercial rates of interest. Nor does it include any element of profit. In any event, I accept Mr Manifold's evidence
that, in common with most aircraft operating leases, the Rent payable depended on the prevailing supply and demand for
aircraft of this type.

(1) Whether the contract involves the transfer of proprietary or possessory rights

48.  The Scaptrade makes it clear that relief against forfeiture is generally limited to contracts which involve the transfer of
proprietary or possessory rights–see the judgment Lord Diplock at p. 702C. That was a major reason why the House of Lords
held that the jurisdiction did not arise in respect of a contract of services such as a time charter.

49.  In the present case the leases do not involve the transfer of any proprietary rights. However, they do involve the transfer
of possessory rights during their term. In that regard the leases are analogous to bareboat charters and in The Scaptrade the
House of Lords expressly left open the question of the applicability of relief against forfeiture to bareboat charters (p. 704G).

50.  Celestial submitted that the right to bare possession of a chattel for a term was insufficient to attract the relief jurisdiction.
They stressed that the moveable property cases in which the jurisdiction has been held to exist have involved not merely a
possessory right but also a proprietary or expectant proprietary right. For example:

 (1)  In Goker v NWS Bank plc (1 August 1990, CA ) the dispute concerned a ‘deferred purchase agreement’ for a car.
 (2)  In Transag Haulage Ltd v Leyland DAF Finance plc [1994] 2 BCLC 88 the dispute concerned three hire purchase

agreements each for a single vehicle. There was a right to buy each vehicle for £5 at the end of the intended three year
period of the agreement. *180

 (3)  In On Demand Information plc v Michael Gerson (Finance) plc [2003] 1 AC 368 the dispute concerned a finance
lease agreements of video and editing equipment pursuant to which the lessor recouped the cost of the equipment with
interest, costs and profit by the end of the three year lease period. At the end of the lease period the lessee was entitled
to sell the equipment to a third party and retain 95% of the sale proceeds.

 (4)  In The Jotunheim [2005] 1 Ll Rep 181 the dispute concerned a bareboat charter which provided a hire purchase
agreement pursuant to which at the end of term of the charterparty the vessel would belong to the charterers.

51.  Paramount placed particular reliance upon the judgment of Robert Walker LJ in the Court of Appeal judgment in On
Demand Information plc v Michael Gerson (Finance) plc [2001] 1 WLR 155 . In his judgment at p. 170–171 it was stated
as follows:

‘I think that Knox J could have based his decision on Transag's possessory rights during the currency of each of the hire-
purchase agreements, as well as on its option to purchase under clause 24 once the agreement had run its course.

Those possessory rights arose under contracts but I cannot accept the submission that those rights, or the rights of On
Demand under the finance leases, were purely contractual rights if that intensitive implies that they had insufficient
possessory character to meet the principles which emerge from the authorities considered above.

What was said in Whiteley Ltd v Hilt seems to me to be well in line with those principles. Whiteleys and Miss Nolan
entered into a hire-purchase agreement for the hire of a piano, which Miss Nolan purported to sell to the defendant.
Whiteleys sued the defendant for detinue or conversion, and the real issue was as to the measure of damages. Warrington
LJ said [1918] 2 KB 808 , 819–820:

“The nature of the interest taken by the hirer under the agreement appears to me to be this: First, a right to retain
possession of the chattel so long as she performed the conditions of the agreement. Secondly, an option to purchase
the chattel exercisable by payment of the instalments provided for by the contract.”–The third right was a right of
reinstatement after default under a special provision of the contract–“That, in my opinion, was the interest of the hirer.
The general property in the chattel no doubt remained in the plaintiffs, but that general property in it was qualified and
limited by the contractual interest conferred by the agreement upon the hirer. Now, was that interest assignable? In my
opinion it clearly was.”
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Contractual rights which entitle the hirer to indefinite possession of chattels so long as the hire payments are duly made,
and which qualify and limit the owner's *181  general property in the chattels, cannot aptly be described as purely
contractual rights.’

This part of the judgment was approved by Lord Millett in the House of Lords judgment [2003] 1 AC 368 at paragraph 29.

52.  I accept that the On Demand case provides support for the proposition that the relief jurisdiction may apply to contracts
which transfer possessory rights only. However, it is to be noted that both On Demand and Whiteley Ltd v Hilt were treated
as cases involving a right to ‘indefinite’ possession of the chattels.

53.  A contract which allows the hirer or lessee to keep possession of the chattel indefinitely is analogous to one in which he
ultimately acquires ownership. In both cases the expectation is that the lessor will not get the chattel back and the consideration
payable will reflect that expectation. In the On Demand case, for example, rent was payable for a primary period of 36 months
at a rate designed to recoup the lessor by the end of that period for the cost of the equipment with interest together with other
costs and profit. Thereafter the lessee was entitled to indefinite possession for a nominal annual rent. In such circumstances
the lessor's continuing interest in the chattel is essentially an economic one. Its interest is in payment of the rent rather than
the return of the chattel. In substance it is more of a security interest than an ownership interest.

54.  In the present case, by contrast, Paramount only has a right to possess the Aircraft for a proportion of its economic life.
As such Celestial retains a very real interest in the Aircraft themselves, including their proper maintenance, the extent of their
use, their condition, and their rental and resale value. Possession of the Aircraft will revert to it at a time when the bulk of their
economic life is still to run, and there are detailed terms addressing the return of the Aircraft and their required redelivery
condition. Celestial therefore retains many of the risks and rewards of ownership. Moreover, Rent was not calculated on the
basis of recouping the cost of the Aircraft together with interest and profit. In such circumstances Celestial's general property
in the Aircraft was not qualified or limited in the way in which it was in the On Demand case.

55.  In this connection I was referred to the distinction between finance and operating leases, which is also addressed in the
On Demand case at p. 158 of Robert Walker LJ's judgment as follows:

‘The deputy judge quoted a passage from a statement published by the Institute of Chartered Accountants, SSAP 21,
which provides a convenient explanation of how a finance lease differs from an operating lease:

“ Background Leases and hire-purchase contracts are means by which companies obtain the right to use or purchase
assets. In the UK there is normally no *182  provision in a lease contract for legal title to the leased asset to pass to
the lessee. A hire-purchase contract has similar features to a lease except that under a hirepurchase contract the hirer
may acquire legal title by exercising an option to purchase the asset upon fulfilment of certain conditions (normally
the payment of an agreed number of instalments). Current tax legislation provides that in the normal situation capital
allowances can be claimed by the lessor under a lease contract but by the hirer under a hire-purchase contract.

Forms of lease Leases can appropriately be classified into finance leases and operating leases. The distinction between
a finance lease and an operating lease will usually be evident from the terms of the contract between the lessor and
the lessee. An operating lease involves the lessee paying a rental for the hire of an asset for a period of time which is
normally substantially less than its useful economic life. The lessor retains most of the risks and rewards of ownership
of an asset in the case of an operating lease. A finance lease usually involves payment by a lessee to a lessor of the full
cost of the asset together with a return on the finance provided by the lessor. The lessee has substantially all the risks
and rewards associated with the ownership of the asset, other than the legal title. In practice all leases transfer some
of the risks and rewards of ownership to the lessee, and the distinction between a finance lease and an operating lease
is essentially one of degree.”’

56.  On the basis of these definitions, the leases in the On Demand case were finance leases, whilst the leases in the present
case are operating leases. In particular the ASLAs involved rental for a period of time which was substantially less than the
aircraft's useful economic life and thereby the retention by Celestial of most of the risks and rewards of ownership.
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57.  In summary, whilst I accept that the ASLAs transfer possessory rights to Paramount, for the relief jurisdiction to apply
to contracts transferring a bare possessory right for only a proportion of the economic life of the chattel would represent a
major extension of existing authority.

(2) Whether: (i) ‘it is possible to state that the object of the transaction and of the insertion of the right to forfeit is essentially
to secure the payment of money’; and/or (ii) ‘the primary object of the bargain is to secure a stated result which can effectively
be attained when the matter comes before the Court, and where the forfeiture provision is added by way of security for the
production of that result’

58.  Paramount submitted that the insertion of the right to terminate in respect of defaults in payment was essentially to secure
the payment of money.

59.  In this connection reliance was placed in particular on the decision of Cooke J in The Jotunheim .

*183

60.  That case concerned a bareboat charter on an amended Barecon 89 Form by which the vessel Jotunheim was chartered
for a period of 48 months. Part IV of the charter provided for a Hire/Purchase Agreement under which the vessel would, on
expiry of the charter and provided that the charterers had fulfilled their obligations under the charter, belong to the charterers.
Hire was to be paid monthly in advance at the rate of US$15,104.17 discountless, and there was provision for payment of
a US$25,000 deposit on signing the charter and for lump sum deposits of US$50,000 or US$75,000 to be paid with the 6
months, 12 months and 16 months hire payments. Clause 32 of the charter provided a right of withdrawal ‘in case of buyers’
default for non-payment of hire moneys due to owner'. The owners withdrew the vessel for non-payment of hire. Each party
then applied for summary judgment. Cooke J held that the owners were entitled to withdraw the vessel; that the court had
jurisdiction to grant relief against forfeiture, but that on the facts relief would not be granted.

61.  In his judgment Cooke J stated as follows at p. 188–189:

‘47.  It is accepted by the owners that the Court is, in principle, entitled to grant relief from forfeiture of a contract such
as this, provided that the object of the transaction and of the insertion of the right to forfeit for non-payment of money
is essentially to secure the payment of that money or is security for the attainment of a specific result which can be
achieved through the Courts. If the contract provides for a right to retain possession of a chattel so long as the conditions
of the agreement are performed, together with the right to purchase the chattel by payment of the instalments provided
for by the contract, relief from forfeiture is available provided that the right of forfeiture is for either of these purposes.

…

50.  Mr. Collett for the owners argued that there was no difference in principle between the position under a time charter
and a demise charter for material purposes, since, as Lord Diplock said in The Scaptrade at p. 257, it was not possible to
say that the insertion of the withdrawal clause, let alone the transaction itself, was to secure the payment of money. Hire
was payable in advance to provide a fund to which owners could have access to provide the services they had contracted
to provide to the charterers. Here, under this demise charter, Mr. Collett argued, hire was payable in advance to provide
a fund for the owners to pay their mortgage. The key here, however, in my judgment, is the provision of services in
a time charter, whereas in a bareboat charter which is also a hire/purchase agreement, the owners provide the ship in
anticipation that they will do nothing further after delivery. They receive the charterers' payments and, if all goes well,
transfer the vessel to the charterers on receipt of the final instalment.

51.  So, although the parties differed as to whether or not the insertion of cl. 32 in the charter was essentially to secure
the payment of money or the production *184  of a stated result which could effectively be obtained when the matter
came before the Court, in my judgment the demise charterers are right on this point. The demise charterers are given
contractual and possessory rights in relation to the vessel during the four years of the charter, as is plain from cll. 9(a)
and (b). Whilst the agreement functions both as a demise charter and as a sale agreement (see the heading to Part IV
which refers to this as a hire/purchase agreement) the demise charterers do have the right to have ownership transferred
to them at the end of the charter period, if there has been compliance with the conditions of the charter.

52.  The essential purpose, therefore, of the right to withdraw the vessel under cl. 32 is to secure the payment of the hire
for which the agreement provides and also payment of the deposits; default in the latter respect is non-performance of
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other agreed terms, which is covered by cl. 32. There is both a requirement for an initial deposit payable at the outset,
which is part of the purchase price and security for the fulfilment of the contract (which has nothing whatever to do
with hire payments as such) and, as the contract goes on further, deposits are payable at 6 months, 12 months and 16
months, which will equally be lost to the demise charterers if the right of withdrawal is exercised. Clause 32, therefore,
acts in terrorem to ensure that payments are properly made.

53.  The need for availability of relief of the kind suggested here appears to be stronger in the present case then in a
hire purchase or financing purchase agreement of the kind found in Gerson , relating to chattels, or even in leases of
land where there is, of course, a statutory regime. It is of little consequence that the owners need a fund from the hire
payments to discharge their mortgage. They can always sue for hire due and recover it, whilst the right to withdraw is
there as a form of security to ensure performance.’

62.  Paramount submitted the aircraft leases share many of the characteristics of bareboat charters and that a similar analysis
applies to the termination provisions in this case. However, the ‘key’ according to Cooke J was that:

‘… in a bareboat charter which is also a hire/purchase agreement, the owners provide the ship in anticipation that they
will do nothing further after delivery. They receive the charterers' payments and, if all goes well, transfer the vessel to
the charterers on receipt of the final instalment.’

63.  Cooke J therefore identified the fact that the charter was also a hire/purchase agreement as a central consideration. As
such, the anticipation was that the owners would do nothing after delivery apart from receive payments and transfer ownership
of the vessel at the end of the charter. Their interest was therefore essentially an economic one. However, in the present case
Celestial have a very real continuing interest in the Aircraft themselves, not just in the payment of rent. Their anticipation
was that they would receive the Aircraft back so as to be able to relet them or resell *185  them and one of Paramount's
primary obligations under the ASLAs was to redeliver the Aircraft in the appropriate condition upon termination.

64.  In such circumstances I do not consider that it can be said that the or the essential purpose of the termination provisions
in the ASLAs was as ‘security’ for the payment of rent. An essential purpose of the termination provisions was to secure
Celestial's ability to be released from the ASLAs and to have the Aircraft returned in circumstances where Paramount was
in default. Moreover, security under the ASLAs was provided by the requirement that a deposit be provided (in cash or by
letter of credit).

65.  In contrast to The Jotunheim I therefore do not accept that this is a case where the termination provision was inserted
‘essentially to secure the payment of money’ or that this was the ‘primary object of the bargain’ with the termination provision
being inserted as ‘security for the production of that result’. If that is correct then the authoritative guidance provided in the
Shiloh Spinners case strongly indicates that this is not a case in which the court has relief jurisdiction.

(3) Whether reasons of legal policy support the existence of such a jurisdiction

66.  It is clear in particular from the case of Sport International Bussum BV v Inter-Footwear Ltd [1984] 1 WLR 776 that
even if a case can be shown to come within the principles set out in the Shiloh Spinners case it does not follow that the relief
jurisdiction is exercisable. As stated by Oliver LJ at p. 785:

‘… Lord Wilberforce was contemplating that the jurisdiction exists in some cases where the primary object of the
forfeiture is to secure a stated result, but he cannot, we think, have had it in mind that the jurisdiction was exercisable
wherever the stated condition existed. It is inherent in his statement of principle that it applies only in “appropriate
and limited cases” and, while it is true that he went on to consider the conduct of the applicant for relief in order to
determine whether the case was an “appropriate” one, we cannot find in his speech any suggestion that he was treating
“appropriate” and “limited” as synonyms …

Thus Shiloh Spinners Ltd v Harding [1973] AC 691 , in our judgment, establishes as a matter of decision no more than
this: that one essential hall-mark of the limited cases in which the equitable jurisdiction to relieve will be exercisable is
that the forfeiture clause has been inserted with the object mentioned.’
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67.  As was made clear in the House of Lords decision in The Scaptrade , it is necessary to consider whether ‘practical
considerations of legal policy’ support the existence of the relief jurisdiction.

68.  This point was reinforced by Oliver LJ in the Sport International case at p. 783–789B and especially at 788C–F: *186

‘The fact remains that the jurisdiction never was, and never has been up to now, extended to ordinary commercial
contracts unconnected with interests in land and, though it may be that there is no logical reason why, by analogy
with contracts creating interests in land, the jurisdiction should not be extended to contracts creating interests in other
property, corporeal or incorporeal, there is, at the same time, no compelling reason of policy that we can see why it
should be. And the fact is that the defendant in this case is seeking an extension by analogy, and an extension not based
on any pressing consideration of legal policy but simply on an appeal to sympathy for what is considered to be a hardship
arising from strict adherence to a bargain which is concluded with its eyes open. To quote again from Robert Goff LJ in
Scandinavian Trading Tanker Co AB v Flota Petrolera Ecuatoriana [1983] QB 529 , 539:

“The question whether it should be so extended must be considered on its merits, as a matter of policy, taking into
account the relatively slight assistance available to us from the authorities, though the fact that the jurisdiction has never
before been extended to purely commercial transactions must surely cause us to regard the extension, which we are now
invited to make, with a considerable degree of caution.”’

69.  In his judgment in The Scaptrade at p. 703G Lord Diplock approved and incorporated the practical and policy objections
identified by Robert Goff LJ in his judgment in that case.

70.  In The Scaptrade [1983] QB 529 Robert Goff LJ stated as follows at 540:

‘It is of the utmost importance in commercial transactions that, if any particular event occurs which may affect the
parties' respective rights under a commercial contract, they should know where they stand. The court should so far as
possible desist from placing obstacles in the way of either party ascertaining his legal position, if necessary with the
aid of advice from a qualified lawyer, because it may be commercially desirable for action to be taken without delay,
action which may be irrevocable and which may have far-reaching consequences. It is for this reason, of course, that
the English courts have time and again asserted the need for certainty in commercial transactions–for the simple reason
that the parties to such transactions are entitled to know where they stand, and to act accordingly.’

71.  A more recent authoritative statement to similar effect in the context of the relief jurisdiction can be found in Lord
Hoffmann's judgment in Union Eagle Ltd v Golden Achievement Ltd [1997] AC 514 at 518H–519E and at 519F:

‘The principle that equity will restrain the enforcement of legal rights when it would be unconscionable to insist upon
them has an attractive breadth. But the reasons why the courts have rejected such generalisations are founded not merely
upon authority (see per Lord Radcliffe in *187  Campbell Discount Co Ltd v Bridge [1962] AC 600 , 626) but also upon
practical considerations of business. These are, in summary, that in many forms of transaction it is of great importance
that if something happens for which the contract has made express provision, the parties should know with certainty
that the terms of the contract will be enforced. The existence of an undefined discretion to refuse to enforce the contract
on the ground that this would be “unconscionable” is sufficient to create uncertainty. Even if it is most unlikely that a
discretion to grant relief will be exercised, its mere existence enables litigation to be employed as a negotiating tactic.
The realities of commercial life are that this may cause injustice which cannot be fully compensated by the ultimate
decision in the case.

The considerations of this nature, which led the House of Lords in The Scaptrade [1983] 2 AC 694 to reject the existence
of an equitable jurisdiction to relieve against the withdrawal of a ship for late payment of hire under a charterparty, are
described in a passage from the judgment of Robert Goff LJ in the Court of Appeal [1983] QB 529 , 540–541, which
was cited with approval by the House [1983] 2 AC 694 , 703–704. Of course the same need for certainty is not present
in all transactions and the difficult cases have involved attempts to define the jurisdiction in a way which will enable
justice to be done in appropriate cases without destabilising normal commercial relationships.’
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72.  I consider that the ASLAs are transactions in respect of which the need for certainty is very much present. As Celestial
submitted, commercial certainty is an important consideration in respect of an operating lease of an aircraft in which the lessor
maintains a valuable reversionary interest. An aircraft is a valuable asset, with high value components, which is of its very
nature ‘moveable’ and depreciating, which is left in the hands of the other party in a foreign country where it will be registered
for the purpose of the lease (and need to be deregistered to be operated elsewhere). The lessor, having a reversionary right
to the asset, needs to know and agree with precision with the lessee: (a) the obligations of each party, (b) the events that will
entitle to lessor to terminate the contract and recover its asset and (c) provisions which will show how, as a matter of business
practicality, the contract will be terminated, the asset recovered and possession returned by the lessee to the lessor.

73.  The consequence of the relief jurisdiction being exercisable in cases such as the present is likely to be to make it open
to any lessee of a commercial aircraft under an English law operating lease such as the ASLAs to contend that relief from
forfeiture can be granted. As was borne out by Celestial's evidence, there are many such leases and this is likely to cause
significant uncertainty in the aviation sector: the lessor will not know when (or indeed whether) it can terminate a lease and
will be prevented from being able to rely timeously or at all on the clear and detailed default and termination provisions
of its leases.

74.  In my judgment these constitute powerful practical and policy reasons why there should be no relief jurisdiction in
relation to leases such as the ASLAs.

*188

75.  Celestial stressed two further reasons why this was not one of those ‘appropriate’ and ‘limited’ cases in which the relief
jurisdiction should be available. These were reasons of a juristic rather than a practical nature, namely: the fact that the parties
made time of the essence and the fact that the termination provision is not penal.

Time of the essence

76.  Celestial submitted that equity does not intervene to relieve a party from the termination of a contract for a failure by
that party to perform an obligation by a fixed date where the parties have made time of the essence expressly or by necessary
implication.

77.  In this connection reliance was placed on a number of cases concerning contracts for the sale of land and in particular:

 (1)  Stickney v Keeble [1915] AC 386 at 416 per Lord Parker:

‘… this maxim [that the time fixed for completion in a contract for the sale and purchase of real property] is not of
the essence never had any application to cases in which the stipulation as to time could not be disregarded without
injustice to the parties, when, for example, the parties, for reasons best known to themselves, had stipulated that
the time fixed should be essential, or where there was something in the nature of the property or the surrounding
circumstances which would render it inequitable to treat it as a non-essential term of the contract.’

 (2)  Steedman v Drinkle [1916] 1 AC 275 at 279 per Viscount Haldane:

‘As to the relief from forfeiture, their Lordships think that the Supreme Court was right in holding, for the reasons
assigned in the former decision of this Board, that the stipulation in question was one for a penalty, against which
relief should be given on proper terms. But as regards specific performance they are of opinion that the Supreme
Court was wrong in reversing the judgment of Newlands J. Courts of Equity, which look at the substance as
distinguished from the letter of agreements, no doubt exercise an extensive jurisdiction which enables them to decree
specific performance in cases where justice requires it, even though literal terms of stipulations as to time have
not been observed. But they never exercise this jurisdiction where the parties have expressly intimated in their
agreement that it is not to apply by providing that time is to be of the essence of their bargain. If, indeed, the parties,
having originally so provided, have expressly or by implication waived the provision made, the jurisdiction will
again attach.’
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78.  These authorities were affirmed in the Union Eagle case in which Lord Hoffmann, giving the judgment of the Privy
Council, reaffirmed the ‘principle that in cases of rescission of an ordinary contract of sale for land for failure to comply with
an essential condition as to time, equity will not intervene’ (at p. 523).

*189

79.  I accept that these cases make it clear that the relief jurisdiction is not available in relation to contracts for the sale of land
where time is made of the essence. I also accept that the fact that the ASLAs made time of the essence of payment supports
the conclusion that there is no relief jurisdiction. However, I do not accept that the mere inclusion of a time of the essence
provision necessarily excludes the relief jurisdiction.

80.  As Lord Hoffmann stated at p. 722F of the Union Eagle case in relation to mortgages ‘relief against forfeiture of the
estate would ordinarily be granted as of course despite an express term that time was of the essence’. Further, the Goker v
NWS Bank case involved a time of the essence provision and in The Jotunheim Cooke J took the view that time had been
made of the essence–see paragraph 33 of the judgment. In both those cases a jurisdiction to grant relief was recognised.

No forfeiture

81.  Celestial submitted that clause 13.2 should not be regarded as a forfeiture clause as it is not penal in nature and confers
no windfall on them. In particular:

 (1)  Paramount never made any payment that can be described in a legal or business sense as a part payment against the
price of the Aircraft. Accordingly, whenever (the ASLAs having come to their end) Paramount has to return the Aircraft
to Celestial, Paramount has no continuing interest in the Aircraft. The termination and redelivery of the Aircraft do not
deprive Paramount of any such interest (which it never bargained for). Paramount's sole right under the ASLAs was
nothing more than a right to possession and use during the currency of the ASLAs.

 (2)  This contractual scheme is borne out by clause 14.2 of the CTA . Pursuant to this clause Celestial is permitted, without
the consent of Paramount, to transfer any of its rights or obligations under the ASLAs or any of its rights, title or interest
in the Aircraft pursuant to (amongst other things) (i) a sale and leaseback, i.e. a situation in which Celestial itself becomes
a lessee; (ii) a novation of the particular ASLA together with a sale of the Aircraft; and (iii) a secured loan financing.
This makes it clear that the reversionary interests were exclusively Celestial's and not Paramount's.

 (3)  In these circumstances, under the ASLAs Celestial does not receive any windfall on termination and Paramount is
not penalised. The only right that termination destroys is Paramount's right to future possession and use.

 (4)  Possession of the Aircraft was always going to be given back to Celestial; if the ASLAs had run their course (without
any default on the part of Paramount) that would be upon the expiry of the 8 year term. The only difference between
termination for breach and termination by virtue of the contracts coming naturally to their end is the timing at which
Paramount's right to possession is at an end. That is not a windfall for Celestial and nor is it a penalty for Paramount. *190

 (5)  The payments made by Paramount on account of rent and supplemental rent represent the agreed rate for use of
the aircraft up to the point of termination (and no more). Paramount is not paying, for example, in addition to rent
instalments against a purchase price to be completed when the final instalment is paid and it does not ‘forfeit’ any moneys
on termination. It is the situation which is identical to that pertaining in The Scaptrade ; as Lord Diplock stated in that
case at 702–3:

‘Moneys paid by the charterer prior to the withdrawal notice puts an end to the contract or services represent the
agreed rate of hire for services already rendered, and not a penny more.’

 (6)  Accordingly, there being no true ‘clause of forfeiture’ or ‘forfeiture in fact’ there is no jurisdiction.

82.  I accept that the fact that no significant advance payments, and in particular advance payments for the purchase of the
aircraft, are forfeited on termination is a further reason for there being no relief jurisdiction. However, I do not accept that
in itself it means that there is no jurisdiction. The loss of the right to continued possession of the aircraft for the substantial
remaining term of the leases on a single default in payment can be regarded as involving forfeiture. This is borne out by the
authorities which recognise that loss of a right of possession may be sufficient to engage the forfeiture jurisdiction.

83.  For all these reasons, even if this was a case which could be shown to come within the principles set out in the Shiloh
Spinners case, I am satisfied that reasons of legal policy, and in particular the need for certainty, lead to the conclusion that
there is no relief jurisdiction in respect of aircraft leases such as the ASLAs.
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Conclusion on jurisdiction

84.  For the reasons outlined above I am not satisfied that this is one of those ‘appropriate’ and ‘limited’ cases in which the
Court should hold that there is a jurisdiction to grant relief against forfeiture.

Discretion

85.  If I am wrong in my conclusion on jurisdiction, the question which then arises is whether as a matter of discretion relief
against forfeiture should be granted.

86.  In the Shiloh Spinners case at p. 723 Lord Wilberforce stated that whether it was appropriate to grant relief involves:

‘a consideration of the conduct of the applicant for relief, in particular whether his default was wilful, of the gravity of
the breaches and of the disparity between *191  the value of the property of which forfeiture is claimed as compared
with the damage caused by the breach.’

87.  By way of examples of the manner in which the Courts have exercised their jurisdiction in the context of commercial
transactions involving moveable property, I was referred in particular to The Jotunheim and the Transag cases, and the first
instance decisions of Lloyd J in The Scaptrade [1981] 2 Ll Rep 425 at 430–431 and The Afovos [1980] 2 Ll Rep 469 at 480).

The conduct of the applicant and the gravity of the breaches

88.  An essential matter to be considered is the conduct of the applicant in relation to the breaches which have given rise to
the right of forfeiture and the gravity of those breaches.

89.  The financial defaults in respect of which the Termination Notices were served and which Teare J held to be established
were as follows:

 Aircraft 126
 

 

Date Due
 

Description
 

Amount due
 

15-Sep-09
 

Supplemental Rent: 01 August 2009 to 31 August 2009
 

$71,698.57
 

30-Sep-09
 

Late Payment Interest 31-Aug-09 to 30-Sep-09
 

$550.16
 

09-Oct-09
 

Rent 9-Oct-09 to 08-Nov-09
 

$217.768.30
 

 Aircraft 137
 

 

Date due
 

Description
 

Amount due
 

02-Oct-09
 

Rent: 4 October 2009 to 3 November 2009
 

$215,325.00
 

30-Sep-09
 

Late Payment Interest 31-Aug-09 to 30-Sept-09
 

$654.35
 

 Aircraft 147
 

 

Date due
 

Description
 

Amount due
 

15-Sep-09
 

Supplemental Rent: 01 August 2009 to 31 August 2009
 

$65,252.70
 

25-Sep-09 Rent: 27 September 2009 to 26 October 2009 $215,670.65
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30-Sep-09
 

Late Payment Interest 31-Aug-09 to 30-Sept-09
 

$1,024.81
 

90.  There were therefore significant sums due in respect of each Aircraft. In respect of Aircraft 126 and Aircraft 127 there
were outstanding sums due in respect of both Rent and Supplemental Rent. By the time of the Termination Notices the Rent
for Aircraft 137 and Aircraft 147 had been due for about two weeks, and the Supplemental Rent in respect of Aircraft 126
and Aircraft 147 had been due for nearly *192  a month. All these outstanding sums had been the subject of a Notice of
Continuing Event of Default and Warning on 5 October 2009. This Notice included a warning in bold, large type as follows:

‘HOWEVER, your continued and persistent defaults regarding payments and the matters set out below are very alarming
and we cannot continue to tolerate this sort of delinquency and we hereby warn you that if they are not rectified in
full and as a matter of utmost urgency as soon as possible, we will be forced to take further action which may include,
without limitation, termination of your right to lease the aircraft and/or court action.’

91.  No proper explanation was given by Paramount as to how and why these defaults occurred, notwithstanding the length
of time that the sums had been outstanding and the warnings which had been given. In his witness statement, Mr Thiagarajan
said that Paramount was trying its best to comply with the payment terms of the lease but that Celestial was making it difficult.
He referred to the fact that on 24 September 2009 Celestial drew down on one of the letters of credit, but, as set out earlier
in the judgment, Paramount had ample warning of the need to provide an appropriate replacement letter of credit. He also
referred in his statement and oral evidence to financial difficulties resulting from the fact that one of the Aircraft had been
grounded for a number of months due to engine problems, Paramount's lack of a spare engine and its inability to secure a
replacement. Paramount's attempts to blame Celestial for these difficulties was considered and dismissed by Teare J in his
judgment at paragraphs 16 to 18.

92.  This is not therefore a case where the default in question arose by surprise, accident or ignorance. Paramount knew what
its obligations were and knew that it was going to default on those obligations.

93.  In both The Afovos and The Scaptrade Lloyd J regarded the fact that the breach involved the fault of the applicant as
being a telling factor against the grant of relief. It is clear that wilful breaches will only exceptionally be relieved against.

94.  As Lord Wilberforce stated in the Shiloh Spinners case at p. 725:

‘Established and, in my opinion, sound principle requires that wilful breaches should not, or at least should only in
exceptional cases, be relieved against, if only for the reason that the assignor should not be compelled to remain in a
relation of neighbourhood with a person in deliberate breach of his obligations.’

95.  Celestial submitted that ‘wilful breaches’ are all those breaches which occur not by surprise, accident or ignorance (see
the recitation of the judgment of Lord Erskine LC in Sanders v Pope (1806) 12 Ves Jun 282 per Lord Wilberforce at 722–
723 in Shiloh Spinners discussing the effect of Hill v Barclay (1811) 18 Ves Jun 56 ).

*193

96.  The findings I have made as to the circumstances giving rise to the defaults and the knowledge with which they were
made are therefore powerful grounds for denying relief.

97.  Moreover, Paramount's conduct in relation to the defaults giving rise to the Notice of Termination needs to be considered
in context. That context includes a long history of defaults. The immediate history of Default Notices has been set out earlier
in my judgment. However, there was also a prior history of such defaults and Notices. In particular:

 (1)  A Notice of Continuing Default and Warning on 24 April 2007 on account of the failure to pay the amounts demanded
in the Notice of 13 April.

 (2)  A Grounding Notice on 9 May 2007 by reason of the continued failure to make the payments previously demanded.
 (3)  A Notice of Rescindment and Final Warning on 14 May 2007 acknowledging the fact that Paramount had remitted

US$974,870.09 and giving Paramount 2 days grace for the moneys to be received by Celestial.
 (4)  A Notice of Event of Default on 26 July 2007, there being a total of US$513,909.50 overdue.
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 (5)  A Notice of Continuing Event of Default and Warning on 1 August 2007 on account of the failure to pay the amounts
demanded in the Notice of 26 July and advising that the total amount outstanding was US$737,656.24.

 (6)  A Notice of Event of Default on 23 August 2007, Paramount having failed (a) to pay rent and supplemental rent
when due, there being US$498,816.06 overdue and (b) to renew the confirmed letters of credit provided in respect of
Aircraft 137 and Aircraft 147.

 (7)  A Warning Notice on 30 August 2007 on account of Paramount's failure (a) to pay the rent in the sum of US
$217,768.30 for Aircraft 126 (due on 9 August 2007); and (b) to renew the confirmed letters of credit for Aircraft 137
and Aircraft 147. It was made clear in this Notice that Celestial reserved the right, given that these matters were Events
of Default under the relevant ASLAs, to draw down on the existing letters of credit and to terminate the leases. Attached
to this document was a copy of Paramount's ‘Delinquency Trend’ over the previous 12 months which document showed,
‘your payment record has been consistently poor and has been getting worse.’

 (8)  A Default Notice on 18 September 2007, on account of Paramount's failures (a) to pay rent totalling US$433,120.30,
(b) to provide monthly utilisation reports (as *194  required by clause 8.2(a) of the CTA ) and to pay estimated
supplemental rent totalling US$150,000, (c) to pay late payment interest in the sum of US$5,161.68 and (d) to renew the
confirmed letter of credit in respect of Aircraft 147.

 (9)  A Notice of Continuing Event of Default and Warning on 21 September 2007 on account of the failure to pay all of
the amounts set out in the notice dated 18 September 2007.

 (10)  A Warning Notice on 28 September 2007 advising that despite all previous warnings Paramount continued to be
delinquent in its payments and advising that any further payment events of default would result in a draw down on the
letters of credit.

 (11)  A Notice of Event of Default on 19 October 2007, there being a total of US$268,649.83 overdue.
 (12)  A Notice of Event of Default on 25 October 2007, there being a total of US$208,458.50 overdue.
 (13)  A Notice of Event of Default on 1 November 2007, there being a total of US$408,301.70 overdue.
 (14)  A Notice of Continuing Default and Warning on 5 November 2007 on account of the failure to pay all of the amounts

set out in the notice dated 1 November 2007 and further amounts becoming overdue. The total amount which Paramount
had failed to pay Celestial amounted to US$624,736.54.

 (15)  A Grounding Notice on 7 November 2007 on account of the failure of Paramount to pay in full the outstanding
amounts owed to Celestial.

 (16)  A Notice of Event of Default on 3 December 2007, there being a total of US$465,881.74 overdue and Paramount
having failed to provide technical reports (in accordance with clause 8.2(a) of the CTA ) by the 10th day of the month.

 (17)  A Notice of Event of Default on 12 December 2007, there being a total of US$436,217.48 overdue.
 (18)  A Notice of Default and Warning on 7 January 2008, there being a total of US$1,090,993.10 overdue.
 (19)  A Notice of Continuing Event of Default on 14 January 2008, Paramount having failed to cure the defaults identified

in the Notice of 7 January 2008 (a total of US$587,732.33 remaining due to be paid). *195
 (20)  A Further Notice of Continuing Event of Default and Warning on 21 January 2008, Paramount still having failed

to pay all amounts overdue (a total of US$519,964.03 remained due to be paid).
 (21)  An Event of Default Notice on 22 December 2008, there being a total of US$721,160.82 overdue.

98.  Further, as set out in the Schedules attached to Celestial's Statement of Case, since August 2008:

 (1)  Paramount had never paid Rent on time for any of the Aircraft. This is notwithstanding the fact that it was provided
in each case with an invoice prior to the due date under each of the ASLAs. Each payment of rent was made on average
almost two weeks (14 days) late.

 (2)  Paramount had never provided a Utilisation Report for any of the Aircraft on time (i.e. by the 10th day of each
calendar month).

 (3)  Paramount had never paid Supplemental Rent on time for any of the Aircraft (save for a single occasion with respect
to Aircraft 147). The average delay in making this payment was more than 18 days.

99.  The defaults giving rise to the Termination Notice have to be viewed against this background of persistent default.
Paramount stressed that all these historic defaults were cured and that interest was paid on late payments, but that does not
explain or excuse the breaches. Paramount's attitude, as borne out by this history and by Mr Thiagarajan's oral evidence,
appears to have been that it does not much matter if they are in default of their obligations, provided that they put that right
within a reasonable time. This involves a ‘cavalier disregard’ of their contractual obligations, and moreover of obligations
which are stated to be of the essence (cl.15.6) and to involve a repudiation if breached (cl.13.1).

100.  Further, Paramount was given ample warning of the consequences of continuing default. Aside from the warnings given
in Celestial's various Notices, including in particular the Notice of 5 October 2009, in a letter from Mr Sonawala of GECAS
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on 13 August 2009 had set out the various points that needed to be addressed by Paramount (including the need for prompt
payment going forward and the renewal of the letter of credit) and concluded,

‘Mr Thiagarajan, as you can see we are at a very important juncture here and we need your focus and commitment
behind the Airline. The continuous late payments to us and several of your vendors is concerning and we need to be
assured that in order to support [to] you there is adequate commitment and equity being deployed to the Airline by
its promoters. There are many ways we can support you and help you to grow. However, Paramount needs to ensure
that *196  fulfilment of its obligations to GECAS in whatever respect are fulfilled on a timely basis and within the
timeframes set out in the Lease Agreements.’

101.  This background of persistent default despite warnings makes the defaults which led to Celestial's Notice of Termination
on 14 October 2009 all the more difficult to justify and excuse and is a further compelling reason for refusing relief.

102.  In considering Paramount's conduct it is also important to have regard to what has happened since the operative defaults
and whether they have been, can be or will be cured. The fact of the matter is that those sums have still not been paid, nor
have any further sums due been paid, even though Paramount has had continuing use of the Aircraft pursuant to the Order
of Teare J and despite the Court Order that further sums be paid.

103.  Paramount contended that were it not for the draw down under the two letters of credit issued by State Bank of India
(confirmed Deutsche Bank AG) on the 15 of December 2009, Paramount would have paid the sums due. They said that this
drawdown resulted in Paramount's bankers refusing to make payment of the sums due on that date and thereafter payment
cannot be made because of the bank's view of its obligations under the Foreign Exchange Management Act 1999 . This
requires the bank to be satisfied that the payments can be made. The bank, which is the certifying authority for exchange
control purposes, is treating the demand on the letter of credit as a discharge of the sums that would otherwise be paid, and
in any event refusing to make further lease payments as Celestial asserts the leases have been terminated.

104.  Further, the bank has confirmed that it would make the payments, and reconstitute the letter of credits, if the drawdown
sums were returned, but Celestial has indicated that it would not return the drawdown sums. They submitted that the evidence
therefore demonstrates that Paramount had sufficient funds, notwithstanding the drawdown of the letters of credit, to make
the payments and that it is prevented from doing so by virtue of the position taken by the bank and Celestial's unwillingness
to help break the logjam.

105.  I accept that the evidence shows that Paramount did have sufficient funds to make the payments and that, since the
drawdown sums exceed the sums outstanding, if Celestial co-operated a means could be found whereby those payments are
made. However, Celestial is under no obligation so to do. It is standing on its strict contractual rights, as it is entitled to do,
and might reasonably be expected to do in the adversarial situation which now exists between the parties.

106.  Moreover, the difficulty in which Paramount now finds itself could have been avoided had it not left arrangements for
making the payments until the very end, the evidence of Mr Thiagarajan being that it was left to 15 December 2009. Further,
the risk of being unable to make payment due to lack of bank authorisaton is not only a *197  risk which Paramount assumed
under the ASLAs but the failure to obtain the requisite authorisation is itself an Event of Default ( Schedule 9(f)(i) ).

107.  Although this further breach was not intentional it does therefore involve both fault on the part of Paramount and an
inability to perform for reasons for which they are contractually responsible. This further breach, and the fact that it involves
a breach of the Court Order, is a further reason for refusing relief.

Disparity

108.  Paramount's essential point in relation to the exercise of discretion is the disparity between the damage caused by their
breach and the damage which termination will cause.

109.  Lord Wilberforce's description of the relevant disparity to be considered focuses on the value of the proprietary and/
or possessory rights which will be lost, rather than the factual consequences of their loss. However, I am prepared to have
regard to these wider considerations, as Knox J did in the Transag case (p. 102 at (g)).

110.  Paramount's evidence was that the loss of the Aircraft would be catastrophic for them. The Aircraft comprise 3/5 of
its fleet. There are no replacements available in the market. It would lose its DGCA licence as its number of aircraft would
fall below the minimum number required. This would result in the aircraft being grounded, significant inconvenience to
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thousands of passengers who have bookings with Paramount and the crippling of the air transportation system in Southern
India in which Paramount is a market leader. Paramount itself would be unlikely to survive and may well go into liquidation.
That would mean the jobs of 2,200 direct and indirect employees being threatened.

111.  This evidence was not sought to be challenged and I accept that there is a real risk of very serious consequences for
Paramount, its employees and its customers if they lose the Aircraft. There was an issue as to how long it would take to find
replacements but it would appear that these specialised aircraft cannot be easily or speedily replaced.

112.  Paramount submitted that that is to be contrasted with the lack of prejudice which will be suffered by Celestial if relief
is given. Celestial will get paid the outstanding amounts due and Paramount is willing and able to perform the ASLAs going
forwards. Further, on Celestial's own evidence the replacement leases that it has conditionally arranged are on less favourable
Rent terms.

113.  Paramount further submitted that Celestial would receive a windfall unless relief was given as they would keep all the
Rent and Supplemental Rent so far *198  paid under the ASLAs, which amounts to about US$9 million and US$4.5 million
respectively which is close to 50% of the capital cost of the Aircraft.

114.  As already explained, I do not accept that any windfall is involved. The Rent was agreed based on market considerations
and reflects the agreed consideration for Paramount's use to date of the Aircraft. The Supplemental Rent is to a fund to cover
major maintenance costs and does not involve a profit or windfall.

115.  Nor do I accept that the prejudice to Celestial in being held bound to continue with the ASLAs is negligible, as Paramount
submitted. The background of persistent default by Paramount suggests that the claim made of compliant performance
hereafter should be approached with some scepticism. Whilst Paramount says it presently has the financial resources to
perform, past history indicates that that is no guarantee of performance. Further, the financial difficulties which it claims
it suffered through loss of the use of one Aircraft suggests shallow financial foundations which could again be shaken if
anything similar recurs.

116.  It is clear that Celestial has run out of patience with Paramount's persistent defaults and is determined, if it can, to
recover its Aircraft and let them out to more reliable contractual partners. This is borne out by the fact that it would prefer to
let the Aircraft out to another party at an appreciably lower Rent than continue with the ASLAs.

117.  Given that this is Celestial's preferred course of action, and given Paramount's history of default, I consider that the
most likely outcome if relief is granted is that the parties will be back in Court in a few months time arguing about relief again
in the context of different defaults. Indeed such a hearing is already scheduled to take place in April at which Paramount's
alleged defaults in relation to the operation and maintenance of the Aircraft will be addressed.

118.  This is not one of those cases where performance of the contract is essentially complete and all that is required is an
identified further payment or payments. The ASLAs have four more years to run and I consider that there is a very real
prejudice to Celestial in granting relief which obliges them to carry on in a long term contract with a contractual partner
who they do not, with good reason, trust to perform and with whom they wish to sever relations, in accordance with the
agreed contract terms.

119.  As stated in the Goker case in which Lloyd LJ approved the following passage from the first instance judgment as
follows (at p. 3):

‘Indeed, even if as at today the Plaintiff's past failures to make the payments due under his agreement could be
compensated sufficiently as a condition of obtaining relief by the payment now of principal, interest and costs, that
fails to take into account the full extent of any future risk–a risk which has been demonstrated already by the Plaintiff's
unreliability and poor financial circumstances, and  *199  which depends for security upon such a chattel as a car
which, as contrasted with land, is easily moved, easily concealed and easily sold, is liable to rapid depreciation and may
require considerable expenditure to maintain. Thus, as it was put by Sir Godfray, when a hirer has shown himself to be
a defaulter, to oblige the owner of goods to forego his contractual rights and to return the goods to the hirer, would be
to oblige the owner to accept a risk far greater than that contemplated when the contract was made.’

120.  Many of those comments are at least as applicable here, and an aircraft is a chattel of much greater sophistication and
value than a car, and one in respect of which continual maintenance of a high standard is required.
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Conclusion on discretion

121.  I have reached the clear conclusion that, notwithstanding the serious consequences which Paramount may suffer if
the Aircraft are redelivered to Celestial, this is not an appropriate case for relief. In particular, the operative defaults were
knowingly committed and there is no excuse or even explanation for them. They were committed against a background of
persistent defaults evidencing a cavalier disregard by Paramount for its contractual obligations and despite clear warnings
of the consequences of continuing default. The defaults have still not been cured and Paramount has been in further default
as well as in breach of a Court Order. There is real prejudice to Celestial if relief is given and they are compelled to carry
on with the ASLAs.

122.  Even if the exercise of discretion was finely balanced, which it is not, it is well established that considerations of
commercial certainty are relevant to the exercise of the Court's discretion and those considerations would lead me to the
conclusion that relief should not be granted.

Conclusion

123.  I refuse the equitable relief sought by Paramount on both jurisdictional and discretionary grounds. I shall hear the parties
as to the terms of the relief to which Celestial is entitled in the light of that conclusion.

(Order accordingly) *200
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*155  On Demand Information plc and another v Michael
Gerson (Finance) plc and another

Negative Judicial Consideration

Court
Court of Appeal (Civil Division)

Judgment Date
31 July 2000

Report Citation
[2001] 1 W.L.R. 155

Court of Appeal

Pill , Robert Walker LJJ and Sir Murray Stuart-Smith

2000 June 21, 22; July 31

Equity—Relief from forfeiture—Finance leasing agreement—Claimants leasing equipment from defendants—Claimants going
into receivership and defendants terminating leases—Receiver obtaining order for sale of leased equipment and applying for
relief from forfeiture—Jurisdiction to grant relief

Between September 1994 and May 1995 the claimant entered into four finance leases with the defendant of video and editing
equipment. Each lease was for a primary period of 36 months during which the claimant paid a substantial rent, so that by
the end of that period the defendant had recouped the cost of the equipment with interest, costs and profit. Thereafter the
claimant could continue the lease for one or more periods of 12 months for a single modest payment on the first day of the
period. The leases provided that the appointment of a receiver would constitute a repudiatory breach rendering the claimant
liable to pay a termination sum. The claimant went into administrative receivership on 12 February 1998, and on 19 February
the defendants gave notice terminating the leases. The primary period of two of the leases had expired, the third was within
a few weeks of the expiry of its primary period and the fourth had about three months of the primary period still to run. The
claimant's business had very little value save as a going concern. The receiver sold off part of the business, but the sole offer
for the rest was conditional on the purchaser being able to take over the leased equipment. The receiver therefore sought, and
on 5 March 1998 was granted, an order allowing the equipment to be sold free from any claim of the defendants provided
the proceeds were held in escrow. After the sale the claimants issued a notice of motion seeking relief from forfeiture of the
finance leases. The judge held that, although the court had jurisdiction to grant relief from forfeiture in the case of a finance
lease while the leased asset remained unsold, there was no jurisdiction to grant relief after it had been sold.

On appeal by the claimants—

Held , dismissing the appeal, that a finance lease was in principle capable of attracting relief from forfeiture provided the
object of the forfeiture provision in the lease was to secure the payment of money or to attain a specific and attainable result,
namely security for the lessor's financial interest in the lease; that the fact that relief from forfeiture could not undo the
appointment of the receiver was not decisive or even material provided that the terms on which relief was granted provided
full protection for the lessor's financial interest; but that, although equity was willing to make adjustments in money, and had
developed machinery for taking accounts to do so, the equitable jurisdiction was to relieve against the forfeiture of property
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and not to rewrite bargains, especially commercial bargains; and that, accordingly (Sir Murray Stuart-Smith dissenting), since
the object of relief from forfeiture was the continuation of the lease, not its extinction, the court could not grant relief in
relation to a sum of money after the equipment had been sold (post, pp 174E–175E, H–176B , 179C–F , 181B–C , 183B–D ).

Transag Haulage Ltd v Leyland DAF Finance plc [1994] 2 BCLC 88 approved .

Decision of George Laurence QC sitting as a deputy judge of the Chancery Division [1999] 2 All ER 811 affirmed .

The following cases are referred to in the judgments:

 BICC plc v Burndy Corpn [1985] Ch 232; [1985] 2 WLR 132; [1985] 1 All ER 417, CA *156
 Bank of Tokyo Ltd v Karoon (Note) [1987] AC 45; [1986] 3 WLR 414; [1986] 3 All ER 468, CA
 Barrow v Isaacs & Son [1891] 1 QB 417, CA
 Fuller v Judy Properties Ltd (1991) 64 P & CR 176, CA
 Goker v NWS Bank plc (1990) [1999] GCCR 1507, CA
 Helby v Matthews [1895] AC 471, HL(E)
 Hill v Barclay (1811) 18 Ves 56
 Inland Revenue Comrs v Duke of Westminster [1936] AC 1, HL(E)
 Jobson v Johnson [1989] 1 WLR 1026; [1989] 1 All ER 621, CA
 Lancashire Waggon Co Ltd v Nuttall (1878) 42 LT 465, CA
 Larner v Fawcett [1950] 2 All ER 727, CA
 McEntire v Crossley Bros Ltd [1895] AC 457, HL(I)
 Mardorf Peach & Co Ltd v Attica Sea Carriers Corpn of Liberia (The Laconia) [1977] AC 850; [1977] 2 WLR 286; [1977]

1 All ER 545, HL(E)
 Scandinavian Trading Tanker Co AB v Flota Petrolera Ecuatoriana (The Scaptrade) [1983] QB 529; [1983] 2 WLR 248;

[1983] 1 All ER 301, CA ; [1983] 2 AC 694; [1983] 3 WLR 203; [1983] 2 All ER 763, HL(E)
 Securities and Investments Board v Pantell SA (No 2) [1993] Ch 256 ; [1991] 3 WLR 857; [1991] 4 All ER 883 ; [1993]

Ch 256; [1992] 3 WLR 896; [1993] 1 All ER 134, CA
 Shiloh Spinners Ltd v Harding [1973] AC 691; [1973] 2 WLR 28; [1973] 1 All ER 90, HL(E)
 Sport Internationaal Bussum BV v Inter-Footwear Ltd [1984] 1 WLR 776 ; [1984] 1 All ER 376 ; [1984] 2 All ER 321,

CA and HL(E)
 Transag Haulage Ltd v Leyland DAF Finance plc [1994] 2 BCLC 88; [1994] BCC 356
 Vaughan (Alf) & Co Ltd v Royscot Trust plc [1999] 1 All ER (Comm) 856
 Whiteley Ltd v Hilt [1918] 2 KB 808, CA

The following additional cases were cited in argument:

 Barton Thompson & Co Ltd v Stapling Machines Co [1966] Ch 499; [1966] 2 WLR 1429; [1966] 2 All ER 222
 Belvoir Finance Co Ltd v Stapleton [1971] 1 QB 210; [1970] 3 WLR 530; [1970] 3 All ER 664, CA
 Bristol Airport plc v Powdrill [1990] Ch 744; [1990] 2 WLR 1362; [1990] 2 All ER 493, CA
 Hill v Bentco Leasing Inc (1986) 708 SW 2d 608
 National Provincial Bank Ltd v Hastings Car Mart Ltd [1965] AC 1175; [1965] 3 WLR 1; [1965] 2 All ER 472, HL(E)
 Shepherd v North West Securities Ltd 1991 SLT 499
 Starside Properties Ltd v Mustapha [1974] 1 WLR 816; [1974] 2 All ER 567, CA
 Stockloser v Johnson [1954] 1 QB 476; [1954] 2 WLR 439; [1954] 1 All ER 630, CA
 Tulsa Port Warehouse Co Inc, In re (1982) 690 F 2d 809
 Union Eagle Ltd v Golden Achievement Ltd [1997] AC 514; [1997] 2 WLR 341; [1997] 2 All ER 215, PC
 Wickham Holdings Ltd v Brooke House Motors Ltd [1967] 1 WLR 295; [1967] 1 All ER 117, CA

APPEAL from George Laurence QC sitting as a deputy judge of the Chancery Division
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By a notice of appeal dated 15 June 1999 the claimants, On Demand Information plc and On Demand Information
International plc, appealed with the leave of Robert Walker LJ granted on 6 June 1999 from the order of George Laurence
QC sitting as a deputy High Court judge on 5 March 1999 dismissing their action against the defendants, Michael Gerson
(Finance) plc and Michael Gerson (Investments) Ltd, seeking relief from forfeiture of *157  certain equipment leases granted
by the defendants. By the time the action had come on to be heard the equipment had been sold pursuant to an order made
by Harman J on 5 March 1998.

The grounds of appeal were, inter alia, that the judge was wrong (1) to hold that (i) where equipment subject to finance leases
had been sold pursuant to a court order as an interim measure to preserve the value of the equipment pending the hearing
of an application for relief from forfeiture the court inexorably lacked jurisdiction to grant relief and (ii) in such cases relief
from forfeiture would not make sense; (2) to construe the claimant's application for relief as an application to validate the
sale by recourse to the equitable doctrine of relief from forfeiture, to refuse to grant relief on the basis that the sale could not
be so validated and to hold that the equitable jurisdiction to relieve against forfeiture did not enable the court to rewrite to any
extent the terms of the bargain between the parties; (3) to hold that the sale of the equipment deprived the court of jurisdiction
to grant relief; (4) not to consider the claimant's alternative submissions that, as finance lessees, they had a proprietary interest
in the equipment and the sale proceeds; (5) to hold that, even where there was a forfeiture of proprietary or possessory interest
in property, the existence of jurisdiction to grant relief depended on a requirement that the primary object of the bargain was
to secure a stated result which could still be effectively attained when the matter came before the court and the forfeiture
provision had been added by way of security.

By a respondent's notice dated 7 July 1999 the defendants contended that the judge had been wrong to hold that but for the sale
of the equipment the court had jurisdiction to grant relief from forfeiture. They contended that the court had no jurisdiction
to grant relief from forfeiture in ordinary commercial cases unconnected with interests in land, and in the alternative that, if
there was jurisdiction in relation to contracts other than those involving interests in land, it was confined to cases where there
was a grant of a proprietary and not merely a possessory interest.

The facts are stated in the judgment of Robert Walker LJ.

Representation

 Fidelis Oditah for the claimants.
 Sir Roy Goode QC and Hugh Tomlinson for the defendants.

Cur adv vult
ROBERT WALKER LJ

31 July. The following judgments were handed down.

Introductory

This appeal is concerned with the court's jurisdiction to grant relief from forfeiture of a lease of tangible moveable property,
and the circumstances in which that jurisdiction can or should be exercised. It is an appeal from an order made on 5 March
1999 by Mr George Laurence QC sitting as a deputy judge of the Chancery Division of the High Court [1999] 2 All ER 811
. The deputy judge dismissed an action by the claimants, On Demand Information plc (“ODI”) and On Demand Information
International plc (“ODII”), against the defendants, Michael Gerson (Finance) plc (“MGF”) and Michael Gerson (Investments)
Ltd (“MGI”). ODII is a wholly-owned subsidiary of *158  ODI. Both companies are now in administrative receivership
and for most purposes they can be referred to together as “On Demand”. Similarly MGF and MGI can for most purposes
be referred to together as “Michael Gerson”.

The finance leases
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The case is concerned with four finance leases of equipment (used for purposes such as making and editing videos) granted by
Michael Gerson to On Demand. The deputy judge quoted a passage from a statement published by the Institute of Chartered
Accountants, SSAP 21, which provides a convenient explanation of how a finance lease differs from an operating lease:

“ Background Leases and hire-purchase contracts are means by which companies obtain the right to use or purchase
assets. In the UK there is normally no provision in a lease contract for legal title to the leased asset to pass to the lessee.
A hire-purchase contract has similar features to a lease except that under a hire-purchase contract the hirer may acquire
legal title by exercising an option to purchase the asset upon fulfilment of certain conditions (normally the payment of
an agreed number of instalments). Current tax legislation provides that in the normal situation capital allowances can
be claimed by the lessor under a lease contract but by the hirer under a hire-purchase contract.

“ Forms of lease Leases can appropriately be classified into finance leases and operating leases. The distinction between
a finance lease and an operating lease will usually be evident from the terms of the contract between the lessor and
the lessee. An operating lease involves the lessee paying a rental for the hire of an asset for a period of time which is
normally substantially less than its useful economic life. The lessor retains most of the risks and rewards of ownership
of an asset in the case of an operating lease. A finance lease usually involves payment by a lessee to a lessor of the full
cost of the asset together with a return on the finance provided by the lessor. The lessee has substantially all the risks
and rewards associated with the ownership of the asset, other than the legal title. In practice all leases transfer some
of the risks and rewards of ownership to the lessee, and the distinction between a finance lease and an operating lease
is essentially one of degree”

The deputy judge also referred to a passage in Chitty on Contracts , 27th ed (1994), vol 2, para 32–056 which has reappeared
in substantially the same form in the latest edition, 28th ed (1999), vol 2, para 33–078.

The four finance leases were in the same terms, except for the details of the equipment and the financial terms. The form of
lease is set out in an appendix to the deputy judge's judgment [1999] 2 All ER 811 , 827–832. The terms can therefore be
summarised fairly briefly. Each lease was for an initial period (the primary period) of 36 months. During the primary period
the lessee paid a substantial rent which by the end of the primary period (as Mr Michael Gerson accepted in his affidavit
evidence) recouped Michael Gerson for the cost of the equipment (which was specified in a schedule to the agreement) with
interest, costs and profit. This rent was payable monthly but with an initial payment of three month's rent so that during
the primary period rent was in effect being paid three months in advance. *159  Thereafter the lessee could continue the
lease for one or more periods of 12 months (a secondary period) for a single modest payment made on the first day of the
secondary period. The lease could be determined by not less than 60 day's notice to expire on the last day of the primary
period or any secondary period.

Schedule 2 to the agreement contained a variety of conditions, of which the most important for present purposes were in
paragraph 9 (headed “default”) and paragraph 12 (headed “sales agency appointment”). Paragraph 9(A) provided that, on
a repudiatory breach by the lessee, Michael Gerson might accept the breach as a repudiation of the agreement and, at its
option, all or any other lease agreements between the same parties. By paragraph 9(B)(iv) the appointment of a receiver of the
lessee's undertaking or assets constituted a repudiatory breach. Paragraph 9(C) provided that on acceptance of a repudiatory
breach the lessee should pay an amount (the termination sum) including any arrears of rent, any rent to become due during
any unexpired part of the primary period, and compounded interest on arrears, but with a possible credit (the terms of which
are obscure, and can be ignored for present purposes).

Paragraph 12(A) was in the following terms (with one obvious error corrected):

“Sales agency appointment (A) Subject to the lessee having duly performed its obligations under this agreement and
any other lease agreement upon termination of the leasing of the equipment at the end of the primary period or at any
time thereafter by notice from the lessee in accordance with the provisions of this agreement, the lessee is appointed
the sales agent of the owner to negotiate a sale of the equipment to a third party (not being a parent, subsidiary or
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associated company of the lessee) at the best price available, such price to be [communicated] to and approved by the
owner prior to the sale”

Sub-paragraphs (B) and (C) dealt with the terms of sale, and provided that the agency appointment should continue for six
months after the termination or expiry of the lease. Sub-paragraphs (D) and (E) were in the following terms:

“(D)  In the event of any breach by the lessee of the terms of this appointment or of this agreement (including without
limitation the occurrence of any of the events specified in paragraph 9 above) or any other lease agreement then the
authority of the lessee to act as agent in relation to any equipment shall cease forthwith. (E) In the event that the lessee
is successful in negotiating a sale of the equipment the owner agrees to allow the lessee by way of rebate of rental a
sum equal to 95% of the sale proceeds in respect of the equipment after deducting any value added tax thereon and any
reasonable expenses incurred by the lessee in negotiating the sale.”

The general effect of the conditions (especially paragraphs 2, 4 and 6 was to allocate all risks and responsibilities in respect
of the equipment (including its selection, use, maintenance and insurance) to the lessee. The four leases were entered into on
dates between September 1994 and May 1995, so that the four primary periods were to expire between *160  September 1997
and May 1998. The equipment comprised in the leases was all installed at On Demand's premises at 2 Burley Road, Leeds.

On Demand goes into receivership

On 12 February 1998 On Demand went into administrative receivership under debentures in favour of Lloyds Bank entered
into on 16 October 1995. On 19 February 1998 Michael Gerson gave notice to On Demand terminating all four lease
agreements on the ground that receivers had been appointed. The position under the four leases at that date was summarised
by the deputy judge as follows. (1) The first and second leases (dated 5 September 1994 and 20 October 1994 respectively)
had continued beyond the primary period and were in the first secondary period. Michael Gerson had received primary rentals
totalling about £295,000 (plus VAT) and secondary rentals totalling about £2,500 (plus VAT) in respect of equipment which
had cost about £242,000 (plus VAT). (2) The third lease (dated 31 March 1995) was very close to the end of its primary period
and all the primary rentals had been paid (about £377,000 plus VAT in respect of equipment which had cost about £310,000
plus VAT). It was not clear whether the secondary rent had been paid in advance. (3) The fourth lease dated 17 May 1995
had about three months of its primary period still to run. On Demand had paid primary rentals totalling about £120,000 (plus
VAT) in respect of equipment which had cost about £100,000 (plus VAT) but about £3,000 (plus VAT) for future primary
rental became due under paragraph 9(C) of the conditions.

On Demand's business was organised in two divisions, called Creative Convergence (which used the leased equipment) and
New Media Publishing. The receivers sold New Media Publishing very quickly, the sale being made on 20 February 1998.
The other division, Creative Convergence, had 78 employees. The receivers were faced with the dilemma that its business
was (as Mr Edward Klempka, one of the receivers, deposed) “heavily reliant on its people, their contacts and their expertise”,
so that it had very little value except as a going concern; but the continuing liability for salaries and wages was very heavy.
In his affidavit sworn on 4 March 1998 Mr Klempka stated: “as the position presently stands, unless a sale can be concluded
within the next 24 hours and at the very latest by Friday this week”—6 March 1998—”it is highly likely that the business
will have to close”

The receivers had only one serious offer for the business of Creative Convergence. That offer was not only approved by the
employees but involved the participation of a number of senior employees. It would be feasible only if the proposed purchaser
could take over the premises and the leased equipment which was installed there. In these circumstances the receivers decided
to make an application to the Chancery Division. The application was prepared at very short notice. Michael Gerson and
its lawyers were informed of the application but had even less time to consider it. Decisions were taken in haste, possibly
without sufficient time for all their implications to be considered.
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On 2 March 1998 the receiver's solicitors, Walker Morris, wrote to Michael Gerson referring to the termination of the leases
and pointing out that but for the appointment of receivers: *161

“the economic benefit which [MGF] could expect to derive from the lease agreements would amount to the unpaid
[primary rent under the fourth lease], together with 5% of the net sale proceeds upon a sale being negotiated by [On
Demand].”

The letter stated that the equipment had a material value, possibly exceeding £130,000. It referred to Transag Haulage Ltd v
Leyland DAF Finance plc [1994] 2 BCLC 88 and to paragraph 12(A) and (E) of the conditions. It indicated that the receivers
were considering an urgent application to the court. A second letter on the same day recorded that Michael Gerson's valuers
had inspected the equipment and valued it, on a going-concern basis, at about £300,000. The letter made an open offer of
£30,000 out of the sale proceeds, in full and final settlement, if Michael Gerson would agree to an immediate sale. However
a third letter, also on the same day, indicated that the parties had been unable to reach agreement.

That was the background to a letter from Mr Gerson to Mr Klempka which was written on 2 March but not received by fax
until just after 8 am on 3 March. Apart from a paragraph referring to some missing items of equipment, Mr Gerson's letter was:

“I confirm our conversation of this morning when I put forward the suggestion that without prejudice to the terms and
conditions of our four leases and the rights existing under those leases, that in order to enable the best realisable price to
be negotiated, in the interest of saving jobs at the company, and to preserve any goodwill, you should negotiate a sale to
any interested party with which we will co-operate as owner (but without our conferring any warranty as to condition
or use of the goods) subject to agreement on price with our valuer and that the proceeds of sale should be paid into
an escrow account giving you the option to apply to the court in accordance with the principles set out in the Transag
Haulage case to which you referred, within a period of 60 days and with you bearing all the costs of the action in order
to obtain clarification of the law. As I advised you, our own legal advice is that the circumstances are not comparable in
any way and particularly because under the terms of our finance lease agreement, at no time whatsoever would a lessee
obtain rights of ownership or have a proprietary interest capable of being protected by a claim for relief from forfeiture.
We have spoken subsequently and the figures to which you refer fall so far short of the expert valuation which we have,
that I see no alternative but for us to endeavour to dispose of the goods as best we can. I am however willing to hear
from you with any further proposal you have to make… I reserve our company's rights generally under the leases. I
have instructed Royds Treadwell to accept service of any writ”

The judge did not refer to this correspondence in his judgment, probably because it did not at the hearing before him receive
as much attention as it has in this court, where Dr Fidelis Oditah (for On Demand) has gone through it in detail.

The hearing before Harman J

The outcome was that On Demand issued a writ on 4 March 1998 claiming relief from forfeiture (and other relief) and issued
two notices of *162  motion, one ex parte and the other on notice. The former sought an order for sale of the equipment free
from any claim of Michael Gerson on terms that the net proceeds were to be held in an escrow account. The latter sought
relief from forfeiture of the finance leases, and other relief. In the event the ex parte motion was heard by Harman J on notice
on 5 March 1998 and was for practical purposes disposed of by consent, although the order was not formally a consent order.
The other motion was heard by Mr Laurence QC and was by consent treated as the trial of the action. This was possible
only because On Demand conceded a number of factual issues which could not have been resolved without oral evidence:
see [1999] 2 All ER 811 , 818.

In an affidavit sworn on 5 March 1998 Mr Gerson deposed:
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“[Michael Gerson] do not accept that [On Demand] have any right to ‘relief from forfeiture’ of the leases. However,
solely for the purpose of [On Demand's] application for interlocutory relief being made on 5 March 1998, [Michael
Gerson] will accept that there is an arguable case on this point. I understand that the receivers wish to sell [On Demand's]
business as a matter of extreme urgency and that they believe that the equipment is a vital part of that sale. In these
circumstances, [Michael Gerson] are prepared to consent to an order for the sale of the equipment and will agree that
good title shall pass to the purchaser. In order to hold the position pending a full hearing of the motion, the proceeds
of sale should be paid into an escrow account as contemplated by the notice of motion. However, [Michael Gerson]
wish to reserve their rights in relation to such sales. In my respectful submission, it should be clear on the face of the
order that it is made without prejudice to [Michael Gerson's] contention that it is entitled to the full value of the goods
at the date of sale.”

He went on to make clear that Michael Gerson did not accept that the part of the total sale proceeds apportioned by the
receivers to the equipment (£131,500 if some upgraded equipment was excluded) would necessarily reflect the true sale value
of the equipment. That was one of the points which On Demand later conceded.

That was the background to Harman J's order of 5 March 1998, the substantive part of which was:

“The plaintiffs and each of them be at liberty to sell or otherwise dispose of the equipment the subject of the finance
lease agreements specified in the schedule hereto and give a good and valid title to the purchaser or disponee free from
any claim by the defendants or either of them upon the terms that the net proceeds of the said sale or disposition be held
in an escrow account pending the hearing of the inter partes motion on notice in this action, provided that the defendants
shall be at liberty hereafter to contend that the break-up value of the said equipment was more than £130,500.”

As already noted, much more attention was directed to these events on the hearing of the appeal than had been directed to
them before the deputy judge. Indeed in this court Dr Oditah began to formulate a very late amendment so as to plead that
these events amounted to an estoppel preventing Michael Gerson from contending that the sale prejudiced On Demand's
claim to relief from forfeiture, if such a claim existed before the  *163  sale. Dr Oditah rightly did not press his application
for an amendment. It had no solid foundation in any findings of fact made by the deputy judge. On Demand's advisers seem
to have thought (or hoped) that an immediate sale would not prejudice their claim for relief, and to have taken this view as a
matter of law (rather than because of any agreement or estoppel). Michael Gerson's advisers seem to have formed no view on
the point, while aware (as was accepted by Mr Tomlinson, who appeared for Michael Gerson before Harman J) that Harman
J's order was not the end of the matter, and that the claim for relief from forfeiture was going to be pursued. That is reflected
in the deputy judge's summary of the position before him [1999] 2 All ER 811 , 817:

“it was common ground before me that Harman J's order did not prevent the defendants from contending that there was
no jurisdiction in the court to grant relief from forfeiture of the leases of the equipment or from contending, when the
plaintiff's motion came on substantively, that if there was such jurisdiction it ought not to be exercised in this case.”

The deputy judge therefore proceeded to consider the general question of the court's jurisdiction to grant relief from forfeiture
in the case of a lease of this sort, where the equipment remained unsold. He then went on to consider the effect of the sale.
On the general issue he concluded that the court had jurisdiction to grant relief from forfeiture, but on the narrower issue he
concluded that just as he had no jurisdiction to rewrite the finance leases so as to remould condition 12, so

“there can be no jurisdiction, in the events which have happened, to make an order granting relief which would have
precisely the same effect. [On Demand] took their chance when asking the court in March 1998 to sanction a sale, that
it would later turn out to be impossible to persuade the court to validate such a sale by recourse to the equitable doctrine
of relief from forfeiture”: see p 826.
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In this court Dr Oditah has challenged the narrower conclusion and Sir Roy Goode (appearing with Mr Tomlinson for Michael
Gerson) has by a respondent's notice challenged the wider conclusion. Both raise issues of some general interest and some
difficulty.

Relief from forfeiture

The principles of the modern law as to non-statutory relief from forfeiture (that is, relief under the court's inherent equitable
jurisdiction) are to be found principally in three decisions of the House of Lords made between 1972 and 1984, that is Shiloh
Spinners Ltd v Harding [1973] AC 691 , Scandinavian Trading Tanker Co AB v Flota Petrolera Ecuatoriana (The Scaptrade)
[1983] 2 AC 694 and Sport Internationaal Bussum BV v Inter-Footwear Ltd [1984] 1 WLR 776 , and in the decision of
this court in BICC plc v Burndy Corpn [1985] Ch 232 . Those and other authorities were closely examined in the course of
argument. But before embarking on these authorities it will be useful to identify briefly some basic themes to which counsel
drew attention in their reviews of the authorities and in the submissions which they based on them. These are the commercial
nature of the finance leases; the fact that the subject matter of the leases was not a permanent asset (land) but chattels which
were depreciating rapidly and *164  whose useful life was expected to be short; and the nature of the economic interests
under the leases of the lessor and the lessee respectively, including the likely effect of the agency created by condition 12.

Dr Oditah urged that the lessor's real interest in the equipment was a purely financial interest. Its “reversion” to the equipment
on termination of the leases was unlikely to be of any value and might simply be a nuisance, as was demonstrated by the low
level of the secondary rents and the terms of condition 12. Possession and control of the equipment, and all the risks which
attended it, were the lessee's from the inception of the transaction. The lessor was owner of the equipment only because that
was essential to its claim to capital allowances for tax purposes. Because the lessor's interest was purely financial, the leases
were in the nature of a security. The deputy judge took too narrow a view of the remedial flexibility of the jurisdiction, and
in granting relief it was not necessary for the court to reconstitute precisely the lessor-lessee relationship.

Sir Roy Goode addressed the same points, but with very different aims in view. He relied on the commercial character of
the finance leases and on the importance of certainty in commercial transactions. He submitted that although the finance
leases were referred to as leases, the rights (in respect of chattels, not land) which they conferred on On Demand were purely
contractual, and so outside the scope of relief for forfeiture, which is concerned with proprietary rights. Moreover chattels
of this type are precarious and wasting assets and the court should not interfere with the terms of a commercial bargain for
their hire. As to Dr Oditah's submissions about the partie's economic interests and the substance of the transaction, Sir Roy
referred to the decisions of the House of Lords in McEntire v Crossley Bros Ltd [1895] AC 457 and Helby v Matthews [1895]
AC 471 (he might also have referred to Inland Revenue Comrs v Duke of Westminster [1936] AC 1 , 20, where Lord Tomlin
cited Helby v Matthews ). Finally Sir Roy submitted that what Dr Oditah termed remedial flexibility would amount to an
impermissible rewriting of the partie's contracts.

With those themes and submissions in mind I turn to the authorities. Shiloh Spinners Ltd v Harding [1973] AC 691 is of
outstanding importance for Lord Wilberforce's survey of the development of the law and his statement of the principles to be
derived from it (on which the House of Lords had heard from eminent leading counsel submissions which occupy over 20
pages of the report). The case was unusual in that, although it concerned a leasehold interest, it did not concern relief from
forfeiture by exercise of a landlord's right of re-entry. The right of re-entry had been reserved on the assignment (and not on the
initial grant) of a term of years in order to reinforce covenants (to support, fence and repair) which were taken for the benefit
of other retained land of the assignor. That gave rise to conveyancing issues not connected with relief from forfeiture. It also
meant that relief from forfeiture had to be considered in relation to the inherent equitable jurisdiction, without modifications
and extensions effected by statutes applying as between landlord and tenant.
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Lord Wilberforce made a broad statement of principle, at p 722:

“There cannot be any doubt that from the earliest times courts of equity have asserted the right to relieve against the
forfeiture of property. The jurisdiction has not been confined to any particular type of case. The *165  commonest
instances concerned mortgages, giving rise to the equity of redemption, and leases, which commonly contained re-entry
clauses; but other instances are found in relation to copyholds, or where the forfeiture was in the nature of a penalty.
Although the principle is well established, there has undoubtedly been some fluctuation of authority as to the self-
limitation to be imposed or accepted on this power”

He then identified two well-recognised heads of the jurisdiction. The first is “where it is possible to state that the object of
the transaction and of the insertion of the right to forfeit is essentially to secure the payment of money”. The second is a case
of fraud, accident, mistake or surprise. Lord Wilberforce continued:

“Outside of these there remained a debatable area in which were included obligations in leases such as to repair and
analogous obligations concerning the condition of property, and covenants to insure or not to assign.”

Covenants of that sort cannot be viewed as being essentially a security for the payment of money, because they are concerned
with the condition of the leased property and its value to the landlord when his reversion falls into possession. (That is why Dr
Oditah has made a virtue of the impermanence of the subject matter of the finance leases, arguing that the lessor's reversion
is illusory and its only substantial interest is financial.)

After discussing a number of old authorities (including the well known judgment of Lord Eldon LC in Hill v Barclay (1811)
18 Ves 56 and also Barrow v Isaacs & Son [1891] 1 QB 417 , which he described as “a high-water mark of the strict doctrine”
Lord Wilberforce said [1973] AC 691 , 723:

“it remains true today that equity expects men to carry out their bargains and will not let them buy their way out by
uncovenanted payment. But it is consistent with these principles that we should reaffirm the right of courts of equity in
appropriate and limited cases to relieve against forfeiture for breach of covenant or condition where the primary object
of the bargain is to secure a stated result which can effectively be attained when the matter comes before the court, and
where the forfeiture provision is added by way of security for the production of that result.”

So to find that a forfeiture provision is security for the production of “a stated result which can effectively be attained” on
the hearing of an application for relief is a third head under which the jurisdiction may be exercised. The rest of the House
of Lords agreed with Lord Wilberforce, Lord Simon of Glaisdale, at pp 726–727, showing some inclination towards a more
liberal view of the jurisdiction (as he was to do in Mardorf Peach & Co Ltd v Attica Sea Carriers Corpn of Liberia (The
Laconia) [1977] AC 850 , 873–874).

In The Scaptrade [1983] 2 AC 694 the House of Lords unanimously rejected the proposition that relief from forfeiture was
available when a shipowner exercised a contractual right to withdraw a vessel hired under a time charterparty. It was critically
important to the decision that the hiring was by time charter and was not a demise charter or a lease (see the argument of
the shipowner's counsel, at the invitation of their Lordships, *166  at p 698, and the speech of Lord Diplock at pp 700–
702 and again at p 704). Lord Diplock quoted Lord Wilberforce's general statement of principle in the Shiloh Spinners case
[1973] AC 691 and said that it was clear

“That this mainly historical statement was never meant to apply generally to contracts not involving any transfer of
proprietary or possessory rights, but providing for a right to determine the contract in default of punctual payment of a
sum of money payable under it”: see [1983] 2 AC 694 , 702.
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This reflected Lord Diplock's earlier observation, at p 700, that a time charter confers on the charterer no interest in or right of
possession of the vessel, but is a contract for services to be rendered to the charterer by the shipowner through the shipowner's
employees (that is the master and crew). Lord Diplock also quoted with approval a fairly lengthy passage from the judgment of
Robert Goff LJ [1983] QB 529 , 540–541 in this court as to the importance of certainty to the parties to a commercial contract.

The third decision of the House of Lords, Sport Internationaal Bussum BV v Inter-Footwear Ltd [1984] 1 WLR 776 , was
concerned with a contractual licence to use names and trademarks for sports shoes. An earlier action between the parties had
been stayed on the terms scheduled to a Tomlin order, which provided for Inter-Footwear to pay £105,000 in three instalments
and to have a licence (partly exclusive and partly non-exclusive) to use the names and marks. If any instalment was not paid
on the due date, the whole unpaid balance became due at once and the licensor could determine the licence. There was a
delay in payment of the second instalment and the licensor terminated the licence. Staughton J, this court and the House of
Lords all held that the court had no jurisdiction to grant relief from forfeiture.

Oliver LJ, delivering the judgment of this court, said, at p 786, that taken at its narrowest The Scaptrade [1983] 2 AC 694 :

“may be said to establish no more than this: that the equitable jurisdiction to relieve against forfeiture does not extend
to a time charter not being a charter by demise. There is, however, the more general proposition to be derived from it,
that, even where the primary object of the insertion of a forfeiture clause may be said to be to secure the payment of
money or the performance of some other obligation, the equitable jurisdiction does not extend to contracts which do not
involve the transfer or creation of proprietary or possessory rights.”

Oliver LJ referred to the need for certainty in commercial contracts and expressed doubt as to whether the licensor's right
to terminate the licence in the event of default could be regarded as being primarily a security for the payment of money.
Oliver LJ went on, at p 789:

“This is sufficient to dispose of the appeal but, in fact, there appears to us to be another reason why the equitable
jurisdiction to grant relief could not apply to a case such as this. The case is one of contract only and, in so far as there
were any rights created or transferred which could be described as ‘proprietary’, they were rights which rested only in
contract and to that extent distinguishable from the legal estate created by the grant of a lease or a mortgage. Assuming
that relief were capable of being *167  granted, effectively it could be granted only by compelling the plaintiffs to
regrant the permission which had been revoked. An exclusive licence to use a trade mark creates no estate, although it
enables the licensee to obtain an injunction if the licensor, in breach of contract, seeks to use the mark in competition
with him. Thus, effectively, the licensee applying for relief from forfeiture is in exactly the same position as the charterer
in [ The Scaptrade ]”

In the House of Lords the leading speech was given by Lord Templeman. After referring to what Lord Diplock said in The
Scaptrade about proprietary or possessory rights Lord Templeman continued, at p 794:

“Mr Wilson submitted that in the present case the licences to use the trade marks and names created proprietary and
possessory rights in intellectual property. He admits, however, that so to hold would be to extend the boundaries of the
authorities dealing with relief against forfeiture. I do not believe that the present is a suitable case in which to define the
boundaries of the equitable doctrine of relief against forfeiture. It is sufficient that the appellants cannot bring themselves
within the recognised boundaries and cannot establish an arguable case for the intervention of equity. The recognised
boundaries do not include mere contractual licences and I can see no reason for the intervention of equity.”

A few days after the decision of the House of Lords in the Sport Internationaal case this court heard an appeal in BICC plc v
Burndy Corpn [1985] Ch 232 . BICC and Burndy had been co-owners of a joint venture company, BICC-Burndy, to exploit
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know-how and other intellectual property rights. In 1979 they entered into a complex series of agreements intended to wind
up the joint venture and disentangle their commercial association. There was a particular problem about new patent rights
which were vested in BICC-Burndy. There was no obvious way of unscrambling these rights and so (as Dillon LJ explained,
at pp 241–242) the part of the contractual arrangements referred to as the assignment provided for the continued exploitation
of what were called the joint rights, with a provision (in clause 10(iii) of the assignment) for either party (if in default as to
its financial obligations) to be required to assign the relevant rights to the other party. It is not necessary to go further into the
rather complicated facts; the case is important for what Dillon LJ (with the concurrence of Kerr and Ackner LJJ) said about
relief from forfeiture. Falconer J had held that he had no jurisdiction to grant relief from forfeiture because clause 10(iii) was
part of a commercial arrangement between parties bargaining at arm's length. Dillon LJ said, at pp 251–252:

“The judge decided, in reliance especially on the judgment of the Court of Appeal in Scandinavian Trading Tanker Co
AB v Flota Petrolera Ecuatoriana (The Scaptrade) [1983] QB 529 , that the court had no such jurisdiction, because
the assignment was a commercial agreement between commercial parties. The decision of the Court of Appeal in The
Scaptrade was, as the judge noted, affirmed by the House of Lords [1983] 2 AC 694 . As I understand the decision of
the House of Lords, however, and the decision of the House of Lords in the subsequent case of Sport Internationaal
Bussum BV v Inter-Footwear Ltd [1984] 1 WLR 776 , *168  their effect was to confine the court's jurisdiction to grant
relief against forfeiture to contracts concerning the transfer of proprietary or possessory rights: see the speech of Lord
Templeman in the latter case at p 794. The present case, however, is distinguishable from those cases in that clause 10(iii)
of the assignment is concerned with a transfer of property rights. In Shiloh Spinners Ltd v Harding [1973] AC 691, the
House of Lords held that the court had jurisdiction to grant relief against forfeiture of proprietary rights in circumstances
outside the ordinary landlord and tenant relationship; but the case was concerned with a claim for relief against a right
of re-entry on land, and the speeches do not cast light on the extent to which jurisdiction exists to grant relief against
forfeiture of property other than an interest in land. In Barton Thompson & Co Ltd v Stapling Machines Co [1966] Ch
499 , 509, Pennycuick J considered it to be arguable that relief could be granted against forfeiture of a lease of chattels.
That view seems to have been approved by Edmund Davies LJ in Starside Properties Ltd v Mustapha [1974] 1 WLR
816 , 822; and in Stockloser v Johnson [1954] 1 QB 476 , 502, Romer LJ apparently considered that the court would
have power in an appropriate case to grant relief by way of extension of time to a purchaser of a diamond necklace
who had failed to pay the final instalment of the price in due time. There is no clear authority, but for my part I find it
difficult to see why the jurisdiction of equity to grant relief against forfeiture should only be available where what is
liable to forfeiture is an interest in land and not an interest in personal property. Relief is only available where what is in
question is forfeiture of proprietary or possessory rights, but I see no reason in principle for drawing a distinction as to
the type of property in which the rights subsist. The fact that the right to forfeiture arises under a commercial agreement
is highly relevant to the question whether relief against forfeiture should be granted, but I do not see that it can preclude
the existence of the jurisdiction to grant relief, if forfeiture of proprietary or possessory rights, as opposed to merely
contractual rights, is in question. I hold, therefore, that the court has jurisdiction to grant Burndy relief”

Moreover the court would if necessary have exercised its discretion to grant relief (differing from Falconer J on that point
also). It was not necessary because Burndy succeeded on another point as to equitable set-off.

In Jobson v Johnson [1989] 1 WLR 1026 this court was concerned primarily with the issue of whether an unusual provision
in a contract for the sale of shares in a private company, the purchase price being payable by instalments, amounted to a
penalty clause. Nicholls LJ, at p 1043, observed, and Kerr LJ, at p 1047, agreed, that the provision in question was something
of a hybrid, in that, although having the essential characteristics of a penalty clause, it also resembled a forfeiture clause.
That influenced the relief which this court decided to furnish, after considering various alternatives to meet the unusual
circumstances of the case: see Dillon LJ, at pp 1037–1038, Nicholls LJ, at pp 1045–1046, and Kerr LJ, who took a different
view on this point, at pp 1048–1050.

The next case to be decided (although only recently reported) is Goker v NWS Bank plc (1990) [1999] GCCR 1507 . The
claimant had entered into a deferred purchase agreement to buy a Mercedes convertible for a total of *169  £45,690 payable
over three years. He repeatedly defaulted in his obligations but, when the car was repossessed, he claimed relief from
forfeiture. Eminent counsel for the defendant conceded that there was jurisdiction to grant relief, but it was refused as a matter
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of discretion. The case is of interest mainly for the observations of Lloyd and Nicholls LJJ as to the different considerations
which apply depending on whether the subject matter is land or chattels. Lloyd LJ said, at p 1510:

“In the case of land the underlying security remains intact and is not impaired; in the case of a chattel the underlying
security is likely to be much more vulnerable. Thus, in the case of a car, it may be sold; it may be taken abroad; it
may be damaged as the result of a road accident, or it may be stolen. Furthermore, it requires continuing expenditure
on insurance and on maintenance and above all it will continue to depreciate. None of those factors applies to land, or
if they do apply only to a limited extent. If authority is needed for the proposition that different results may flow in
different types of case, it is to be found in the judgment of Dillon LJ in the case of BICC plc v Burndy Corpn [1985] Ch
232 , 252, where he said: ‘The fact that the right to forfeiture arises under a commercial agreement is highly relevant
to the question whether relief against forfeiture should be granted.”

Nicholls LJ made similar observations, at p 1512.

The next case is Transag Haulage Ltd v Leyland DAF Finance plc [1994] 2 BCLC 88 , a decision of Knox J. Indeed the
deputy judge started his discussion of the law with Knox J's citation of a passage from Snell's Equity , 29th ed (1990), para
1, pp 541–542; the corresponding passage in the 30th ed (2000), para 36–14, p 599 is in identical terms except for some
additions to the footnotes.

Sir Roy has submitted that the Transag case was wrongly decided and should be overruled. It was concerned with hire-
purchase agreements for the hire of three lorries entered into by Transag, a haulier, between January and May 1991. The total
purchase price for the three lorries was £177,333, with down payments totalling £69,333 and the balance (for each vehicle)
due by 36 monthly payments of £1,000. Transag went into administrative receivership in November 1993, when only about
£14,000 remained to be paid and the lorries were worth about £67,000. The agreements were in standard form and contained
provision (clause 13) for termination by the owner after an event of default, which included receivership; provisions (clause
14) spelling out the consequence of termination, including return of the vehicles to the owner and an immediate liability for
outstanding instalments; and (clause 24):

“If the hirer (having duly observed and performed all the terms and conditions of this agreement whether expressed or
implied, and having paid all sums due under this agreement) shall pay to the owner the sum of £5 the hiring thereby
constituted shall determine and the hirer shall become the absolute owner of the goods but until such time the goods
shall remain the sole property of the owner and the hirer shall be a mere bailee thereof.”

Transag sought a declaration that the relevant provision of clause 13 was a penalty (a claim which failed) and alternatively
relief from forfeiture. *170  Knox J held that he had jurisdiction to grant relief, and that the case was “one of those rare
cases” where it would be right for the court to exercise its discretion and grant relief on terms that the outstanding instalments
were to be paid within seven days. It does not appear from the report (or from another report [1994] BCC 356 ) whether the
order accelerated (or otherwise referred to) the clause 24 option.

Sir Roy's attack on the Transag case was directed mainly to Knox J's observation [1994] 2 BCLC 88 , 99 that Transag's
contingent right to exercise its option under clause 24 (and buy each lorry for £5) could properly be described as a proprietary
right. Sir Roy submitted that it was a purely contractual right, and referred on that point to the decision of this court in Whiteley
Ltd v Hilt [1918] 2 KB 808 (and especially to what Warrington LJ said at pp 819–820). Sir Roy went on from there to point out
that On Demand's rights under the agency provision in condition 12 were even less proprietary in character, being simply a
right to 95% of the net proceeds after an approved sale (which necessarily vested ownership of the equipment in a third party).
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I have to say that I do have difficulty with the part of Knox J's judgment to which criticism is directed. But my difficulty
is not so much with Knox J's conclusion as with the narrow terms in which he seems to have seen the issue when he said,
[1994] 2 BCLC 88 , 99, immediately after his citation of Snell :

“The only forfeiture that I can discern in the case before me where no claim is being made in respect of past payments
by the company is the loss of the contingent right to buy the goods for £5 under clause 24.”

I find this puzzling because Knox J had already referred in detail, at pp 92–93, to the receiver's evidence that continued
possession and use of the three lorries was essential to the conduct of Transag's business, which the receivers hoped to sell as
a going concern. I think that Knox J could have based his decision on Transag's possessory rights during the currency of each
of the hire-purchase agreements, as well as on its option to purchase under clause 24 once the agreement had run its course.

Those possessory rights arose under contracts but I cannot accept the submission that those rights, or the rights of On
Demand under the finance leases, were purely contractual rights if that intensitive implies that they had insufficient possessory
character to meet the principles which emerge from the authorities considered above.

What was said in Whiteley Ltd v Hilt seems to me to be well in line with those principles. Whiteleys and Miss Nolan entered
into a hire-purchase agreement for the hire of a piano, which Miss Nolan purported to sell to the defendant. Whiteleys sued
the defendant for detinue or conversion, and the real issue was as to the measure of damages. Warrington LJ said [1918]
2 KB 308 , 819–820:

“The nature of the interest taken by the hirer under the agreement appears to me to be this: First, a right to retain
possession of the chattel so long as she performed the conditions of the agreement. Secondly, an option to purchase
the chattel exercisable by payment of the instalments provided for by the contract.”—The third right was a right of
reinstatement after default under a special provision of the contract— *171  “That, in my opinion, was the interest of the
hirer. The general property in the chattel no doubt remained in the plaintiffs, but that general property in it was qualified
and limited by the contractual interest conferred by the agreement upon the hirer. Now, was that interest assignable?
In my opinion it clearly was”

Contractual rights which entitle the hirer to indefinite possession of chattels so long as the hire payments are duly made, and
which qualify and limit the owner's general property in the chattels, cannot aptly be described as purely contractual rights.

For these reasons I consider that the Transag case [1994] 2 BCLC 88 was correctly decided (although I respectfully think that
Knox J might have based his decision on broader grounds) and that a finance lease is in principle capable of attracting relief
from forfeiture provided that the provision occasioning forfeiture satisfies one or other of the two relevant conditions stated
by Lord Wilberforce in the Shiloh Spinners case [1973] AC 691 (security for payment of money, or security for attaining
a specific and attainable result). The fact that a finance lease is a commercial contract of a very familiar sort and the fact
that its subject matter is chattels (not land) may be very material to the question whether relief should be granted (as this
court recognised in BICC plc v Burndy Corpn [1985] Ch 232 and Goker v NWS Bank plc [1999] GCCR 1507 , and as Knox
J recognised in the Transag case) but that goes to the exercise of discretion, not to jurisdiction. (It may also be noted, as
Millett LJ has pointed out in his lecture “Equity's Place in the Law of Commerce” (1998) 114 LQR 214 , that land is also a
subject of commerce and leases of land and buildings are commercial transactions.) Moreover the impermanence of chattels
such as video equipment and motor vehicles (as compared with land and buildings) does not to my mind go all one way. I
recognise the points made in Goker v NWS Bank plc , but the absence (in most likely circumstances) of any “reversion” of
significant value, after the termination of On Demand's finance leases, gives force to Dr Oditah's submission that Michael
Gerson's real interest in the finance leases was a financial interest. To say that is not to disregard legal rights and obligations
in favour of economic substance (as to which see Robert Goff LJ in Bank of Tokyo Ltd v Karoon (Note) [1987] AC 45 ,
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64). It is a legitimate consideration if On Demand is to satisfy one or other of the conditions stated by Lord Wilberforce in
the Shiloh Spinners case.

For these reasons I consider that the deputy judge was right in his first general conclusion on jurisdiction [1999] 2 All ER 811
, 822. Indeed, but for Sir Roy's spirited attack on the Transag case (which the deputy judge took as his point of departure) I
would have dealt with the point much more shortly by saying that I agree with the deputy judge for the reasons which he gave.

I consider that he was also right in his conclusion that the “security” requirements were satisfied. I can give my reasons quite
shortly, since most of the ground has been covered already. It is not to disregard the legal substance of the finance leases to
accept (as I do) the submission that Michael Gerson's real interest in the leases was a financial one. The terms of the leases
demonstrate that and it is confirmed by Michael Gerson's reaction to the receivership, which was that the equipment should
be sold (there may have been in this some element of altruism and wanting to save jobs, but at *172  the lowest it cannot
be said that Michael Gerson was pressing to have the equipment removed from the Burley Road premises in order to put
it on the market). Mr Gerson's second affidavit did not cast doubt on this conclusion, for the reasons stated by the deputy
judge, at p 824.

Sir Roy has submitted that the deputy judge went wrong on this point because he confused the “stated result” (in Lord
Wilberforce's phrase in the Shiloh Spinners case [1973] AC 691 , 723) with the purpose of the whole transaction, and so
emptied the requirement of all content. That submission calls for serious consideration, but I cannot accept it. I can see its
force in a lease of land and buildings, where the landlord is interested not only in the rent but also in the condition and
use of the premises both during the term and on the reversion falling into possession. But, if the lessor's only real interest
is in securing the prompt and regular payment of rentals under a finance lease, any provision for forfeiture on any act of
default (including the appointment of receivers) can readily be seen as a security to attain that end. The fact that relief against
forfeiture cannot undo the appointment of the receivers is not decisive or even material provided that the terms on which relief
is granted provide full protection for the lessor's financial interest. If the lessee is insolvent, it will generally be impossible
to provide full protection for the lessor, and so relief will not be granted. But the facts of this case, and those of the Transag
case [1994] 2 BCLC 88 , show that the amount of the outstanding instalments due to the lessee when receivers are appointed
may be quite modest, and the windfall to the lessor (if relief is not granted) correspondingly large. My feeling that equity
should be able to give relief in such circumstances does not depend on Dr Oditah's wider submissions (on which I express
no view) as to the need to promote a “rescue culture” in insolvency law.

The effect of the sale

Here at last I come to the subject matter of On Demand's notice of appeal (as opposed to Michael Gerson's respondent's
notice). The court's conclusion (in relation to a finance lease of the type now under consideration) that relief from forfeiture
can in principle be granted leads on to the question, what form can that relief take? In particular, can the court in any way
accelerate the time, or modify the conditions, at or on which the lessee can exercise an option to acquire ownership of the
hired goods (as in the Transag case) or to become contractually entitled to a sum little less than their sale proceeds (as in this
case)? And on the unusual facts of this case, could the court grant any relief after the sale under the order of Harman J?

The deputy judge addressed these questions at two points in his judgment [1999] 2 All ER 811 , 819–820, 826–827. In the
first passage he stated the terms on which On Demand was seeking relief:

“there should be paid to [Michael Gerson] such a sum as [Michael Gerson] would have been entitled to if sale of the
equipment under condition 12(A) had taken place, assuming for this purpose a sale at £251,617 and tax advantages
totalling £15,897.”
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(Those figures were agreed by On Demand in order to have the motion treated as the trial of the action. The deputy judge
must also have had in *173  mind that any outstanding sums for primary or secondary rentals would be paid.)

The practical effect of granting relief on those terms would have been, as I understand it, that the actual sale proceeds of
the equipment (about £132,000) would have been divisible (very roughly) as to one-quarter to Michael Gerson and as to
three-quarters to On Demand. Sir Roy described that as On Demand obtaining relief by paying Michael Gerson some of its
(Michael Gerson's) own money.

The deputy judge then went on (under the heading “Alleged jurisdiction to amend terms of agreement”) to consider the
implications of the terms of the finance leases: that the sale agency under condition 12 arose only after the termination of the
lease (and “subject to the lessee having duly performed its obligations under this agreement and any other lease agreement”),
and that the lease could be terminated only by at least 60 day's notice expiring at the end of the primary period, or on a later
anniversary. He said [1999] 2 All ER 811 , 819–820:

“If no receivership had arisen (and if there had been no other breaches of the agreements), I cannot see that there would
have been any right to ask the court to intervene to authorise a sale of the equipment while the leases were still on foot
in circumstances where [Michael Gerson] had acquired no right, and might never have acquired the right, to sell under
condition 12. Such an intervention could be justified only on the basis that the court possesses a general jurisdiction to
rewrite contracts. I have no doubt that there is no such general jurisdiction.”

The deputy judge then considered what he called an example, that is a hypothetical situation in which a lessee on the same
terms as the finance leases was simply seeking reinstatement of the lease, so that the lessee could proceed to give a 60-day
notice to terminate the lease, sell under the agency in condition 12 and claim a sum equal to 95% of the net proceeds. After
considering the law, including the Transag case, the deputy judge concluded that, had the equipment not been sold, he would
have granted relief. In view of his observations about not rewriting contracts it seems clear that that would have meant no
more than the reinstatement of the finance leases, not the acceleration of the opportunity to sell the equipment and obtain
the financial advantage of the sale.

That is confirmed by what the deputy judge said when he returned from the hypothetical example to the actual facts [1999]
2 All ER 811 , 826:

“In the present case, the equipment is no longer in the possession of the plaintiff lessees. It has been sold. Relief from
forfeiture would therefore not make sense: first, a lease of equipment cannot meaningfully be restored if the equipment
is gone; second, the possession of the lessee of the equipment cannot be restored to the lessee if there is no longer any
equipment to possess. If the plaintiffs had confined themselves before Harman J to asking for the finance leases to be
restored as if they had never been forfeited, the court might well have been prepared to grant relief, perhaps on terms.
They asked instead for leave to sell the equipment, all the defendant's rights being reserved. One of the defendant's rights
in my judgment is to argue that as the grant of relief could not now restore the status quo, there cannot be jurisdiction
to grant *174  it. Restoration of the status quo includes restoration of a state of affairs whereby the lessee has either:
(i) to pay the secondary rentals and abide by the other terms of the agreement if it wishes to continue to use and possess
the equipment; or (ii) to comply strictly with the 60-day notice provision and the terms of condition 12 if it wishes to be
entitled to sell as the owner's agent. Neither of those possibilities would any longer exist if relief from forfeiture were
now purportedly granted. Accordingly, in my view, there can be no jurisdiction to grant it”

Dr Oditah has submitted that the deputy judge was wrong in that conclusion. There were three main strands in his argument:
that the jurisdiction to relieve from forfeiture is very wide and did not depend on the precise reconstitution of the relationship
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of lessor and lessee; that the acceleration of the opportunity for sale under condition 12 did not amount to rewriting the
contract; and that the sale under the order of Harman J should be seen as purely facultative and “merits-neutral”. On the first
of these points Dr Oditah referred to the observations of Steyn LJ in Securities and Investments Board v Pantell SA (No 2)
[1993] Ch 256 , 283, citing Birks, An Introduction to the Law of Restitution (1985), p 423. On the second point he cited the
decision of this court in Lancashire Waggon Co Ltd v Nuttall (1878) 42 LT 465 and that of Judge Rich QC in Alf Vaughan &
Co Ltd v Royscot Trust plc [1999] 1 All ER (Comm) 856 . On the third point he cited Larner v Fawcett [1950] 2 All ER 727 .

As to the first point, I readily accept that (as Professor Birks puts it) equity does not insist on exact counter-restitution but is
willing to make adjustments in money, so long as the results are practical and just. The Court of Chancery, unlike common
law courts, had the machinery for taking accounts on which such adjustments could be based. But Dr Oditah's beguiling
formulation of “precise reconstitution” not being required tends to obscure the fact that (as Sir Roy Goode put it) there would
be nothing left of the finance leases except for a few lines of condition 12(A). The decisions of the House of Lords discussed
at length earlier in this judgment all insist that the equitable jurisdiction is to relieve against the forfeiture of property , not
to rewrite bargains (especially commercial bargains). The money paid into the escrow account might be regarded as a clean
substitution for the equipment (though that is open to argument, since Michael Gerson contended for a sale at an undervalue,
and On Demand accepted that contention). But I cannot see how the court could then grant relief from forfeiture in relation
to a sum of money after the equipment had gone. As Dillon LJ said in Fuller v Judy Properties Ltd (1991) 64 P & CR 176 ,
184, the object of relief against forfeiture is the continuation of a lease, not its extinction.

As to Lancashire Waggon Co Ltd v Nuttall 42 LT 465 , it establishes that the court will permit accelerated payment by the
hirer (or deferred purchaser) if the provision for periodical payments was solely for the hirer's (or purchaser's) benefit. In
view of the importance of the tax element in finance leases, and in the absence of any finding on this point by the judge (who
did not, I think, hear argument on it), I would not assume that the relevant provisions of the finance leases were inserted
solely for the benefit of On Demand.

*175

In Larner v Fawcett [1950] 2 All ER 727 the owner, F, of a thoroughbred filly agreed to lease the filly to D, who placed
her with a trainer, L. D failed to pay for the filly's keep and L obtained judgment against him. The issue was whether, as
between L and F, L was entitled to a common law lien (which gave no right of sale). This court upheld an order for sale of
the filly (under what became RSC, Ord 29, r 4 and is now CPR, r 25.1(c)(v) ) on the footing that the lien, if established,
would attach to the proceeds of sale. That order was “merits-neutral”. In this case, by contrast, the sale inevitably altered
the court's power to grant relief.

I reach this conclusion with some regret, but I am not convinced that the result is as deplorable as some commentators have
suggested. The finance leases were familiar commercial transactions between substantial companies in which the court would
not assume transactional inequality. Michael Gerson may have obtained a windfall but the receivers achieved their larger
objective, that is the sale of On Demand's Creative Convergence division as a going concern. The deputy judge (who was
closer to the economic and tactical realities of the matter than this court can be, although not so close as Harman J was on 5
March 1998) said [1999] 2 All ER 811 , 826 that On Demand “took their chance” in asking the court to sanction a sale. Dr
Oditah is correct in pointing out that the risk was not that the court might not “validate” the sale, but that relief from forfeiture
(so as to enable On Demand to benefit from condition 12) would no longer be possible.

In my judgment that risk has proved fatal to On Demand's case. To hold otherwise would to my mind require the court to
extend the doctrine of equitable relief from forfeiture in an unprecedented way, and moreover in a way which would introduce
unacceptable uncertainty into commercial transactions. I would therefore dismiss this appeal.
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SIR MURRAY STUART-SMITH

I gratefully adopt the statement of facts set out in the judgment of Robert Walker LJ. The judge held that but for the sale
of the equipment the court would have had jurisdiction to grant relief from forfeiture and, in the exercise of its discretion,
would have done so on payment of the outstanding primary rental on lease No 4, namely £3,892.54, 5% of the sale price
which was taken to be £251,617 (£12,580) and any sum to which the respondents, Michael Gerson, were entitled by way of
tax relief, which seems to have been taken at £15,897 (but as to which there is some dispute between the parties as to the
correct figure). In this appeal the appellants, On Demand, contend that the judge was wrong in holding that the sale defeated
the claim for relief from forfeiture.

But Michael Gerson in their respondent's notice contend that the judge was wrong in holding that, but for the sale, the court
had jurisdiction to grant relief from forfeiture. Two principal arguments have been advanced by Sir Roy Goode on their
behalf: (i) that the court has no jurisdiction to grant relief from forfeiture in ordinary commercial contracts unconnected with
interests in land; (ii) that, if the court does have jurisdiction in relation to contracts other than those involving interests in
land, it is confined to cases where there is a grant of a proprietary interest; a possessory interest is not sufficient.

I propose to deal with these points shortly because I am in agreement with the views of the judge on them: I have also had
the advantage of reading in *176  draft the judgments of Robert Walker and Pill LJJ and I agree with them on these issues.
In my view the first submission is not open to Michael Gerson in this court. In BICC plc v Burndy Corpn [1985] Ch 232 it
was held by this court that the jurisdiction to grant relief from forfeiture arose in relation to a proprietary or possessory right
in personal property, in that case intellectual property. Secondly, while it may be true, as Sir Roy asserts, that there is no case
where a purely possessory right has been held to be sufficient, there are now a number of statements of authority that either
a proprietary or possessory interest is enough: see Scandinavian Trading Tanker Co AB v Flota Petrolera Ecuatoriana (The
Scaptrade) [1983] 2 AC 694 , 702 per Lord Diplock and the Court of Appeal in BICC plc v Burndy Corpn [1985] Ch 232 ,
252a per Dillon LJ, the other members of the court agreeing with his judgment.

In my judgment the real question in this appeal is whether the judge was right to hold that the sale of the equipment defeated
On Demand's claim for relief from forfeiture because On Demand could not be restored to the position before the leases were
terminated. In my opinion the answer to the question depends on the proper construction and effect of the order of Harman
J made on 5 March 1998. This has to be determined in the light of the facts and circumstances known to the parties and the
judge at the time. By their writ On Demand sought relief from forfeiture and an order for sale; the same relief was sought
on the notice of motion; the order for sale being sought was an interim order pursuant to the provisions of RSC Ord 29, r
4 . That rule provides:

“(1)  The court may, on the application of any party to a cause or matter, make an order for the sale by such person, in
such manner and on such terms (if any) as may be specified in the order of any property (other than land) which is the
subject matter of the cause or matter or as to which any question arises therein and which is of a perishable nature or
likely to deteriorate if kept or which for any other good reason it is desirable to sell forthwith.”

It was never in dispute that there was good reason why it was desirable to sell the equipment forthwith. Both On Demand and
Michael Gerson were anxious to sell to the management buyout, since the price thereby obtained was substantially higher
than that obtainable on a breakup.

It seems to me to be plain that the object of the rule is to substitute for the property itself the proceeds of sale so that the parties
can argue their rights as they existed at the time of the application on the basis of what the position would then have been. It is
certainly to my mind a bizarre result that the very sale itself defeats one of these partie's rights. But this is what the judge held.
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That this never occurred to the parties or the judge at the time of the making of the order seems to me to be equally plain. In
his letter of 2 March 1998 Mr Gerson wrote on behalf of Michael Gerson:

“I confirm our conversation of this morning when I put forward the suggestion that without prejudice to the terms and
conditions of our four leases and the rights existing under those leases, that in order to enable the best realisable price
to be negotiated, in the interest of saving jobs at the company, and to preserve any goodwill, you should negotiate a sale
to *177  any interested party with which we will co-operate as owner (but without our conferring any warranty as to
condition or use of the goods) subject to agreement on price with our valuer and that the proceeds of sale should be paid
into an escrow account giving you the option to apply to the court in accordance with the principles set out in [ Transag
Haulage Ltd v Leyland DAF Finance plc [1994] 2 BCLC 88 ] to which you referred, within a period of 60 days and
with you bearing all the costs of the action in order to obtain clarification of the law”

In his affidavit sworn on 5 March 1998 Mr Gerson made it clear:

“(i)  that [Michael Gerson] wished to sell the equipment at the best achievable price” (para 3);

(ii)  “that while [Michael Gerson] did not accept that [On Demand] had any right to relief from forfeiture. They accepted
that there was an arguable case that they did” (para 4);

(iii)  “that in order to hold the position pending a full hearing of the motion, the proceeds of sale should be put into
an escrow account as contemplated by the notice of motion. However [Michael Gerson] wish to reserve their right in
relation to such sales… It should be clear on the face of the order that it is made without prejudice to [Michael Gerson's]
contention that it is entitled to the full value of the goods at the date of sale” (para 5).

Michael Gerson consented to an order for sale which “did not prejudice their rights to raise arguments as to the true value
of the equipment in due course”.

The dispute between the parties was whether the sale price, on which the 5% was to be calculated, was that attributed to it in
the proposed management buyout, namely £130,500 (or £132,839.96) or £251,617—the value attributed on a going-concern
basis by Michael Gerson's valuers. The order of Harman J reflected that; it was in these terms:

“The plaintiffs and each of them be at liberty to sell or otherwise dispose of the equipment the subject of the finance
lease agreements specified in the schedule hereto and give a good and valid title to the purchaser or disponee free from
any claim by the defendants or either of them upon the terms that the net proceeds of the said sale or disposition be held
in an escrow account pending the hearing of the inter partes motion on notice in this action, provided that the defendants
shall be at liberty hereafter to contend that the breakup value of the said equipment was more than £130,500.”

The order is not expressed to be without prejudice to Michael Gerson's right to contend that there was no right to relief from
forfeiture at that time. But Dr Oditah on behalf of On Demand accepts, rightly in my view, that this is implicit in the order.
Both Dr Oditah and Mr Tomlinson have made it plain that neither of them ever contemplated at that time that the sale of itself
could defeat the application for relief from forfeiture. There is nothing to suggest that the judge contemplated the possibility.
Such a result was wholly antithetical to what was sought, what was consented to and what was ordered. Had the point been
raised, the judge would have had to determine the application for relief from forfeiture before making any order for sale.
Assuming that Harman J would have decided the matter at that *178  time in the way Mr Laurence QC said he would have
done but for the sale, relief would have been granted on terms. In my judgment it is amply borne out by what happened before
Harman J, the transcript of which we have now seen. In his short judgment Harman J makes it plain that in his view “relief
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from forfeiture is obviously available”. Had he in fact granted relief there and then, there would have been no problem. Had
that been done, it is apparent, it seems to me, that Michael Gerson would have consented to the sale on the same terms that
they in fact did. They obviously they would not have insisted on a 60-day notice, since they too were anxious to sell to the
only purchasers in the market. In the unlikely event that Michael Gerson had insisted on a 60-day notice, it would I think
have been possible to agree a sale with the purchaser, contingent on the giving of the notice and payment of the price on
expiry of the notice. But that was not what either party wanted.

The order is wholly silent on the question of the partie's rights in relation to relief from forfeiture. But in the same way that I
accept that it is implicit in the order that Michael Gerson could maintain on the final hearing of the motion that as at the date of
the application there was no right to relief—because for example relief only related to interests in land and not to possessory
interests in personal property—so it seems to me to be implicit in the order that the rights of the parties were to be considered
as at that date and not be affected by the order for sale itself. In the light of hindsight, it would have been better had this been
spelt out in the order itself. But I see no reason why the court should not so construe the order that this is implicit in it. At the
time, had the matter been raised, it seems to me both parties and the judge would have said, “Of course that is what we mean”

That this is the purpose and intent of Ord 29, r 4 is I think borne out by Larner v Fawcett [1950] 2 All ER 727 . The facts of
the case are that F agreed with D that D should take F's filly on lease for a certain period on terms that money won on racing
should be shared between them. D was responsible for the upkeep and he should have a right to buy at any moment. D agreed
with L that L should train the horse. F learnt that L had the horse and that D owed money for its upkeep for which L was suing
D. F wrote to L asking him to “hold the filly on behalf of” F and that he would be responsible for my expenses in connection
therewith. But F later withdrew this. L started an action against F for a declaration that he was entitled to a lien on the filly in
respect of her upkeep. He also sought an order for sale of the filly pending determination of his right to a lien against F. The
order was sought under RSC (1883) Ord 50, r 2 , which is in substantially the same terms as RSC (1965) Ord 29, r 4 . The
Court of Appeal upheld the judge's order for sale. L had only a possessory lien; once he lost possession of the horse, he could
no longer exercise his lien. It would have been absurd and defeated the whole object of the order if it had had the effect of
putting an end to the lien so that he could not maintain his claim when the case came to trial. It is clear that, when the court
came to consider whether L had a lien, it was to do so as at the time of the application and not at the time of the trial hearing.

Sir Roy Goode submitted that this argument was in the nature of a plea of estoppel, and there was no such plea in the reply
and defence to counterclaim. I do not think there is any question of estoppel. Rather it is a question of construing the order
of the court in the light of the facts known *179  to the parties and the court at the time it was made. The judge's decision
seems to me to be very unjust to the claimants. It is common ground that the rentals payable over 36 months cover the cost
of the equipment, interest and profit, so that apart from the final instalment on the fourth lease of £3,892.54 (which would
be payable if relief is granted) Michael Gerson had already recovered their full outlay plus profit. Once the primary period
is over, the lessee has a valuable right, albeit a contractual and not a proprietary right, to continue leasing at a nominal rental
or to sell as agent for the lessor and retain 95% of the purchase price. If relief is granted on the terms proposed by the judge,
Michael Gerson get everything they are entitled to under the leasing agreements. Indeed they get accelerated payment, but,
provided no attempt is made to obtain a discount for accelerated payment, that does not prevent relief. Michael Gerson cannot
insist on the letter of the agreement if they suffer no detriment: Lancashire Waggon Co Ltd v Nuttall 42 LT 465 .

If the law requires the court to reach a conclusion which confers a substantial windfall on Michael Gerson and this injustice
on the claimants, so be it. But for the reasons which I have endeavoured to explain, I do not think it does.

PILL LJ
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I agree with the conclusion of Robert Walker LJ on the first issue and for the reasons he gives. That there is jurisdiction to
grant relief from forfeiture in the case of finance leases emerges from the speech of Lord Wilberforce in Shiloh Spinners Ltd
v Harding [1973] AC 691 , 723, cited by Robert Walker LJ:

“it remains true today thatequity expects men to carry out their bargains and will not let them buy their way out by
uncovenanted payment. But it is consistent with these principles that we should reaffirm the right of courts of equity in
appropriate and limited cases to relieve against forfeiture for breach of covenant or condition where the primary object
of the bargain is to secure a stated result which can effectively be attained when the matter comes before the court, and
where the forfeiture provision is added by way of security for the production of that result.”

A finance lease is in principle capable of attracting relief from forfeiture. Michael Gerson's real interest in these leases was
a financial one and the forfeiture provision was added by way of security for the production of that result.

That conclusion gives rise to a series of questions as to the circumstances in which relief can arise and as to the form that
relief can take. Submissions have also been made upon the different but related question as to the rights of the lessee during
the currency of the lease. Dr Oditah relies upon the flexible approach adopted by the courts when the interest of the vendor or
lessor is only financial. In Lancashire Waggon Co Ltd v Nuttall 42 LT 465 it was held that a contract on what was described
as the “sale on hire system” was in effect one of sale and the provision for payment by instalments was a provision solely
in favour of the purchaser. In these circumstances, the purchaser was entitled to anticipate the time fixed for the transfer of
the property in the wagons by anticipating the time for payment. In the case of a finance lease on the present terms, it is
submitted, the court *180  should permit the lessee to terminate the agreement and, upon a forfeiture, to grant relief and
permit sale, provided the financial interests of the lessor are protected.

The somewhat elaborate provisions for termination in the agreement including clause 12 (A to E) should not be used to
curtail or obstruct the exercise of the lessee's rights. The lease makes detailed provision for the sale of the equipment upon
termination of the lease. It is sufficient for present purposes to set out clause 12(A):

“Subject to the lessee having duly performed its obligations under this agreement and any other lease agreement upon
termination of the leasing of the equipment at the end of the primary period or at any time thereafter by notice from
the lessee in accordance with the provisions of this agreement, the lessee is appointed the sales agent of the owner to
negotiate a sale of the equipment to a third party (not being a parent, subsidiary or associated company of the lessee) at
the best price available, such price to be negotiated to and approved by the owner prior to the sale”

The lease also requires, as Robert Walker LJ has pointed out, 60 day's notice of termination by the lessee.

Sir Roy Goode relies on the principle that equity expects men to carry out their bargains. The terms of the contract, including
clause 12, are framed to meet the interests of both parties which include that of achieving the most favourable treatment for
the purposes of tax. The lessee is not entitled to buy out the interest of the lessor as and when it sees fit. Nor, upon obtaining
relief against forfeiture, if the court has power and does grant relief, can the lessee as a matter of course circumvent the
provisions of the lease to achieve a sale.

It is not necessary for the determination of this appeal to resolve the more general questions which arise. That is because a
sale of the equipment to a third party was proposed by On Demand. Their solicitor's letter of 2 March 1998 referred to the
“purported” forfeiture and stated:
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“In those circumstances, but for the appointment of joint administrative receivers to the company, the economic benefit
which Michael Gerson (Finance) plc could expect to derive from the lease agreements would amount to the unpaid
rent referred to above, together with 5% of the net sale proceeds upon a sale being negotiated by the company. We
understand that the assets the subject of the lease agreements have a material value, possibly exceeding £130,000. In
those circumstances, we have advised our clients that, on the basis of the equitable principles outlined in the recent case
of Transag Haulage Ltd v Leyland DAF Finance plc [1994] 2 BCLC 88 , our client is entitled to make application to
the court for relief from the forfeiture of the lease agreements and an order that the company may exercise its rights
as your agent to sell the assets the subject of the lease agreements in accordance with the provisions of clause 12(A)
and 12(E) of the lease agreements, thereby preserving the company's clear interest in the proceeds of sale of the leased
equipment. As you are aware, our client is seeking purchasers of the company's business as a going concern and would
seek to include the assets the subject of the leased agreements within any such  *181  transaction. Could you please
confirm by return of fax and in any event by 3pm this afternoon that our clients may proceed to negotiate such a sale as
envisaged by clause 12 of the lease agreements, failing which our clients will make application to the court for the relief
referred to above and an order that you pay the costs of such application, without any further notice to you whatsoever”

The proposed sale had the urgent and larger object of keeping the business going. Michael Gerson agreed to the sale and
Harman J made an order authorising the sale. A proviso to the order left Michael Gerson free to contend that the value of the
equipment was more than the £130,500 for which it was to be sold.

That sale having occurred, I agree with Robert Walker LJ that the court cannot grant relief from forfeiture in relation to the sum
of money obtained on the sale. On Demand are no longer lessees claiming relief. Whatever flexibility may be shown by the
courts in granting a lessee relief from forfeiture, it does not in my judgment extend to a claim upon a sum of money obtained
on sale of the leased equipment following a resolution of the matter by sale of the equipment at the request of the lessee.

The argument which, as I understand it, has commended itself to Sir Murray Stuart-Smith is that the order for sale in this
particular case reserved to On Demand the right to apply for relief against forfeiture, notwithstanding the sale, as if they
were still lessees. It was an implied term of the order, it is suggested, that the rights of the parties were, upon a subsequent
application for relief against forfeiture, to be considered as at the date of and unaffected by the order for sale.

To the extent that the argument turns upon the construction of the order made by Harman J, I agree with Sir Murray Stuart-
Smith. It would be open to parties to agree that, notwithstanding a sale, their rights should be determined as if a sale had
not occurred. I do not exclude the possibility that the circumstances might be such that an agreement to that effect could
be implied. I am, however, unpersuaded that such an agreement can be implied in present circumstances. It would have
been open to On Demand to seek from Harman J relief against forfeiture. Questions could then have arisen, for example,
as to whether the contractual requirement of 60 day's notice to terminate was a bar to immediate sale. On Demand took an
alternative course for what appeared to them to be good commercial reasons. In the absence of agreement by Michael Gerson,
they could not have both the sale they sought and the right to claim relief against forfeiture as if they had not taken that course.

On Demand argue, and Dr Oditah has done so forcefully on their behalf, that sale is not as a matter of law a bar to their money
claim but that is quite different from the argument that relief can be sought as if there had not been a sale. I find nothing to
justify a finding that Michael Gerson agreed to the latter arrangement.

By agreeing that On Demand retained the “option to apply to the court in accordance with the principles set out in the Transag
Haulage case” Michael Gerson were not agreeing that the point could be argued as if no sale had occurred. Had that suggestion
been made at the hearing before Harman J, which it was not, Michael Gerson would have been startled. Consideration of
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the transcript of the hearing before Harman J in my view *182  supports the conclusion that there was no such agreement.
There is no record of a suggestion by Dr Oditah at that hearing that there was any such agreement. The submissions to the
judge were directed mainly to whether the proviso to the proposed order which Michael Gerson were seeking (“provided
that [Michael Gerson] shall be at liberty hereafter to contend that the break-up value of the said equipment was more than
£130,500”) was necessary or appropriate. Mr Tomlinson, for Michael Gerson, initially submitted that:

“the position is this that, on the face of the matters, we are the owners of the equipment, entitled to possession, subject
to an arguable right to relief from forfeiture. The effect of this order is to transfer, against our will, the ownership of
goods that is presently vested in us. My Lord, we can see the common sense of that in the circumstances that have arisen,
but what we say is simply this—that no order should be made which has the effect of definitively depriving us of our
rights in relation to those goods.”

He added that: “what [the order for sale] would have the effect of doing is transferring our rights from the goods to the
proceeds of sale that they say they have.” He went on to argue for the proviso. Dr Oditah's submissions were directed to the
same point. In the course of argument, the judge stated:

“How does that prejudice you Dr Oditah? You will have in your hands, as receivers, the whole of this fund, you will
be able to seize the running loss of the wages and loss in the business which is one of the things you will urgently need
to do, I understand that. You will be entitled to retain the fund until this was determined as against your appointing
back the debenture holder.”

Dr Oditah opposed the insertion of the proviso.

In his judgment, the judge stated:

“This is an ex parte application on notice in an action which I think has now been started but was an intended action
when brought before me yesterday. The intended defendants”—Michael Gerson—”have appeared. They say that the
matter is coming on with extreme speed and that they are not in a position to definitively establish their position. That
seems to me a perfectly reasonable attitude. The order sought by the ex parte application is that the plaintiffs”—On
Demand—”who are two companies in administrative receivership, be at liberty to sell equipment, the subject of financial
disagreements which are specified, and to give a good and valuable title to the purchaser or disponee, free from any
claim by the defendants or either of them. So far, no opposition is made to the follow-up from the order upon the terms
that the net proceeds of the said sale be held in an escrow account pending the hearing of the inter partes motion.”

In the course of considering the differing evidence as to value, and concluding that the difference was very small, the judge
did say that “relief from forfeiture is obviously available”. I read his comment as indicating that in his view relief was at that
stage available and not as indicating a view, still less an agreement, that it would survive the sale.

*183

Finding that it was appropriate to make the order, Harman J stated:

“It seems to me the order will enable the plaintiffs to sell and to give good title, to put an end to the running liability
for wages which is causing loss to the debenture holder, eventually, the creditors eventually of the companies and will
effectively discharge the difficulty which they are facing at the moment. On the other hand, the defendants will be
protected by the insertion of the proviso and it seems to me the plaintiffs are not caused any substantial prejudice thereby.”
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Agreement by Michael Gerson that On Demand could sell but must be treated as if they were still lessees would have involved
a substantial concession. It would have been a most unexpected concession in circumstances in which it was On Demand
who were making the running towards achieving a sale. I have found nothing to suggest that Michael Gerson entered into
any such agreement or that such an agreement can be implied in the circumstances.

On Demand had recourse to the court and invited the court to exercise its power, as an interim remedy, to order the sale of
relevant property. The existence of that power is not doubted but its exercise does not in my judgment bear upon the question
whether, in subsequent proceedings, the parties are to be treated as if their relationship was as it existed at the date of the
interim order and as if the order had not been made.

For these reasons, as well as those stated by Robert Walker LJ, I would dismiss this appeal.

  J R S

Representation

 Solicitors: Walker Morris, Leeds; Royds Treadwell .

Appeal dismissed. Defendants to have 60% of their costs. Interim order for costs in sum of £12,000, subject to assessment, to
be paid within seven days. Permission to appeal refused.

(c) Incorporated Council of Law Reporting for England & Wales
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*621  Orion Finance Ltd v Crown Financial Management Ltd

Positive/Neutral Judicial Consideration

Court
Court of Appeal (Civil Division)

Judgment Date
21 December 1995

Report Citation
[1996] B.C.C. 621

Court of Appeal (Civil Division)

Sir Stephen Brown P , Millett , Otton , Swinton Thomas and Pill L JJ.

Judgment delivered 21 December 1995, and 29 July 1996

Assignment of book debts—Whether assignment was by way of charge and registrable—Whether avoidance of assignment for
non-registration meant assignee had no claim against lessee— Companies Act 1985, s. 395 .

This was an appeal against a decision of Vinelott J ( [1994] B.C.C. 897 ) that an assignment of book debts forming part of
complex financing arrangements was by way of security and was registrable as a charge on book debts and not having been
registered was void against administrative receivers and liquidators.

The appellant, Orion Finance Ltd (‘Orion’), sued the respondent, Crown Financial Management Ltd (‘Crown’) for rent
payable under a lease of computer equipment made between Atlantic Computer Systems plc (‘Atlantic’) and Crown and
assigned to Orion. After the assignment to Orion had taken place it was agreed between Atlantic and Crown that Crown
should have the right to terminate the lease without penalty before the full period of the lease had expired. Crown later
exercised its option to terminate the lease. Orion claimed payment from Crown of the rent which fell due after it had done
so. This raised the question whether the right to terminate the lease was a term of the lease binding on Orion or was part of a
separate arrangement between Atlantic and Crown under which on the exercise of the option Atlantic undertook to discharge
Crown's liability to pay the remaining rentals due under the unexpired term of the lease to Orion. The question was important
to Crown because Atlantic was unable to meet its obligations being in administrative receivership and liquidation.

Vinelott J held that Crown's right to terminate the lease was not binding on Orion and that the assignment to Orion constituted
a charge over book debts of Atlantic which was registrable under s. 395 of the Companies Act 1985 and, not being registered,
was void against the administrative receivers and liquidators of Atlantic. He held further that this provided a complete defence
to Orion's claim under the lease and dismissed the action.

The questions on appeal were (1) whether the assignment of the rent to Orion was by way charge, and if so (2) whether
the invalidity of the assignment against the administrative receivers and liquidators of Atlantic afforded Crown a defence
to Orion's claim.

Held , dismissing the appeal:
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1.  The structure of the financing arrangements and the language in which they were expressed compelled the conclusion
that the assignment was by way of security. The acquisition of the equipment by Atlantic was financed by hire-purchase, not
by the sale of rents to fall due under the lease. The principal document was the hire-purchase agreement of which Atlantic's
obligation to assign the lease rentals formed an integral part. The purpose of the assignment was not to finance the purchase
of equipment but to provide the mechanism by which Orion's right to receive the instalments of hire was without recourse to
Atlantic. If Atlantic was regarded as financing the acquisition of the equipment by means of the outright sale of the rents, it
was difficult to see what function was performed by the hire-purchase agreement.

2.  The assignment was made in consideration of the hire-purchase agreement and because the hire-purchase agreement
required it, the hire-purchase agreement described Orion as ‘the owner’ at a time when the assignment had not been made. It
assumed that Orion had acquired the equipment outside the financing arrangements which it embodied. The structure of the
transaction was of a hire-purchase agreement coupled with a non-recourse charge of the lease rentals to secure the payment
of the instalments of hire.

*622

3.  The assignment of the lease rentals was registrable as a charge of Atlantic's book debts and not having been registered
was void against the administrative receivers and liquidators of Atlantic.

4.  The inevitable concession that the administrators and liquidators were entitled to the rent before the expiry of the fifth
year of the term, when Crown had the right (the ‘walk option’) to terminate the lease, was fatal to Orion's case. There was
no material distinction between the rent due before and after that date. It might at first sight appear curious that s. 395 could
operate for the benefit of a lessee and not the insolvent estate, but that was the result of the invalidity of the assignment once
Crown exercised the right to terminate the lease, and not the effect of the section.

The following cases were referred to in the judgment of Millett LJ:

 Inglefield (George) Ltd, Re [1933] Ch 1 .
 Lloyds & Scottish Finance Ltd v Cyril Lord Carpets Sales Ltd [1992] BCLC 609 .
 Paul & Frank Ltd v Discount Bank (Overseas) Ltd [1967] Ch 348 .
 Saunderson & Co (in liq.) v Clarke (1913) 29 TLR 579 .
 Stein v Blake [1995] B.C.C. 543; [1996] 1 AC 243 .
 Welsh Development Agency v Export Finance Co Ltd [1992] B.C.C. 270 .

Representation

 John Martin QC and James Ayliffe (instructed by Berwin Leighton ) for Orion Finance Ltd.
 Jules Sher QC and Christopher Pymont (instructed Simmons & Simmons ) for Crown Financial Management Ltd.

Millett LJ:

JUDGMENT

(Delivered 21 December 1995)

This appeal raises a familiar question which has caused problems before and no doubt will cause problems again. It is whether
an assignment of book debts forming part of complex financing arrangements is by way of security or should be characterised
as an outright sale with an option to repurchase.
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By the action the appellant, Orion Finance Ltd (‘Orion’), sued the respondent, Crown Financial Management Ltd (‘Crown’)
for rent payable under a lease of computer equipment made between Atlantic Computer Systems plc (‘Atlantic’) and Crown
and assigned to Orion. After the assignment to Orion had taken place it was agreed between Atlantic and Crown that Crown
should have the right to terminate the lease without penalty before the full period of the lease had expired. Crown later
exercised its option to terminate the lease. Orion claimed payment from Crown of the rent which fell due after it had done
so. This raised the question whether the right to terminate the lease was a term of the lease binding on Orion or was part of a
separate arrangement between Atlantic and Crown under which on the exercise of the option Atlantic undertook to discharge
Crown's liability to pay the remaining rentals due under the unexpired term of the lease to Orion. The question was important
to Crown because Atlantic is unable to meet its obligations. It is in administrative receivership and liquidation.

Vinelott J held ( [1994] B.C.C. 897 ) that Crown's right to terminate the lease was not binding on Orion. There is no
appeal from this part of his decision. But he also held that the assignment to Orion constituted a charge over book debts of
Atlantic which was registrable under s. 395 of the Companies Act 1985 and, not having been registered, was void against the
administrative receivers and liquidators of Atlantic. He held further that this provided a complete defence to Orion's claim
under the lease and accordingly dismissed the action. Orion appeals from these parts of the judge's decision.

Two questions arise on this appeal:

 (1)  whether the assignment of the rent to Orion was by way of charge; and if so *623
 (2)  whether the invalidity of the assignment against the administrators and liquidators of Atlantic affords Crown a defence

to Orion's claim.

We have heard argument on the first question only, and have adjourned the appeal for argument on the second question should
it become necessary.

The facts

The facts are fully set out in the judgment of Vinelott J. They may be summarised as follows. Atlantic was prominent in the
business of leasing computers. It would buy or contract to buy the equipment which its customer wanted and would negotiate
the terms of a lease of the equipment to the customer. At the same time it would approach a number of parties to finance the
transaction. They would be asked to quote the price which they would pay to take over the benefit of the rental stream, either
with or without recourse to Atlantic. One of the funders which provided finance to Atlantic was Orion, an indirect subsidiary
of the Royal Bank of Canada. If Orion was the selected funder it would make an offer conditionally on being satisfied as to
the financial standing of the customer. If it accepted the transaction it would acquire the equipment (either direct from the
supplier or more frequently from Atlantic), enter into a hire-purchase agreement with Atlantic and pay the agreed sum to
Atlantic on production of the necessary documents. These included the lease to the customer, an acceptance note signed by
the customer confirming that the equipment had been delivered, an assignment by Atlantic to Orion of the rents due under
the lease, and a copy of the notice of the assignment given to the customer.

There were two principal categories of hire-purchase agreement which were in use between Orion and Atlantic. If Orion
was satisfied with the financial standing of the customer it would accept the assignment of the rents in satisfaction of the
instalments payable by Atlantic under the hire-purchase agreement. An agreement of this kind was known as a ‘non-recourse
agreement’. Under it Orion would bear the risk that the customer might be unable to meet the rental payments under the
lease and would have no recourse against Atlantic for the hire-purchase instalments in the event of the customer's default. If
Orion was not satisfied with the financial standing of the customer it would not accept the assignment of the rents under the
lease as discharging Atlantic's liabilities under the hire-purchase agreement. It would then retain a right of recourse against
Atlantic for the hire-purchase rentals if the customer failed to pay the lease rentals. An agreement of this kind was known
as a ‘full recourse agreement’.

There was, however, a third kind of agreement known as a ‘limited recourse agreement’. This was a refinement of the non-
recourse agreement. Under it the hire-purchase agreement would provide for the amount of the hire-purchase instalments to
be varied if the market rate of interest measured by an agreed formula varied from the rate of interest which had been assumed
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by Orion in valuing the stream of rental payments. In such a case Orion retained a right of recourse to Atlantic for any sums
which might become due it as a result of changes in interest rates, but in all other respects the agreement was without recourse.

The hire-purchase agreement

The hire-purchase agreement in the present case took the form of a limited recourse agreement. It is a very elaborate document.
It covers equipment leased to another customer as well as equipment leased to Crown. It is unnecessary to refer to all its
terms. It is made between Orion, described as ‘the owner’, and Atlantic, described as ‘the hirer’. The total purchase price
of the equipment is given as £1,898,459 plus VAT. The term of the hiring by Atlantic is the same as the term of the lease
to the customer, that is to say seven years, and the equipment is described by reference to the lease. The first instalment
*624  of hire is £31,137.63 and the subsequent instalments match precisely in amount and date the rentals payable under

the lease. There is provision for the adjustment of the quarterly instalments by reference to the difference between 11.5 per
cent and a market rate ascertained by a given formula. Orion consents to Atlantic sub-letting the equipment to Crown on the
terms of the annexed lease; the annexed lease is a copy of the lease to Crown and signed by Crown but without the option
to terminate during the term.

Clause 7 provides for the assignment of the rentals payable under the lease. It is in the following terms:

‘7. Assignment:

The hirer, as security for its obligations hereunder , shall assign to the owner under the terms of a deed of assignment
all moneys now or hereafter to become payable to the hirer under the lease to the intent that they be charged with
the payment of all moneys now or hereafter owing to the owner under this agreement except that such security and
assignment will not encumber or 'extend to:

(I)  any moneys payable under the lease in respect of VAT; or

(II)  any amounts payable under the lease on voluntary termination in excess of any amounts payable by the hirer on
voluntary termination of this agreement.

To the extent that the owner receives any such excepted payments the owner shall forthwith pay them to the
hirer.’ (emphasis added.)

Clause 8 contains the limited recourse provisions. It is in the following terms:

‘8.  Liability for hire purchase instalments

(A)  Subject as set out below, the hirer shall pay the owner the instalments set out in Pt. II of the Schedules hereto,
adjusted as necessary by the application of Pt. III thereof.

(B)  The owner hereby acknowledges that the moneys assigned under the security granted to the owner under cl. 7 hereof
shall be in satisfaction of the hirer's obligations in respect of the instalments set out in Pt. II of the Schedules save that
nothing in this cl. 8(B) shall be taken as satisfying the hirer's obligations to pay the difference between the rentals under
the lease and the hire purchase instalments set out herein but so that the obligation of the hirer to pay such difference
shall continue only for so long as the rental payments are duly paid under the lease.’

Clause 14 contains elaborate provisions for the termination of the hire-purchase agreement. It is sufficient for present purposes
to summaries them. Clause 14(A) deals with the voluntary termination of the agreement by the hirer; cl. 14(B) with the
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consequences of total loss of the equipment; cl. 14(C) with termination on default by the hirer; and cl. 14(D) with termination
on default by the sub-lessees.

Clause 14(A) gives the hirer the right at any time after the first anniversary of its commencement to terminate the hire-
purchase agreement by giving the owner not less than three months' notice of its intention to do so. Upon the hirer's voluntary
termination of the agreement the hirer is to purchase the equipment from the owner. The purchase price payable by the hirer
to the owner for the equipment is the sum of any instalments due under the hire-purchase agreement and unpaid at the date of
termination together with interest thereon and the discounted value of future instalments which have not yet fallen due. On
payment of the purchase price by the hirer to the owner the owner is to remit to the hirer the amount of any sum which may
have been received by the owner from the sub-lessees on the termination of the lease. Since it was in practice impossible to
exclude the latter sum from the scope of the assignment in accordance with the provisions *625  of cl. 7, and the assignment
does not attempt to do so, any sum which the sub-lessees will have paid on termination of the lease is likely to have been
received by the owner.

The most likely occasion on which the hirer would wish to avail itself of its right to terminate the hire-purchase agreement
voluntarily would be the premature termination of the lease by the sub-lessees. In this event, the termination sum payable by
the sub-lessees would usually be greater than the purchase price payable by the hirer to the owner.

Clause 14(B) provides that in the event of the total loss or destruction of the equipment the same consequences are to follow
as would follow the voluntary termination of the hire-purchase agreement by the hirer, save that the owner is to account to
the hirer for the lower of the purchase price and the termination sum payable by the sub-lessees whether it has received the
termination sum or not.

Clause 14(C) provides that on termination of the hire-purchase agreement by reason of the hirer's default the hirer is to ‘assign
absolutely to the owner’ all the rights to which it is entitled under the lease without prejudice to the owner's right to recover
damages from the hirer for breach of the agreement. Clause 14(D) provides that on termination of the lease by reason of the
sub-lessees' default then (broadly speaking) the same consequences are to follow as if there has been a total loss.

The effect of these provisions is that, unless the termination of the hire-purchase agreement is by reason of the hirer's default,
the owner is to account to the hirer for any termination sum which it may have received from the sub-lessees; and, unless
the hire-purchase agreement is terminated prematurely by the hirer, the owner is to bear the risk of the sub-lessees' failure to
pay the termination sum. They thus carry into effect the provisions of cl. 7 (which excludes from the assignment the amount
by which the termination sum payable by the sub-lessees exceeds the purchase price payable by the hirer) and cl. 8 (which
places the risk of default by the sub-lessees on the owner).

Part II of the Schedule contains the provisions for the adjustment of the hire-purchase instalments. The adjustments are to
be made quarterly in arrears but paid annually at the same time as the fourth quarter's instalment would fall due for payment
if it were not franked by the rental due under the lease.

The lease

It is not necessary to refer to the terms of the lease save to say that the rental payments under the lease could differ from
the instalments under the hire-purchase agreement in the event of changes in the rates of annual writing down allowances
or in corporation tax.
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The assignment

Nor is it necessary to refer in any detail to the terms of the assignment of the benefit of the lease by Atlantic to Orion. It
does not mention the purchase price of the equipment. It is expressed to be in consideration of Atlantic entering into the
hire-purchase agreement and contains nothing which is inconsistent with its being an absolute assignment except a clause
in the following terms:

‘It is hereby agreed that s. 93(1) of the Law of Property Act 1925 (relating to the right of consolidation) and s. 103 of the
Law of Property Act 1925 (regulating the exercise of power of sale) shall not apply to this security .’ (Emphasis added).

References to either of those sections would be wholly out of place in an absolute assignment.

The approach of the court

The proper approach which the court adopts in order to determine the legal category into which a transaction falls is well
established. The most recent case on the subject is *626  Welsh Development Agency v Export Finance Co Ltd [1992] B.C.C.
270 . The first task is to determine whether the documents are a sham intended to mask the true agreement between the
parties. If so, the court must disregard the deceptive language by which the parties have attempted to conceal the true nature
of the transaction into which they have entered and must attempt by extrinsic evidence to discover what the real transaction
was. There is no suggestion in the present case that any of the documents was a sham. Nor is it suggested that the parties
departed from what they had agreed in the documents, so that they should be treated as having by their conduct replaced
it by some other agreement.

Once the documents are accepted as genuinely representing the transaction into which the parties have entered, its proper
legal categorisation is a matter of construction of the documents. This does not mean that the terms which the parties have
adopted are necessarily determinative. The substance of the parties' agreement must be found in the language they have used;
but the categorisation of a document is determined by the legal effect which it is intended to have, and if when properly
construed the effect of the document as a whole is inconsistent with the terminology which the parties have used then their
ill-chosen language must yield to the substance.

Unhappily there is no single objective criterion by which it is possible to determine whether a transaction is one of sale
and repurchase or security. In a well-known passage in Re George Inglefield Ltd [1933] Ch 1 at p. 27 Romer LJ explained
the essential differences between a transaction of sale and a transaction of mortgage or charge. They are threefold. (1) In a
transaction of sale the vendor is not entitled to recover the property sold; in the case of a mortgage or charge the mortgagor is
entitled to redeem the mortgage and recover the mortgaged property. (2) If a purchaser sells the property he has purchased, he
may keep any profit he has made on the transaction; if a mortgagee does so, he must account for the profit to the mortgagor.
(3) If a purchaser sells the property he has purchased and makes a loss on the transaction, he cannot recover his loss from
the vendor; if a mortgagee realises the mortgaged property for less than he is owed, he may recover the balance from the
mortgagor.

The difficulty is that no single one of these features may be determinative. The absence of any right in the transferor to recover
the property transferred is inconsistent with the transaction being by way of security; but its existence may be inferred, and
its presence is not conclusive. The transaction may take the form of a sale with an option to repurchase, and this is not to
be equated with a right of redemption merely because the repurchase price is calculated by reference to the original sale
price together with interest since the date of the sale. On the other hand, the presence of a right of recourse by the transferee
against the transferor to recover a shortfall may be inconsistent with a sale; but it is not necessarily so, and its absence is not
conclusive. A security may be without recourse. Moreover the nature of the property may be such that it is impossible or at
least very unlikely that it will be realised at either a profit or loss. Many financing arrangements possess this feature. The
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fact that the transferee may have to make adjustments and payments to the transferor after the debts have been got in from
the debtors does not prevent the transaction from being by way of sale.

In Lloyds & Scottish Finance Ltd v Cyril Lord Carpets Sales Ltd [1992] BCLC 609 Lord Wilberforce commented on the
difficulty of distinguishing between a sale and a security by reference to the financial results which the transaction achieved.
He said at p. 617F:

‘My Lords, the fact that the transaction consisted essentially in the provision of finance, and the similarity in result
between a loan and a sale, to all of which I have drawn attention, gives to the appellants' arguments an undoubted force. It
is only *627  possible, in fact, to decide whether they are correct by paying close regard to what the precise contractual
arrangements between them and the respondents were.’

In that case Lord Wilberforce was able to hold that even a ‘right of redemption’ was not inconsistent with the transaction
being one of sale. After taking all factors into account which were urged in favour of the transaction being by way of security,
Lord Wilberforce nevertheless held that it was what it purported to be, viz: a transaction of sale.

The legal classification of a transaction is not, therefore, approached by the court in vacuo . The question is not what the
transaction is but whether it is in truth what it purports to be. Unless the documents taken as a whole compel a different
conclusion, the transaction which they embody should be categorised in conformity with the intention which the parties have
expressed in them.

Sale or security

Counsel for Orion submitted that despite the terms of cl. 7 of the hire-purchase agreement Atlantic was left with no equity of
redemption and that the assignment was accordingly incapable of taking effect as a security. He relied on cl. 8(B) by which
Atlantic's obligation to pay instalments of hire was to be satisfied by the assignment of the lease rentals, and submitted that
the assignment was not a security for the instalments of hire but the means of paying them. He subjected the provisions of cl.
14 of the hire-purchase agreement to a detailed analysis designed to show that there were no circumstances in which the lease
rentals could provide security for any outstanding obligation of Atlantic. The judge rejected these arguments, even if well-
founded, by reference to the limited recourse provisions under the interest-rate adjustment provisions. While they remained
in operation, he pointed out, the instalments of hire might be more or less than the rent payable under the lease. He continued
( [1994] B.C.C. 897 at p. 913):

‘If less then Atlantic was entitled to be repaid annually the amount of the difference. Its entitlement reflects its right as
chargor to a surplus over the amount required to discharge its liability in the hands of Orion. [Counsel for Orion] pointed
out that Atlantic is entitled to be paid the amount of a difference in its favour under the express terms of the schedule
but that cannot, I think, be treated as a contractual right independent of its right as chargor.’

I do not find this reasoning persuasive. It is unsatisfactory to make the nature of the assignment depend upon the interest rate
adjustment provisions. These are by way of an additional refinement which is extrinsic to the main financing arrangements
and takes effect extraneously to the assignment.

If the adjustment at the end of the year results in a sum payable by Atlantic to Orion, Atlantic's obligation to make the
payment is not discharged by the non-recourse provisions of cl. 8. Accordingly this obligation is in theory at least one of the
obligations of Atlantic which is secured by the assignment. But, as counsel for Orion pointed out, when the sum becomes
due for payment there is nothing on which it can be secured. The subject-matter of the alleged security is the rental stream
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under the lease, and the obligation to pay the balance due in respect of the interest rate adjustment is an obligation to pay an
additional sum over and above that comprised in the security.

The judge took the converse case, where the balance payable at the end of the year is in favour of Atlantic. He described
Atlantic's entitlement to this sum as reflecting its right as chargor to a surplus over the amount required to discharge its
obligation to pay the hire-purchase instalments. This seems to me to beg the very question to be decided.

In my view the interest rate provisions must be taken as a whole and are extrinsic to the assignment. The consideration for
Atlantic's right to receive payment at the end of the year if interest rates have moved in its favour is its obligation to make a
payment to *628  Orion if they have moved the other way. Just as the latter cannot sensibly be regarded as secured on the
lease rentals, so the former cannot sensibly be regarded as reflecting a chargor's right to receive the surplus after discharging
its liabilities to the chargee. It is in any case an unusual provision to find in a security. A chargor is not normally entitled,
without redeeming the security, to have it valued and to be repaid the amount by which its value exceeds the amount of the
liabilities currently due and secured thereon.

Nevertheless I am in full agreement with the judge's conclusion that the assignment is by way of security. In my judgment
the structure of the financing arrangements and the language in which they are expressed compels this conclusion. The
acquisition of the equipment by Atlantic is financed by hire-purchase, not by the sale of the rents to fall due under the lease.
The principal document is the hire-purchase agreement of which Atlantic's obligation to assign the lease rentals forms an
integral part. The purpose of the assignment is not to finance the purchase of the equipment but to provide the mechanism
by which Orion's right to receive the instalments of hire is without recourse to Atlantic. If Atlantic is regarded as financing
the acquisition of the equipment by means of the outright sale of the rents, it is difficult to see what function is performed
by the hire-purchase agreement.

In analysing the transactions which the several documents carry into effect it is clearly necessary to begin with the hire-
purchase agreement, not with the assignment. The assignment is expressed to be made in consideration of the hire-purchase
agreement and is in fact made because cl. 7 of the hire-purchase agreement requires it. The hire-purchase agreement describes
Orion as ‘the owner’ at a time when the assignment has not yet been made. It assumes that Orion has acquired the equipment
by some transaction dehors the financing arrangements which it embodies.

It is in my view significant that the amount of the cost of the equipment is stated in the hire-purchase agreement and not in the
assignment; that the assignment is not expressed to be made in consideration of a purchase price; that cl. 14(A) of the hire-
purchase agreement gives Atlantic a right to terminate the hiring, not to repurchase the lease rentals; and that the purchase
price payable by Atlantic in the event of the termination of the hire-purchase agreement is calculated by reference to the
discounted value of future instalments of hire under the hire-purchase agreement and not of future rents under the lease. It
is also significant that, in the event of the termination of the hire-purchase agreement by reason of the default of Atlantic,
Atlantic is required to assign absolutely to Orion the very same rights which have previously been assigned to it. Whether
such a provision is strictly necessary or not, it appears to envisage Atlantic retaining an interest in the lease rentals after the
assignment required by cl. 7, and it is difficult to identify any interest other than a right of redemption.

It is not necessary to decide whether, if changes in corporation tax result in the amount of the rentals due under the lease
exceeding the amount of the instalments of hire due under the hire-purchase agreement, Orion is entitled to keep the difference.
Both parties relied on this feature of the arrangements. Counsel for Crown submitted that it was plainly not intended that
Orion should keep the excess; yet there was no mechanism, other than a redemption account, by which Atlantic could recover
it. Accordingly, he submitted, Atlantic must be treated as having a right to redeem, and this showed that the assignment was
by way of security. Counsel for Orion, by contrast, submitted that cl. 14 provided an exhaustive code for the account which
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was to take place on the termination of the arrangements. Orion, he submitted, was entitled to retain the excess; and this
showed that an absolute sale of the rentals was intended. I incline to the view that cl. 14 does provide an exhaustive code for
the accounting which is to take place in the event of termination of the hire-purchase agreement, and that Orion is entitled to
keep the excess. Whether this is due to an oversight, however, or whether it is part of the price which *629  Atlantic agreed
to pay for the non-recourse nature of the security, it is not necessary to decide. In my judgment, this singular feature of the
arrangements is insufficient to displace the overall effect produced by the documents.

The structure of the transaction, in my judgment, is that of a hire-purchase agreement coupled with a non-recourse charge
of the lease rentals to secure the payment of the instalments of hire. That this is the nature of the transaction is confirmed
by the language of the documents. Clause 7 of the hire-purchase agreement is unequivocal in requiring an assignment by
way of security; cl. 14(A) assumes that the assignment is not an absolute assignment; and the terms of the assignment itself
are consistent with the same assumption. Atlantic expressly undertakes an obligation to pay the hire instalments, even if the
obligation is satisfied by the assignment; the assignment purports to be security for payment of the instalments as well as the
means of paying them. There is nothing in the documentation which is inconsistent with the intention of the parties being to
create a charge, and I would construe the documentation in conformity with that intention.

I would dismiss Orion's appeal from the decision of the judge that the assignment of the lease rentals was registrable as a
charge of Atlantic's book debts and, not having been registered, is void against the administrative receivers and liquidators
of Atlantic. It thus becomes necessary to hear argument on the question whether this affords Crown a defence to Orion's
claim to rent.

Otton LJ: I have had the opportunity to assimilate the analysis and reasoning of Millett LJ. I agree wholly with his approach
and conclusion.

Central to the case for the appellant was the proposition that it was the intention of the three parties, Orion (funder), Atlantic
(lessor) and Crown (lessee), that once the contractual edifice was in place Atlantic would drop out of the picture. I am unable
to accept that proposition either from commercial reality or from what I regard to be the true construction of the documents
under consideration.

Atlantic were at the material time the largest leasers of computer equipment in the world. Orion was only one of the funders
Atlantic used. Crown was an Atlantic customer. Due to its dominant position in the particular market Atlantic could exploit
the equity in the lease on redemption. The predominant contractual relationship was the lease. The funding of the project
through a hire purchase agreement was secondary. Far from dropping out Atlantic retained a keen commercial interest in
whether the lease ran the full seven years or for a shorter period.

Computer equipment, by its very nature, is obsolescent on installation and Atlantic enabled the customer to trade in the
equipment and replace it with the latest state-of-the-art equipment. The seven-year lease did not permit the lessee to do this
without heavy financial penalty.

The management agreement gave the customer the opportunity to trade in during the currency of the lease; Atlantic undertook
to settle the lessee's obligations provided that the replacement equipment was again leased through Atlantic.

Clause 1 provided:
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‘Atlantic will arrange for the lease agreement to be terminated by the lessee after a period of five years has elapsed at
no penalty subject to the following terms and conditions–

…

These terms and conditions having been duly observed, Atlantic hereby undertakes to settle in full all further charges
due from the lessee to the lessor in respect of the lease agreement.’(This was known as the ‘WALK’ option.)

and Clause 2 provided: *630

‘At the request of the lessee, Atlantic will arrange for the machines leased – to be replaced by any alternative IBM data
processing machines of equivalent or greater capital value after a period of three years has elapsed at no penalty subject
to all the terms and conditions …

These terms and conditions having been duly observed Atlantic hereby undertakes to settle in full all charges due from
the lessee to the lessor arising out of the said replacement provided always that the alternative IBM data processing
machines are leased through Atlantic.’ (This was known as the ‘FLEX’ or ‘SWOP’ option.)

Thus far from dropping out of the picture Atlantic ensured that they were pivotal to the next replacement transaction. The
customer was tied to Atlantic. Once the customer had entered into the new lease Atlantic would then look for a favourable
funder.

Against this background it is inherently unlikely that once Atlantic granted such options and were prepared to take back the
lease they would have entered into an outright sale (i.e. an absolute assignment) of the lease to Orion.

It is common ground that the hire-purchase agreement is not a sham. Clause 7 speaks for itself:

‘The hirer (Atlantic), as security for its obligations hereunder, shall assign to the owner (Orion) under the terms of a
deed of assignment all moneys now or hereafter to become payable to the hirer under the lease to the intent that they be
charged with the payment of all moneys now or hereafter owing to the owner under this agreement except that such a
security and assignment will not encumber or extend to [excepted payments]’.

The critical phrases are ‘as security for its obligations hereunder’, ‘they be charged’, ‘such security’ and ‘encumber’. The
use of these phrases in this context is in my judgment only consistent with an assignment by way of security and inconsistent
with an absolute assignment.

That construction is not, to my mind, undermined by any of the other critical clauses in the hire-purchase contract. On the
contrary, they tend to emphasis the continuing interest of Atlantic.

The obligations of Atlantic secured by the assignment are set out in cl. 8 and Sch. 1 , namely, to pay the instalments or
adjusted instalments. The amount of the instalments matches what is due from Crown to Atlantic under the lease agreement.
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However, the instalments payable under the hire-purchase contract may turn out to be greater or less than the lease rentals
because of variations in rates of (i) interest, and (ii) capital allowances, writing down allowances and corporation tax.

In the event of movements in interest rates the instalments due to Orion are subject to adjustment whereas the lease rentals due
from Crown are not. The amount due from Atlantic to Orion may be more or less than what is due from Crown to Atlantic.
If more is due, Atlantic is liable to pay the difference to Orion. If less is due, Atlantic is entitled to the difference from Orion
subject to Orion's security. Thus Atlantic plainly has a continuing interest in the lease rentals.

Similarly, under cl. 23 of the lease agreement payments due from Crown to Atlantic are subject to adjustment in order to
maintain ‘the net after tax return to the lessor [Atlantic] in respect of its expenditure on the machines.’ This adjustment is
triggered by changes in the rates of capital allowances, writing down allowances or corporation tax. There is no equivalent
provision for adjustment under the hire-purchase contract. Accordingly, if the payments due from Crown are increased,
Atlantic is entitled to the difference. The purpose of cl. 23 is to preserve Atlantic's net after tax return. There is thus a potential
benefit to Atlantic which has nothing to do with Orion. This arrangement militates against an absolute assignment to Orion.

*631

Clause 14(A) of the HP contract entitles Atlantic on payment of the arrears of hire-purchase instalments and future instalments
(discounted) to discharge its outstanding obligations under the hire-purchase contract and in return, to receive title to the
computer equipment and the right to payment of any termination sum from Crown payable under the lease agreement. I
accept Mr Sher's submission that this right to redeem represents Atlantic's equity of redemption and that it would be nugatory
if all Atlantic's rights under the lease agreement have been assigned absolutely to Orion. On redemption by Atlantic any right
to receive the lease rentals must re-vest in Atlantic.

It follows that I too would find for the respondents on the construction issue.

Sir Stephen Brown P: I have had the opportunity of reading the judgments of Millett and Otton L JJ in draft. I agree that
for the reasons which Millett LJ gives, Orion's appeal from the decision of the judge that the assignment of the lease rentals
was registrable as a charge of Atlantic's book debts should be dismissed.

It will therefore be necessary to hear argument on the further issue identified by Millett LJ.

JUDGMENT

(Delivered 29 July 1996)

Millett LJ: This is the second stage of the appeal by Orion Finance Ltd (‘Orion’) from the dismissal of its action against
Crown Financial Management Ltd (‘Crown’). The facts are stated in the judgment of Vinelott J ( [1994] B.C.C. 897 ) and
in the judgments in this court at the earlier stage of the appeal to which reference may be made if necessary. For present
purposes they can be briefly summarised as follows.

The action is for rent due under a lease of computer equipment made between Atlantic Computer Systems plc (‘Atlantic’)
and Crown and assigned by Atlantic to Orion. The lease was for a period of seven years from March 1986. Shortly after the
assignment had taken place it was agreed between Atlantic and Crown that Crown should have the right (the ‘walk option’)
to terminate the lease after five years. The agreement provided that if Crown exercised the walk option Atlantic would make
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arrangements for the lease to be terminated without penalty at the end of the fifth year and would settle in full all further
charges due from Crown to the lessor in respect of the lease.

In February 1990 Crown exercised the walk option. Two months later Atlantic went into administration. Crown continued to
pay the rent to Orion pursuant to a direction by the administrators to that effect. The fifth year of the lease ended in March
1991, and Crown refused to pay any further rent under the lease. Two years later Atlantic was put into liquidation. Orion
brings the present Action against Crown to recover rent due during the last two years of the lease.

Vinelott J held that the walk option was separate from the lease and was not binding on Orion. There is no appeal from this
part of his decision. But he also held that the assignment to Orion constituted a charge over book debts of Atlantic which
was registrable under s. 395 of the Companies Act 1985 and, not having been registered, was void against the administrators
and liquidators of Atlantic. He held further that this provided a complete defence to Orion's claim to rent and accordingly
dismissed the action.

Two questions thus arose on the appeal: (1) whether the assignment of the rent to Orion was by way of charge; and if so
(2) whether the invalidity of the assignment against the administrators and liquidators of Atlantic affords Crown a defence
to Orion's claim. We heard argument on the first question last December and dismissed Orion's appeal in respect of it. We
now have to deal with the second question.

So far as material s. 395(1) of the Companies Act provides: *632

‘Subject to the provisions of this Chapter, a charge created by a company registered in England and Wales and being a
charge to which this section applies is, so far as any security on the company's property or undertaking is conferred by
the charge, void against the liquidator or administrator and any creditor of the company … ’ (my emphasis).

It is common ground that the charge was one to which the section applies.

Mr Martin QC, who appeared for Orion, submitted that the effect of the section is to avoid the assignment as between the
administrators and liquidators of Atlantic but not as between Crown and Orion. He relied on a short passage in the judgment
of Lush J in Saunderson & Co (in liq.) v Clarke (1913) 29 TLR 579 where he is recorded as saying:

‘He thought that s. 93 [the predecessor of s. 395] did nothing more than avoid the security as between the parties to
the transaction.’

The judge dealt with Mr Martin's submission as follows ( [1994] B.C.C. 897 at pp. 913H–914A):

‘… the short answer to Mr Martin's submission is that s. 395 clearly avoids the assignment as between the administrators
or liquidators of Atlantic and Orion. It follows that notice of the assignment would not afford any defence to Crown if
sued by the administrators in respect of a period prior to the exercise of the walk option. So, if Mr Martin's submission
were well founded, Crown might be faced by two claims for the same rent. It cannot, I think, make any difference that
the result of the avoidance of the assignment as between Atlantic and Orion was to put Crown in a position, when the
walk option became exercisable, to terminate the lease and so prevent Orion from recovering rent which could never
have been an asset of Atlantic …’

Before us Mr Martin conceded that Orion had no title to the rent which accrued due after the date of the administration order
and before the end of the fifth year of the term. The assignment was void as against the administrators, and accordingly they
were the persons entitled to receive the rent. Orion was entitled to it only because the administrators directed Crown to pay
it to Orion. But, Mr Martin insisted, the position was different in respect of the rent during the last two years of the term.
The walk option did not bind Orion, and accordingly Orion was entitled to the rent subject only to the operation of s. 395
. Atlantic, on the other hand, was bound by the walk option, and accordingly the administrators and liquidators were not
entitled to the rent and had no interest in enforcing the section. Section 395 , Mr Martin submitted, was enacted for the benefit
of the insolvent estate and the unsecured creditors of the chargor. It should be given a purposive construction and not one
the only effect of which is to benefit a third party such as Crown.
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Attractively as these arguments here put, I am not persuaded by them. The fact that s. 395 may operate for the benefit of
a lessee and not the insolvent estate is curious, at least at first sight; but this is the result, not of the effect of the section in
avoiding the assignment, but of the effect of the walk option once the assignment had been avoided. It would be far more
curious if Orion, which ex concessis would not have been entitled to any rent at all if Crown had not exercised the walk
option, should become entitled to the last two years' rent when it did. That would indeed be Alice in Wonderland.

In my judgment the concession, which was inevitable, that the administrators and liquidators were entitled to the rent before
the expiry of the fifth year of the term, is fatal to Orion's case. There is no material distinction between the rent due before
and after that date. In an attempt to persuade us that there is, Mr Martin put forward three arguments called respectively ‘the
property argument’, ‘the priority argument’ and ‘the estoppel argument.’ I shall deal with each in turn.

*633

The property argument

This argument was based on the fact that s. 395 avoids a charge only so far as it confers a security on property of the company.
The section does not operate to avoid the charge for all purposes or against the whole world. The charge remains valid against
the company itself, and the personal liability of the company is provable as an unsecured debt. Accordingly, Mr Martin
submitted, it is necessary to consider the effect of the section at the date of the commencement of the insolvency. At that date
Crown had already given notice exercising the walk option. The effect of this, he submitted, is that Atlantic thereafter had
no right to recover the last two years' rentals. Accordingly, it was said, that right cannot be regarded as property of Atlantic.

In so far as the submission took the commencement of the insolvency as the time at which the subject-matter of the charge
is to be ascertained I do not accept it. In my judgment it is clear that the relevant time for this purpose is when the security is
created: see Paul & Frank Ltd v Discount Bank (Overseas) Ltd [1967] Ch 348 at p. 362. Of course, if the subject-matter of
the charge has ceased to belong to the company before insolvency supervenes, the section will cease to have any operation,
but that is a different matter. In the present case the subject-matter of the charge was a seven-year lease. At the date of the
charge the benefit of the lease was an asset of Atlantic. The fact that in Atlantic's hands the lease was subject to the walk
option did not prevent it from being an asset of Atlantic.

In my judgment, however, the argument fails at the last stage. It is not correct to say that the right to receive the last two years'
rent did not form part of the property of Atlantic. The right to receive those rents was a right which belonged to Atlantic
and which was transferred by Atlantic to Orion by an assignment which statute afterwards made void. Thereafter it fell to be
dealt with as an asset of the insolvent estate. As Mr Sher QC, who appeared for Crown pointed out, the whole foundation of
Orion's case is that the lease was assigned to Orion free from the walk option so that the cross-claims of Crown and Atlantic
arising out of the exercise of the walk option would not affect Orion's entitlement to the rent due under the lease for the full
term of seven years. To argue at the same time that the right to receive the rent for the full seven years was not part of the
property or undertaking of Atlantic is inconsistent with the basis of Orion's claim.

It is essential to Orion's claim, not only that the right to receive the last two years' rent was assigned to Orion, but that the
exercise of the walk option did not determine the lease, for if it did Orion would not be entitled to rent thereafter. In fact
it did not determine the lease but merely gave Crown the right to demand that Atlantic pay the last two years' rent and to
prove in the liquidation if Atlantic failed to do so. Atlantic's right to the rent and Crown's right to damages for breach of
contract, which were equal and opposite, fell to be set off against each other. As Mr Martin accepted, the only reason why
the liquidators did not demand payment of the rent is that they would be met by a cross-claim in the same amount. But
Crown's cross-claim is premised on the avoidance of the assignment to Orion and its own continuing liability to pay the rent
to Atlantic. As Mr Sher pointed out in argument, Mr Martin's assertion by Orion that the liquidators' claim would be met by
a cross-claim is destructive of his argument.
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The matter can be put another way. The substance of the arrangements between Atlantic and Crown and between Atlantic
and Orion was that Crown should have the right to be relieved of liability for the last two years' rent but that Orion should
have the security of the rent for the full seven years. Crown's right was in effect subject to Orion's security. That security
being avoided, there is nothing to prevent full effect being given to Crown's right.

*634

The priority argument

This argument proceeded on the basis that s. 395 is concerned with questions of priority as between those asserting claims
to the charged asset rather than with the validity of the charge per se. Accordingly, Mr Martin submitted, the section merely
affected the priority of Orion's right to receive the last two years' rents as against any competing claim to the same rents by
the administrators or liquidators of Atlantic. They need not be considered, he said, because they are not asserting and have
no interest in asserting any claim to the rents in question. Given the limited effect of the section, the argument proceeded, it
merely produced a statutory reassignment to Atlantic. Unless and until the liquidators demanded payment, Crown remained
liable to pay Orion.

There are several fallacies in this argument. In the first place, even though the section may be concerned with priorities, the
way in which it affects them is by avoiding the assignment, i.e. Orion's title. In the next place, the section does not produce a
statutory reassignment, though if it did it would plainly deprive the assignee of title to the property assigned to it. The section
merely enables the liquidator to deal with the subject-matter of the unregistered charge as an asset in the liquidation. But the
real fallacy of the argument is that it assumes that the rents have not already been dealt with in the liquidation.

When it exercised the walk option Crown became entitled to call upon Atlantic to discharge its liability to pay the rent due
in respect of the last two years of the lease. In those cases where the assignment to Orion was duly registered, Orion was
entitled to the rent, and Crown was left to prove in the liquidation for damages for breach of Atlantic's obligation to pay the
rent. Where the assignment to Orion was not registered, it was void as against the administrators and liquidators of Atlantic,
with the result that the rent became payable to them and not to Orion. This is conceded as regards the rent due before the end
of the fifth year of the term; but it is equally true of the rent due during the last two years of the term with this difference,
that the liquidators' claim to the latter rent is extinguished by Crown's right to set off its own cross-claim against it.

Insolvency set-off is immediate and self-executing: see Stein v Blake [1995] B.C.C. 543; [1996] 1 AC 243 . In my judgment,
Atlantic must be taken to have received the rent for the last two years, albeit by set-off and not by payment. Not only has
Orion no title to the rent which it claims, the right to which formed part of the insolvent estate, but Crown's liability to pay
such rent has been satisfied by way of set-off in the liquidation.

The estoppel argument

Mr Martin's third argument was based on an alleged estoppel. Mr Sher objected to the point being entertained, since it was
not pleaded or argued below. We heard brief argument, from which it appeared that Mr Martin wished to rely exclusively on
the terms of the letter by which Crown acknowledged receipt of notice of the assignment of the lease to Orion. The letter was
dated after the last date for registration and addressed to Atlantic, and there was no evidence that it came to the attention of
Orion or that Orion relied on it in any way. But quite apart from these minor difficulties, the terms of the letter itself make
the estoppel argument hopeless.

By the letter Crown confirmed that it had been informed of the assignment of the lease to Orion and that it agreed to the terms
stated in the letter from Atlantic under reply. It may be possible to spell out of this correspondence acknowledgements by
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Crown that the lease was a valid lease for a term of seven years and that the lease had been validly assigned to Orion. But all
these facts were true. The lease was a valid lease for seven years; Crown does not rely on the walk option as against Orion.
Moreover the assignment was a valid assignment at the date of the letter, and even today it remains a valid assignment as
against Atlantic. It passed the right to receive the rent to Orion; the failure *635  to register it caused the right to receive
the rent to be treated as an asset in the liquidation of Atlantic, but that is all. It is quite impossible to spell out of the letter
any representation by Crown that the assignment had been registered or that it would be binding on the administrators and
liquidators of Atlantic in the event of its insolvency. It is to be observed that if the estoppel argument prevailed, it would have
entitled Orion to the rent before as well as after the end of the fifth year of the term.

Conclusion

For the reasons which I have stated, I am of the opinion that Orion has no title to the rent which it claims, and the appeal
must be dismissed.

Swinton Thomas LJ: I agree.

Pill LJ: I also agree.

(Appeal dismissed) *636
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*1913  School Facility Management Ltd and others v Governing
Body of Christ the King College and another
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Queen's Bench Division
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2020 March 2-5, 9–12; May 7

Local government—Powers—Financial transactions—Maintained school entering into hire contract for construction and hire
of new sixth form building—School and council providing letter to counterparty pre-contract as to school's capacity to enter
into contract—School failing to pay annual instalment under contract when due—Counterparties bringing claim against
school and council under contract, in misrepresentation or misstatement, and in unjust enrichment—School counterclaiming in
unjust enrichment—Whether school council's agent—Whether agency established by reason of legislation governing funding
relationship between maintained schools and councils—Whether contract “borrowing” subject to Secretary of State's consent
or contrary to council's scheme on financing of maintained schools and thereby ultra vires school—Whether contract void
—Whether claim in misrepresentation or misstatement barred by ultra vires finding—Whether counterparty able to defend
counterclaim in unjust enrichment on basis of anticipatory change of position— School Standards Framework Act 1998 (c 31)
(as amended by Education and Inspections Act 2006 (c 40), s 57 , Sch 5, para 3 and Local Education Authorities and Children's
Services Authorities (Integration of Functions) Order 2010 (SI 2010/1158)), ss 48 , 49(5)(6) — Education Act 2002 (c 32), s
19(6) , Sch 1, para 3(3)(a) (4)(a) — School and Early Years Finance (England) Regulations 2012 (SI 2012/2991), reg 22

The college, a voluntary aided school maintained by the council, obtained permission from the council to expand its age range
and open a sixth form. It subsequently entered into a hire contract for the construction and hire of a building and associated
equipment to accommodate the additional numbers. The building was provided and assembled by B, which subsequently sold
the building to the second claimant, which in turn entered into the contract to lease the building to the college. Subsequent
assignments led to the first claimant and then the third claimant obtaining the right to payments made by the college under
the contract. The college failed to pay an annual instalment under the contract when it fell due, and the claimants commenced
proceedings against the governing body of the college and the council (together “the defendants”) for debt and damages
under the contract. The claimants contended that the contract was binding on both the college and the council as the college's
principal, agency being established as a matter of fact and/or by application of regulation 22 of the School and Early Years
Finance (England) Regulations 2012 1 , containing the council's duty to fund maintained schools in its area, and/or by *1914
application of section 49(5) and (6) of the School Standards Framework Act 1998 2 , which provided for local authorities to
provide maintained schools with a delegated budget and provided that such a budget was spent as the council's agent except in
certain defined circumstances. The defendants defended the claim, asserting that the contract was ultra vires the college with
the result that the claim had to fail. The grounds on which they alleged that the contract was ultra vires were, inter alia, that it
was a “finance lease” amounting to “borrowing” and thus, in so far as the Secretary of State's consent to such borrowing had
not been obtained, outside the college's capacity by reason of paragraph 3(3)(a) and (4)(a) of Schedule 1 to the Education Act
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2002 3 ; or that, by reason of section 48 of the 1998 Act, the council was required to issue a scheme dealing with such matters
connected with the financing of maintained schools, and the contract did not comply with the terms of the scheme so issued.
In the alternative, the claimants advanced a claim in misrepresentation and/or misstatement, relying on pre-contractual letters
from the college and the council to the effect that the college had capacity to enter into the contract and contending that, but
for the representation, they would have entered into an equivalent contract with a counterparty who did have capacity. In the
further alternative, the claimants advanced a claim in unjust enrichment. The defendants defended those further claims and
the college also brought a counterclaim in unjust enrichment against the first claimant, which the first claimant defended on
the basis of change of position, it having paid for the acquisition and construction of the building, and despite some of the
payments sought to be recovered having been made after the last amount which the first claimant had paid to B.

On the claims and counterclaim—

Held , dismissing the claims in contract against the college and the council, (1) that since the contract clearly identified the
parties to the contract as B and the college, and made no reference to the council, and the contemporaneous documents all
referred to the college as B's counterparty, as a matter of fact the college was not the council's agent; that an agency was not
implicit in the local authority's duty to fund maintained schools under regulation 22(1) of the School and Early Years Finance
(England) Regulations 2012 , especially in circumstances where the contracting college incurred expenditure relating to the
provision of sixth form education which the council was not legally obliged to, and did not, fund; that section 49(5) and (6) of
the School Standards Framework Act 1998 did not operate so as to render the local authority the principal under any contract
into which the maintained school entered under which it would be liable to pay money; and that, accordingly, if the contract
was valid the putative contracting party was the college and not the council and the claim against the council failed for that
reason (post, paras 84–85, 86–87, 92, 93, 95, 97, 100–101, 102, 103, 105, 106, 108, 250).

Dictum of Zacaroli J in Brent London Borough Council v Davies [2018] EWHC 2214 (Ch) at [344] applied.

Dictum of Underhill J in Coventry City Council v Special Educational Needs and Disability Tribunal [2008] ELR 1 , para
13 not applied.

(2) That a scheme issued by a council pursuant to section 48 of the School Standards Framework Act 1998 generally only
imposed obligations on the maintained school as to how it should conduct itself and did not define the legal powers of the
school, except that a particular provision within a scheme could impose a limit on the school's power to contract if that
provision made it sufficiently clear that compliance with it constituted a limitation on the extent of the school's power; that
the obligations in the council's scheme regulated only as between the college *1915  and the council how the college should
exercise its powers and did not constitute a legal limit on the college's vires; that, however, paragraph 3(4)(a) of Schedule
1 to the Education Act 2002 imposed a statutory condition precedent to the power of a governing body to borrow money,
namely obtaining the consent of the Secretary of State, which limited the governing body's power to borrow rather than simply
imposing a requirement as to the manner of its exercise; that that requirement applied both when money was borrowed and/or
when security was granted in respect of such borrowing, and not only when both things were done together; that “borrowing”
for the purposes of paragraph 3(4)(a) could encompass a hire contract, and what constituted “borrowing” turned not on how
the transaction was structured or labelled but involved consideration of the economic substance of the transaction; that since
the established accounting tests for identifying a finance lease involved an analysis as a matter of substance and not of form,
if they identified the contract as a finance lease, it would therefore constitute “borrowing” so as to engage paragraph 3(3)
(a) and (4)(a); that, applying the applicable accounting standards, the contract was a finance lease and therefore involved
“borrowing”; and that, since the contract was entered into without the permission of the Secretary of State, the contract was
accordingly ultra vires the college and void, and the claims against both the college and the council failed for that reason
(post, paras 172–173, 174–175, 176–181, 249, 250, 271, 278, 281, 284, 287, 289, 292, 507).
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Dicta of Harman J in Rhyl Urban District Council v Rhyl Amusements Ltd [1959] 1 WLR 465 , 473–474, 475 and of Neill
LJ in Crédit Suisse v Allerdale Borough Council [1997] QB 306 , 317, 332–333, CA applied.

Dismissing the claim in misrepresentation and/or misstatement but allowing the claim in unjust enrichment against the college
and the council, (3) that the rule that a public body could not make a legally enforceable promise that it had the capacity
which it in fact lacked, or could not be held by a doctrine of estoppel to a representation it had made that it had the capacity
which it lacked, was not confined to cases where the claimant sought to place itself in the same position as if the defendant
had had vires, but could also extend to cases where the claimant sought only to assert a reliance interest; that a distinction
between a representation by the public body that the transaction was valid and a representation that it had or would obtain
power to enter into a transaction was also not on its own decisive; that, given that the substance of the claimants’ case was
that they had been led to believe that they could and had entered into a valid contract with the college and the representation
in question was based on a letter from the college shortly before the contract was signed, and given further that the loss
sought by the claimants was one which protected their expectation interest, the finding of ultra vires in relation to the contract
accordingly barred any misrepresentation or misstatement claim against the college but not against the council, which was not
a party to the contract and had not established that it would have been outside its own capacity to enter into the contract; that,
however, since the claimants had not established that, but for the contract, they would have entered into a contract with a third
party on essentially similar terms, and further since the defendants’ representations were only expressions of opinion and
were true when made and there was no reliance as a matter of fact on the statements, any misrepresentation or misstatement
claim failed; but that the college and the council had been unjustly enriched at the expense of the first claimant, which was
accordingly entitled to recover in unjust enrichment for the period subsequent to the missed annual instalment payment (post,
paras 362, 363, 364, 365, 366, 368, 369, 371–373, 385–386, 387, 398–400, 407–412, 423, 431, 433–434, 440, 507).

Dicta of Harman J in Rhyl Urban District Council v Rhyl Amusements Ltd [1959] 1 WLR 465 , 473 and of Clarke J in South
Tyneside Metropolitan Borough Council v Svenska International plc [1995] 1 All ER 545 , 565 applied. *1916

Salmon Harvester Properties Ltd v Metropolitan Police Authority [2004] EWHC 1159 (QB) considered.

Dismissing the college's counterclaim, (4) that, on the facts, the college was entitled to bring an unjust enrichment claim in
respect of certain of the invoices it impugned; that, however, the defence of change of position to a claim brought by a public
body to recover monies paid out under an ultra vires contract was available even where the change of position occurred before
rather than after the receipt in question; and that that defence being established on the facts and there being no surviving asset
to defeat that defence, the counterclaim failed (post, paras 453, 468–469, 475, 478, 481–482, 486, 493–494, 499, 507).

Dicta of the Privy Council in Dextra Bank and Trust Co Ltd v Bank of Jamaica [2002] 1 All ER (Comm) 193 , para 38, PC
and of Cranston J in Charles Terence Estates Ltd v Cornwall Council [2012] PTSR 790 , para 98 applied.

Dictum of Clarke J in South Tyneside Metropolitan Borough Council v Svenska International plc [1995] 1 All ER 545 , 565
not applied.

Per curiam . If a public body lacks statutory power to enter into a contract of a particular kind, it does not have contractual
capacity to do so as a matter of private law. However, where a public body has capacity to enter into a contract of a particular
kind but the way in which it takes the decision to do so can be impugned on public law grounds, the nullity, as a matter of
public law, of its decision to contract does not, without more, equate to a lack of contracting capacity as a matter of private
law. Public law unlawfulness provides a defence to a private law claim in contract only when the facts which give rise to
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that public law unlawfulness also give rise to a private law defence. Relief is discretionary and can be upheld on various
grounds intended to avoid injustice to the defendant or third parties, such as if the contract was entered into with a person
acting in good faith who would be prejudiced by the declaration of invalidity, particularly where there was delay in bringing
the challenge. Accordingly, a decision by a public body to enter into a contract which it did not have power to conclude gives
rise to a private law defence of lack of contracting capacity; but if the public body had power to enter into contracts of the
relevant type but is alleged to have acted unlawfully in reaching its decision to contract, the consequence of such public law
unlawfulness in private law depends both on the nature of the unlawfulness and on whether the counterparty had notice of
the relevant breach of public law duty (post, paras 150, 153–155, 159, 162).

Dicta of Hobhouse LJ in Crédit Suisse v Allerdale Borough Council [1997] QB 306 , 350E–G, CA and of Maurice Kay LJ
in Charles Terence Estates Ltd v Cornwall Council [2013] PTSR 175 , para 37, CA applied.

R (WL (Congo)) v Secretary of State for the Home Department [2012] 1 AC 245 , SC(E) considered.

The following cases are referred to in the judgment:

 Adrian Alan Ltd v Fuglers [2002] EWCA Civ 1655; [2003] 4 Costs LR 518 , CA
 Allsop v North Tyneside Metropolitan Borough Council [1992] ICR 639; 90 LGR 462 , CA
 Anisminic Ltd v Foreign Compensation Commission [1969] 2 AC 147; [1969] 2 WLR 163; [1969] 1 All ER 208 , HL(E)
 Associated Provincial Picture Houses Ltd v Wednesbury Corpn [1948] 1 KB 223; [1947] 2 All ER 680 , CA
 Atlantic Lines and Navigation Co Inc v Hallam Ltd (The Lucy) [1983] 1 Lloyd's Rep 188
 Auckland Harbour Board v The King [1924] AC 318 , PC
 Australian Financial Services & Leasing Pty Ltd v Hills Industries Ltd [2014] HCA 14; 253 CLR 560
 *1917  Bankers Trust International plc v PT Dharmala Sakti Sejahtera [1996] CLC 518
 Bedfordshire County Council v Fitzpatrick Contractors Ltd [2001] LGR 397; [2001] BLR 226
 Benedetti v Sawiris [2013] UKSC 50; [2014] AC 938; [2013] 3 WLR 351; [2013] 4 All ER 253; [2013] 2 All ER (Comm)

801 , SC(E)
 Benzline Auto Pte Ltd v Supercars Lorinser Pte Ltd [2018] SGCA 2; [2018] 1 SLR 239 , Singapore CA
 Brent London Borough Council v Davies [2018] EWHC 2214 (Ch)
 Bristol and West Building Society v Mothew [1998] Ch 1; [1997] 2 WLR 436; [1996] 4 All ER 698 , CA
 Bromley London Borough Council v Greater London Council [1983] 1 AC 768; [1982] 2 WLR 62; [1982] 1 All ER 129;

80 LGR 1 , HL(E)
 Calder Gravel Ltd v Kirklees Metropolitan Borough Council (1989) 60 P & CR 322
 Campbell Discount Co Ltd v Bridge [1962] AC 600; [1962] 2 WLR 439; [1962] 1 All ER 385 , HL(E)
 Caparo Industries plc v Dickman [1990] 2 AC 605; [1990] 2 WLR 358; [1990] 1 All ER 568 , HL(E)
 Cavendish Square Holdings BV v Makdessi [2015] UKSC 67; [2016] AC 1172; [2015] 3 WLR 1373; [2016] 2 All ER 519;

[2016] 2 All ER (Comm) 1 , SC(E)
 Central Tenders Board v White [2015] UKPC 39; [2015] BLR 727 , PC
 Charles Terence Estates Ltd v Cornwall Council [2011] EWHC 2542 (QB); [2012] PTSR 790; [2011] LGR 813; [2012]

EWCA Civ 1439; [2013] PTSR 175; [2013] 1 WLR 466; [2013] LGR 97 , CA
 Commerzbank AG v Price-Jones [2003] EWCA Civ 1663 , CA
 Coventry City Council v Special Educational Needs and Disability Tribunal [2007] EWHC 2278 (Admin); [2008] ELR 1
 Cozens v Brutus [1973] AC 854; [1972] 3 WLR 521; [1972] 2 All ER 1297 , HL(E)
 Crédit Suisse v Allerdale Borough Council [1995] 1 Lloyd's Rep 315; [1997] QB 306; [1996] 3 WLR 894; [1996] 4 All

ER 129; [1996] 2 Lloyd's Rep 241; 94 LGR 628 , CA
 Deutsche Morgan Grenfell Group plc v Inland Revenue Comrs [2006] UKHL 49; [2007] 1 AC 558; [2006] 3 WLR 781;

[2007] 1 All ER 449; [2007] STC 1 , HL(E)
 Dextra Bank and Trust Co Ltd v Bank of Jamaica [2001] UKPC 50; [2002] 1 All ER (Comm) 193 , PC
 Dimond v Lovell [2002] 1 AC 384; [2000] 2 WLR 1121; [2000] 2 All ER 897; [2000] RTR 243 , HL(E)
 EH v Kent County Council [2011] EWCA Civ 709; [2011] LGR 798 , CA
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 Eastbourne Borough Council v Foster (unreported) 20 December 2000, Colin Mackay QC; [2001] EWCA Civ 1091; [2002]
ICR 234; [2001] LGR 529 , CA

 Första AP-Fonden v Bank of New York Mellon SA/NV [2013] EWHC 3127 (Comm)
 Gibb v Maidstone & Tunbridge Wells NHS Trust [2010] EWCA Civ 678; [2010] IRLR 786 , CA
 Grupo Torras SA v Sheikh Fahad Mohammed Al-Sabah [1995] CLC 1025; [1996] 1 Lloyd's Rep 7 , CA
 Guinness Mahon & Co Ltd v Kensington and Chelsea Royal London Borough Council [1999] QB 215; [1998] 3 WLR 829;

[1998] 2 All ER 272; 96 LGR 735 , CA
 Haugesund Kommune v Depfa ACS Bank (Wikborg Rein & Co, Part 20 defendant) [2009] EWHC 2227 (Comm); [2010]

Lloyd's Rep PN 21; [2010] EWCA Civ 579; [2012] QB 549; [2012] 2 WLR 199; [2012] Bus LR 1; [2011] 1 All ER 190;
[2011] 1 All ER (Comm) 985 , CA

 Hazell v Hammersmith and Fulham London Borough Council [1992] 2 AC 1; [1991] 2 WLR 372; [1991] 1 All ER 545;
89 LGR 271 , HL(E)

 Hedley Byrne & Co Ltd v Heller & Partners Ltd [1964] AC 465; [1963] 3 WLR 101; [1963] 2 All ER 575 , HL(E)
 Hillsdown Holdings plc v Pensions Ombudsman [1997] 1 All ER 862
 Hinckley and Bosworth Borough Council v Shaw [2000] LGR 9 *1918
 Hoffmann-la Roche (F) & Co AG v Secretary of State for Trade and Industry [1975] AC 295; [1974] 3 WLR 104; [1974]

2 All ER 1128 , HL(E)
 Holyoake v Candy [2017] EWHC 3397 (Ch)
 Howell v Falmouth Boat Construction Co Ltd [1951] AC 837; [1951] 2 All ER 278 , HL(E)
 Investment Trust Companies v Revenue and Customs Comrs [2017] UKSC 29; [2018] AC 275; [2017] 2 WLR 1200; [2017]

3 All ER 113; [2017] STC 985 , SC(E)
 Janred Properties Ltd v Ente Nazionale Italiano per il Turismo (unreported) 14 July 1983 , CA
 Kleinwort Benson Ltd v Lincoln City Council [1999] 2 AC 349; [1998] 3 WLR 1095; [1998] 4 All ER 513; [1999] LGR

1 , HL(E)
 LNOC Ltd v Watford Association Football Club Ltd [2013] EWHC 3615 (Comm)
 LS v Oxfordshire County Council [2013] UKUT 135 (AAC); [2013] ELR 429 , UT
 Lipkin Gorman v Karpnale Ltd [1991] 2 AC 548; [1991] 3 WLR 10; [1992] 4 All ER 512 , HL(E)
 London & South Eastern Railway Ltd v British Transport Police Authority [2009] EWHC 460 (Admin); [2009] Po LR 157
 MWB Business Exchange Centres Ltd v Rock Advertising Ltd [2018] UKSC 24; [2019] AC 119; [2018] 2 WLR 1603; [2018]

4 All ER 21; [2018] 2 All ER (Comm) 961 , SC(E)
 Macmillan Inc v Bishopsgate Investment Trust plc (No 3) [1995] 1 WLR 978; [1995] 3 All ER 747
 McNaughton (James) Paper Group Ltd v Hicks Anderson & Co [1991] 2 QB 113; [1991] 2 WLR 641; [1991] 1 All ER

134 , CA
 NRAM Ltd (formerly NRAM plc) v Steel [2018] UKSC 13; [2018] 1 WLR 1190; [2018] 3 All ER 81 , SC(Sc)
 Newbold v Leicester City Council [1999] ICR 1182; [2000] LGR 58 , CA
 Offer-Hoar v Larkstore Ltd (Technotrade Ltd, Part 20 defendant) [2006] EWCA Civ 1079; [2006] 1 WLR 2926; [2007]

1 All ER (Comm) 104 , CA
 One Step (Support) Ltd v Morris-Garner [2018] UKSC 20; [2019] AC 649; [2018] 2 WLR 1353; [2018] 3 All ER 659;

[2018] 2 All ER (Comm) 769 , SC(E)
 Padfield v Minister of Agriculture, Fisheries and Food [1968] AC 997; [1968] 2 WLR 924; [1968] 1 All ER 694 , HL(E)
 Patel v Mirza [2016] UKSC 42; [2017] AC 467; [2016] 3 WLR 399; [2017] 1 All ER 191 , SC(E)
 Pitt v Holt [2013] UKSC 26; [2013] 2 AC 108; [2013] 2 WLR 1200; [2013] 3 All ER 429 , SC(E)
 Playboy Club London Ltd v Banca Nazionale del Lavoro SpA [2018] UKSC 43; [2018] 1 WLR 4041; [2019] 2 All ER 478;

[2019] 1 All ER (Comm) 693 , SC(E)
 Pro-Vision Systems (UK) Ltd v United Lincolnshire Hospital NHS Trust (unreported) 21 February 2014 , Judge Waksman

QC
 Prudential Assurance Co Ltd v Revenue and Customs Comrs [2016] EWCA Civ 376; [2017] 1 WLR 4031; [2017] 1 All ER

815, CA; [2018] UKSC 39; [2019] AC 929; [2018] 3 WLR 652; [2019] 1 All ER 308; [2018] STC 1657 , SC(E)
 R v Hammersmith and Fulham London Borough Council, Ex p Beddowes [1987] QB 1050; [1987] 2 WLR 263; [1987] 1

All ER 369; 85 LGR 270 , CA
 R v Inland Revenue Comrs, Ex p National Federation of Self-Employed and Small Businesses Ltd [1982] AC 617; [1981]

2 WLR 722; [1981] 2 All ER 93 , HL(E)
 R v Secretary of State for the Environment, Transport and the Regions, Ex p Spath Holme Ltd [2001] 2 AC 349; [2001]

2 WLR 15; [2001] 1 All ER 195 , HL(E)
 R (Hemmati) v Secretary of State for the Home Department [2019] UKSC 56; [2019] 3 WLR 1156; [2020] 1 All ER 669

, SC(E)
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 R (Structadene Ltd) v Hackney London Borough Council [2001] 2 All ER 225; [2001] LGR 204
 R (Transport and General Workers Union) v Walsall Metropolitan Borough Council [2001] EWHC Admin 452; [2002]

ELR 329 *1919
 R (WL (Congo)) v Secretary of State for the Home Department [2011] UKSC 12; [2012] 1 AC 245; [2011] 2 WLR 671;

[2011] 4 All ER 1 , SC(E)
 Rhyl Urban District Council v Rhyl Amusements Ltd [1959] 1 WLR 465; [1959] 1 All ER 257; 57 LGR 19
 Roberts v Hopwood [1925] AC 578 , HL(E)
 Rolled Steel Products (Holdings) Ltd v British Steel Corpn [1986] Ch 246; [1985] 2 WLR 908; [1985] 3 All ER 52 , CA
 Royal British Bank v Turquand (1855) 5 E & B 248
 Saba Yachts Ltd v Fish Pacific Ltd [2006] NZHC 1452; 3 NZCCLR 963
 Salmon Harvester Properties Ltd v Metropolitan Police Authority [2004] EWHC 1159 (QB)
 Smith v East Elloe Rural District Council [1956] AC 736; [1956] 2 WLR 888; [1956] 1 All ER 855 , HL(E)
 South Tyneside Metropolitan Borough Council v Svenska International plc [1995] 1 All ER 545
 Street v Mountford [1985] AC 809; [1985] 2 WLR 877; [1985] 2 All ER 289 , HL(E)
 Test Claimants in the FII Group Litigation v Revenue and Customs Comrs (formerly Inland Revenue Comrs) [2014] EWHC

4302 (Ch); [2015] STC 1471
 Thompson (WL) Ltd v Robinson (Gunmakers) Ltd [1955] Ch 177; [1955] 2 WLR 185; [1955] 1 All ER 154
 Wandsworth London Borough Council v Winder [1985] AC 461; [1984] 3 WLR 1254; [1984] 3 All ER 976; 83 LGR 143

, HL(E)
 Zurich Insurance Co plc v Hayward [2016] UKSC 48; [2017] AC 142; [2016] 3 WLR 637; [2016] 4 All ER 628; [2016]

All ER (Comm) 755 , SC(E)

The following additional cases were cited in argument or referred to in the defendants’ skeleton arguments:

 BV Nederlandse Industrie van Eiprodukten v Rembrandt Enterprises Inc [2019] EWCA Civ 596; [2020] QB 551; [2019] 3
WLR 1113; [2019] 4 All ER 612; [2019] 2 All ER (Comm) 501; [2019] 1 Lloyd's Rep 491 , CA

 Bitumen Invest AS v Richmond Mercantile Ltd FZC [2016] EWHC 2957 (Comm); [2017] 1 Lloyd's Rep 219
 Bolam v Friern Hospital Management Committee [1957] 1 WLR 582; [1957] 2 All ER 118
 Bristol Airport plc v Powdrill [1990] Ch 744; [1990] 2 WLR 1362; [1990] 2 All ER 493 , CA
 Customs and Excise Comrs v Barclays Bank plc [2006] UKHL 28; [2007] 1 AC 181; [2006] 3 WLR 1; [2006] 4 All ER

256; [2006] 2 All ER (Comm) 831 , HL(E)
 Daewoo Shipbuilding & Marine Engineering Co Ltd v Songa Offshore Equinox Ltd [2018] EWHC 538 (Comm); [2019]

All ER (Comm) 161; [2018] 1 Lloyd's Rep 443
 Dunlop Pneumatic Tyre Co Ltd v New Garage and Motor Co Ltd [1915] AC 79 , HL(E)
 Edgington v Fitzmaurice (1885) 29 Ch D 459 , CA
 Flora v Wakom (Heathrow) Ltd [2006] EWCA Civ 1103; [2007] 1 WLR 482; [2006] 4 All ER 982 , CA
 Gran Gelato Ltd v Richcliff (Group) Ltd [1992] Ch 560; [1992] 2 WLR 867; [1992] 1 All ER 865
 HSH Nordbank AG v Intesa Sanpaolo SpA [2014] EWHC 142 (Comm)
 Hartlelid v Sawyer & McClockin Real Estate Ltd [1977] 5 WWR 481
 Huddersfield Police Authority v Watson [1947] KB 842 , DC
 Inner London Education Authority v Brunyate [1989] 1 WLR 542; [1989] 2 All ER 417; 87 LGR 725 , HL(E)
 Letang v Ottawa Electric Railway Co [1926] AC 725 , PC
 Minister of Agriculture and Fisheries v Matthews [1950] 1 KB 148 *1920
 Ministry of Housing and Local Government v Sharp [1970] 2 QB 223; [1970] 2 WLR 802; [1970] 1 All ER 1009; 68 LGR

187 , CA
 Moyna v Secretary of State for Work and Pensions [2003] UKHL 44; [2003] 1 WLR 1929; [2003] 4 All ER 162 , HL(E)
 N v Poole Borough Council [2019] UKSC 25; [2020] AC 780; [2019] 2 WLR 1478; [2019] 4 All ER 581 , SC(E)
 Nettleship v Weston [1971] 2 QB 691; [1971] 3 WLR 370; [1971] 3 All ER 581; [1971] RTR 425 , CA
 North West Leicestershire District Council v East Midlands Housing Association Ltd [1981] 1 WLR 1396; [1981] 3 All

ER 364; 80 LGR 84 , CA
 O’Reilly v Mackman [1983] 2 AC 237; [1982] 3 WLR 1096; [1982] 3 All ER 1124 , HL(E)
 Pepper v Hart [1993] AC 593; [1992] 3 WLR 1032; [1993] ICR 291; [1993] 1 All ER 42 , HL(E)
 Prescott v Birmingham Corpn [1955] Ch 210; [1954] 3 WLR 990; [1954] 3 All ER 698 , CA
 R v Chief Constable of Sussex, Ex p International Trader's Ferry Ltd [1999] 2 AC 418; [1998] 3 WLR 1260; [1999] 1

All ER 129 , HL(E)
 R v Hull University Visitor, Ex p Page [1993] AC 682; [1992] 3 WLR 1112; [1993] ICR 114; [1993] 1 All ER 97 , HL(E)
 R v Parliamentary Comr for Administration, Ex p Balchin [1998] 1 PLR 1
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 R (Cart) v Upper Tribunal (Public Law Project intervening) [2009] EWHC 3052 (Admin); [2010] PTSR 824; [2011] QB
120; [2010] 2 WLR 1012; [2010] 1 All ER 908 , DC

 R (Edison First Power Ltd) v Central Valuation Officer [2003] UKHL 20; [2003] 4 All ER 209 , HL(E)
 R (Jackson) v Attorney General [2005] UKHL 56; [2006] 1 AC 262; [2005] 3 WLR 733; [2005] 4 All ER 1253 , HL(E)
 R (Miller) v Prime Minister (Lord Advocate intervening) [2019] UKSC 41; [2020] AC 373; [2019] 3 WLR 589; [2019]

4 All ER 299 , SC(E & Sc)
 R (Privacy International) v Investigatory Powers Tribunal [2019] UKSC 22; [2020] AC 491; [2019] 2 WLR 1219; [2019]

4 All ER 1 , SC(E)
 R (Shropshire and Wrekin Fire Authority) v Secretary of State for the Home Department [2019] EWHC 1967 (Admin);

[2019] PTSR 2052
 Racal Communications Ltd, In re [1981] AC 374; [1980] 3 WLR 181; [1980] 2 All ER 634 , HL(E)
 Rashdall v Ford (1866) LR 2 Eq 750
 Resolute Maritime Inc v Nippon Kaiji Kyokai [1983] 1 WLR 857; [1983] 2 All ER 1; [1983] 1 Lloyd's Rep 431
 Smith v Land and House Property Corpn (1884) 28 Ch D 7 , CA
 Swynson Ltd v Lowick Rose llp (formerly Hurst Morrison Thomson llp) [2017] UKSC 32; [2018] AC 313; [2017] 2 WLR

1161; [2017] 3 All ER 785 , SC(E)
 Wallersteiner v Moir (No 2) [1975] QB 373; [1975] 2 WLR 389; [1975] 1 All ER 849 , CA
 Westdeutsche Landesbank Girozentrale v Islington London Borough Council [1994] 1 WLR 938; [1994] 4 All ER 890; 92

LGR 405, CA; [1996] AC 669; [1996] 2 WLR 802; [1996] 2 All ER 961; 95 LGR 1 , HL(E)
 Wisniewski v Central Manchester Health Authority [1998] PIQR P324 , CA
 Wooldridge v Sumner [1963] 2 QB 43; [1962] 3 WLR 616; [1962] 2 All ER 978 , CA
 X (Minors) v Bedfordshire County Council [1995] 2 AC 633; [1995] 3 WLR 152; [1995] 3 All ER 353; 94 LGR 313 , HL(E)
 Yarmouth v France (1887) LR 19 QBD 647 , DC

CLAIM and COUNTERCLAIM

On 30 April 2013, the first defendant, the Governing Body of Christ the King College (“the college”), entered into a hire
contract with the second *1921  claimant, BOSHire Ltd, for the construction and hire of a modular building and associated
equipment over a 15-year period, which building was to house a sixth form at the college, the request to expand the age range
of the college having been approved by the second defendant, the Isle of Wight Council (“the council”). By assignments dated
5 June and 4 July 2013, the first claimant, School Facility Management Ltd, and then the third claimant, GCP Asset Finance
1 Ltd, obtained the right to payments made by the college under the contract. On 5 September 2017, the college failed to pay
the annual instalment under the contract then falling due.

By a claim form issued on 8 November 2018, the first claimant brought claims for debt and damages under the contract against
the college and the council. The second and third claimants were added as claimants by later amendments. The defendants
alleged that the contract was beyond the capacity of the college and outside the authority of those who signed the contract, and
that the council was not party to the contract, and therefore that the claimants’ claim against them should fail. The college also
sought by a counterclaim to recover the amounts already paid under the contract in unjust enrichment, less a sum representing
fair market rental value of the building. The claimants contended that the contract was binding on both the college and council as
the college's principal, and in the alternative advanced claims in misrepresentation under section 2(1) of the Misrepresentation
Act 1967 , negligent misstatement at common law and unjust enrichment. They also pleaded a change of position defence in
relation to the restitution counterclaim. The college and the council brought contingent claims against each other under CPR
Pt 20 for a 100% indemnity/contribution.

Following the hearing and at the request of the court, on 1, 7 and 8 April and 4 and 5 May 2020, the parties made additional
written submissions on the change of position defence.

The facts are stated in the judgment, post, paras 1–4, 6–12, 22–54.

Timothy Straker QC and Pia Dutton (instructed by Stephenson Harwood llp ) for the claimants.

Peter Oldham QC and Christopher Knight (instructed by Stone King llp ) for the college.

Daniel Stilitz QC and Rupert Paines (instructed by DAC Beachcroft llp ) for the council.

The court took time for consideration.
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7 May 2020. FOXTON J

handed down the following judgment.

Introduction

1.  On 10 February 2009, the Isle of Wight Council (“the Council”) approved a request by the Governing Body of Christ the
King College (“the College”) to expand its age range and open a sixth form. This decision fell to be implemented against the
background of the budgetary constraints which impacted the public sector in the wake of the financial crisis, which significantly
reduced the funds available for capital projects. The solution which the College ultimately adopted in the face of that dilemma
was to enter into what was described as a hire contract (“the Contract”) for the *1922  construction and hire of a modular
building and associated equipment (“the Building”).

2.  The Building was provided and assembled by a company called Built Offsite Ltd (“BOS”), a specialist in modular
construction. The transaction was structured so that BOS sold the Building to BOSHire Ltd (“BOSHire”) (a joint venture
company in which BOS held a 50% interest), who in turn entered into the Contract to lease the Building to the College.
Subsequent assignments led to School Facility Management Ltd (“SFM”) and then GCP Asset Finance 1 Ltd (“GCP”) obtaining
the right to payments made by the College under the Contract.

3.  Against the background of an increasing budget deficit, the College failed to pay the annual instalment under the Contract
which fell due in September 2017. The present proceedings followed a year later, in the course of which the legal characteristics
of the Contract, and the process by which it came to be entered into, came under much greater scrutiny within the College
and the Council than they had received when the College signed the Contract, and the Council signed a letter supportive of
the Contract, back in 2013.

4.  Both the College and the Council now allege that the Contract was beyond the capacity of the College and outside the
authority of those who signed the Contract on a wide range of grounds. The College resists the claims for debt and damages
under the Contract, and seeks to recover the amounts it has already paid in unjust enrichment. In response, the claimants contend
that the Contract was binding on both the College and the Council as the College's principal, but in the alternative advance
claims in misrepresentation, misstatement and unjust enrichment. The College and the Council also bring contingent claims
against each other.

5.  In Crédit Suisse v Allerdale Borough Council [1995] 1 Lloyd's Rep 315 , 373, Colman J noted that the case before him:

“demonstrates that banks and other lending and credit-providing institutions that deal with local authorities are exposed
to the major risk of finding that their contracts are unenforceable in circumstances not encountered when dealing with the
directors and officers of companies.”

This case shows that this may be equally true of those who lease equipment, goods or buildings to local authorities, or the
schools they maintain.

The parties

6.  BOSHire is the joint vehicle of two companies, BOS and Summit Asset Management Ltd (“SAM”). As noted above, BOS
designs, manufactures and installs modular buildings, principally (but not exclusively) for customers in the education and
healthcare sectors. SAM was involved in asset finance, raising finance for transactions for the sale or hire of assets under various
forms of asset finance agreement.

7.  BOSHire was originally formed in 1993, its role being to put together finance packages for customers who wished to acquire
modular buildings from BOS, under an arrangement whereby BOSHire would purchase a building from BOS and then enter into
a lease contract with the customer under which regular payments of hire would be made. BOSHire procured external financing
for these transactions (which provided the means to *1923  pay BOS and a profit element for BOSHire) by selling the income
stream constituted by the payments due under the hire contracts.

Case 2:19-ap-01382-SK    Doc 349-1    Filed 01/14/22    Entered 01/14/22 07:52:03    Desc
Exhibit 1    Page 171 of 315



© 2021 Thomson Reuters. 9

8.  Mr Timothy Spring, a director of both SAM and BOSHire, described BOSHire's “strategic business model” as being:

“to supply modular buildings to customers in the public sector—principally health and education—where end-user
customers are predominantly NHS Trusts, schools or colleges that are subject to statutory restrictions on incurring capital
expenditure.”

9.  It will be apparent that BOSHire is one of a number of companies who operate in the commercial space which has come into
existence as a result of limitations on the monies available to public bodies for capital expenditure (whether from allocated or
borrowed funds), a space which has been increasingly filled by structured transactions intended to allow the cost of equipment
and buildings to be met from periodic payments which, for regulatory and accounting purposes, the public body can treat as
revenue expenditure.

10.  In circumstances which I describe in greater detail below, on 30 April 2013 BOSHire entered into the Contract with the
College for the supply of the Building for a 15-year period. On 5 June 2013, BOSHire assigned the benefit of the Contract
to SFM, a subsidiary of BOSHire created for the purpose of raising finance for the Contract. By a receivable sales agreement
(“RSA”) dated 4 July 2013, SFM assigned its rights, title and interest in rental income under the Contract to GCP, a third party
funder from whom BOSHire had raised debt finance for the transaction.

11.  The College is a voluntary aided school maintained by the Council. It was formed in 2008 from the merger of two middle
schools—one Anglican and one Roman Catholic—and its mission is to provide Christian secondary education on the Isle of
Wight. At the times material to the dispute before the court, the College's governing body (“the Governing Body”) was chaired
by David Lisseter, its principal was Mrs Pat Goodhead and its business manager was (and still is) Ms Kathrin Williams.

12.  The Council is the unitary local authority for the Isle of Wight. Its functions include the provision of maintenance and
funding to voluntary aided schools on the island. The Council is not responsible for the funding of sixth form education. Between
April 2010 and March 2012, sixth form funding was the responsibility of the Young People's Learning Agency (“YPLA”), and,
thereafter, the Education Funding Agency.

The witnesses

The claimants’ witnesses

13.  The claimants called evidence from Mr Timothy Spring and Mr Richard Pierce.

14.  Mr Spring is a director of both SFM and BOSHire, with principal responsibility within BOSHire for co-ordinating the
financing of transactions and the contractual arrangements between BOSHire and the end user. I found him a careful and
honest witness, who was clearly well informed about the ultra vires risk which arises in dealing with public authorities, and
who had sought to manage that risk in relation to the Contract. Mr Spring candidly recognised that the more conservative the
approach taken to managing the  *1924  vires risk, the less profitable the Contract would be for BOSHire, and the less attractive
BOSHire's funding proposal would be when seeking to attract financing in the secondary debt market. He was understandably
keen to defend the efficacy of the risk management steps which had been taken.

15.  Mr Pierce is the chairman and director of BOS, which is a family business, and which specialises in the manufacture and
supply of modular buildings. Modular buildings are assembled from prefabricated sections manufactured off site. In some cases,
it is feasible to disassemble a building when it is no longer needed, and use the modules elsewhere (the practicality of doing so
in this case is an issue on which I have heard evidence, and to which it will be necessary to return). Mr Pierce was also an honest
and careful witness. He was very knowledgeable about the technical aspects of modular building construction, and was able to
deploy this knowledge to his advantage in the course of his cross-examination. He understood the regulatory sensitives which
attached to the BOSHire business model, and was careful in his dealings with the Council to describe the transaction and its
legal incidents appropriately. While Mr Pierce left the detail of the financial and contracting issues to Mr Spring, he was clearly
alive to the legal implications of issues canvassed with him in evidence such as the potential resale market for the Building if the
College stopped using it at the end of the Contract. For reasons I explain below, I have concluded that the prospects of marketing
the Building to a third party purchaser at the end of the Contract were distinctly bleaker than Mr Pierce's evidence suggested.
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The College's witnesses

16.  The College called two witnesses: Mrs Patricia Goodhead, who was the principal of the College from its foundation in
2008 until she retired in 2018, and Ms Kathrin Williams, who was and remains the College's business manager.

17.  Both Mrs Goodhead and Ms Williams were honest witnesses, whose evidence about contemporary events had not been
coloured in any way by the dispute which had subsequently arisen. It was clear that they found themselves in a difficult position
in 2013, with strong pedagogical reasons for wanting to provide sixth form accommodation, and with considerable pressure
from the students, parents and the school's stakeholders to do so. The decisions taken by the College were taken on a collective
basis with strong support from the members of the Governing Body, and not by Mrs Goodhead or Ms Williams alone. As I
explain below, the strength of the Governing Body's conviction that a sixth form building should be provided, coupled with
their view that the College had not been treated fairly by the Council in the provision of funding when compared with other
island schools, contributed to what proved to be an unduly optimistic assessment of the College's ability to meet the payments
due over the 15-year life of the Contract.

The Council

18.  The Council called evidence from Mrs Janet Giles, who was the Council's head of education finance from 1983 to 2014.
Once again Mrs Giles was an honest and careful witness, whose evidence I found to be reliable. *1925

The expert witnesses

19.  I heard expert accountancy evidence from Mr Christopher Jackson of PwC for the claimants and from Mr Adam Smith
from BDO for the defendants. Both experts were fully qualified and doing their best to assist the court in their oral evidence. To
a significant degree, their evidence depended on the assumptions and inputs used which they were not in a position to speak to
from their own expertise. As I explain below, on the basis of Mr Jackson's own evidence I have concluded that the 5·6% average
retail price index (“RPI”) rate which Mr Jackson used in his calculations was unrealistic and unduly generous to the claimants.

20.  Finally, I heard valuation evidence from Mr Peter Dodson of Liquidity Services for the claimants, and from Mr Jonathan
Manley and (on construction costs and state of repair) Mr David Pincott of Lambert Smith Hampton for the defendants. Once
again, I have concluded that the experts were appropriately qualified and doing their best to assist the court. While submissions
were directed by the parties to the issue of whether it was experience in valuing plant (of which Mr Dodson had more) or
traditional buildings (where Mr Manley was undoubtedly the better qualified) that was more relevant to the task at hand, I
have concluded that the Buildings under the Hire Contract were essentially a hybrid of these categories, meeting a demand
which would traditionally have been fulfilled by conventional building construction through a form of supply which could more
quickly deliver the desired end product, and do so in a way which offered the potential benefit of an accounting classification
more conducive to the transaction proceeding. Both kinds of experience were of value.

21.  Where the experts had material differences of view on significant issues, I have resolved those issues on their merits, having
regard to the cogency of the justifications offered by the respective experts and their inherent and practical logic, rather than by
relying on any predisposition to regard the evidence of any one expert as being more likely to be reliable than that of another.

The facts

22.  As I have stated, the College was formed in September 2008 as a result of the amalgamation of two existing voluntary
aided schools, one Roman Catholic and one Anglican. In 2009, the College's permitted age range was extended, which gave it
the option to create a sixth form (something which the Roman Catholic and Anglican dioceses had long supported). However,
the College did not have sufficient accommodation to house a sixth form.

23.  It had been the College's original intention to address this need through funding from a central government programme
called “Building Schools for the Future” (“BSF”). However BSF was cancelled in 2010. The College held discussions with
two other potential providers of sixth form accommodation, McAvoy Group Ltd and an organisation called “Building Schools
for Nothing”. The College also sought to raise money from the Anglican and Roman Catholic dioceses for a building and
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equipment which it originally estimated would involve a capital cost of £4,514,000. The dioceses were unable to meet this
funding requirement, but the Roman Catholic diocese suggested that the College approach BOS, with whom it had had previous
dealings. *1926

24.  Discussions between the College and BOS began towards the end of 2011. BOS was represented in those discussions by
its sales director (and Mr Pierce's son-in-law), Mr Neil Blow. BOS soon became the College's preferred candidate to provide
a sixth form building, because the College believed it would complete the project more quickly in circumstances in which the
first sixth form entry was arriving in September 2012. It was originally anticipated that the Building would be contracted for
in stages, reflecting the fact that in the first year, there would only be one year of sixth formers to accommodate. Ms Williams
explained BOS's offering to the Governing Body in a letter of 10 February 2012 as follows:

“This can be done over a period of 15 years; the building would then be rented by the College for that time with
the responsibility for the refurbishment of the building remaining with the hirer (Built Off Site), hence reducing the
maintenance costs for the College during the rental period. This option would enable the College to use its own revenue
budget to cover the rental payments and we have produced a revised budget plan that shows that this is possible within the
same budget recovery that has currently been licensed by the local authority.”

25.  The proposal was discussed at a meeting of the Governing Body on 21 February 2012, at which Mr Blow was present.
The governors were told that “the initial value of the building would be in the region of £2·2m” and that “the cost of seven
years’ rent approximately equates to the value of the building, obviously making the hire agreement much more expensive
over the full term of the agreement”. It was also stated that “the hire agreement is not a loan of any kind” and “sits outside
of public sector borrowing”.

26.  Some of the aspects of the proposed transaction which Mr Blow described to the College were either imperfectly conveyed
or understood (for example as to responsibility for maintenance, whether the College would have a legal right to purchase the
Building during or at the end of the lease term and who would be responsible for removing the Building from the site at the
end of the Contract) but before the Contract was concluded, I find that Mr Pierce had accurately explained the position and
corrected any previous misunderstandings in these respects.

27.  The College had operated with a budget deficit from its creation in 2008, and required the Council's permission to do so.
On 22 February 2012 the College sought the Council's permission to extend that deficit so as to allow the College to enter
into the 15-year hire agreement with BOS in respect of the first phase of the Building. The proposal which the College put
forward envisaged the deficit being paid off by 2014/2015, with the College having the option to purchase the Building during
the term of the agreement. The Council expressed some concern about the amounts involved. Janet Newton, the Council's
head of commissioning for education services, commented on 22 February 2012 that “their case has more holes in it than
Gouda cheese”. Other Council communications noted (correctly) that the Council had no responsibility for funding sixth form
education. Nonetheless, in March 2012, Mr Beynon, the Council's chief executive, informed the College that the Council was
willing to extend the College's deficit to meet the costs of hire.

28.  As would be expected for a public body, the College is subject to a number of statutory restrictions as to the financial
commitments it can undertake. I will consider the precise nature of the particular restrictions in *1927  issue in this case (and
whether they impact on the ambit of the College's contractual capacity) in due course. The understanding of Mr Spring in 2012
in relation to this issue was as follows:

“The statutory scheme in which maintained schools operate prohibits them from entering into borrowing arrangements
without the approval of the Secretary of State for Education. I was very well aware that a finance lease is considered to
constitute borrowing, so a maintained school cannot enter into such an agreement without the consent of the Secretary of
State … I briefly discussed with Richard the possibility that the College could be persuaded to seek the consent of the
Secretary of State to enter into a borrowing arrangement but we ruled this out as impracticable and likely to result in a
self-defeating delay to the project.”

29.  Central to Mr Spring's approach in addressing this issue was ensuring that the Contract would, in accounting classification
terms, be an operating lease and not a finance lease. I received expert accounting evidence on the differences between operating
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and finance leases, which I address below, but a crucial and essential aspect of the distinction is whether the usual risks and
rewards of ownership are substantially transferred to the lessee. On 6 March 2012 Mr Spring prepared a draft letter for the
College setting out BOSHire's likely requirements to address “the operating lease/intra vires” question. The draft letter (which
was not, in the event, sent) referred to a “statutory constraint” that “the College does not have the power to enter into a ‘finance
lease’ of assets (which, for accounting purposes, is regarded as a loan arrangement) without the consent of the Secretary of
State for Education”. The draft letter continued:

“We are confident, given the nature and explicit terms of the hire contract and the financial terms contained in and
surrounding it, that the hire contract is an ‘operating lease’, so does not require SoS approval. However, in order to satisfy
our lenders that is indeed the case, we envisage that we will be required to seek the following:

• Minutes of the meeting of the Board of Governors of the College approving the project, the terms of the hire
contract, confirming the Governors’ opinion that the hire contract is an ‘operating lease’ and authorising you to
sign the hire contract on behalf of the College.

• Confirmation from the Isle of Wight Council, as the funding [local education authority (‘LEA’)], of approval of
the hire contract and confirmation that it is, in the Council's view, an operating lease; accordingly that it is within
the powers of the College to enter into and perform the hire contract.”

30.  In order to give further consideration to this issue, Mr Spring engaged Ms Sam Yardley, a partner in Watson Farley &
Williams llp specialising in asset finance, to advise on the transaction.

31.  In the event, there were difficulties in obtaining planning permission for the Building, with the result that no contract
had been signed, and no Building was available, by September 2012. For this reason, the College's first sixth form entry had
to be accommodated in less than satisfactory *1928  circumstances using various sites across the College, something which
placed the College under further pressure to ensure that the issue was resolved by the time the second sixth form entry arrived
in September 2013. In the meantime, and with the encouragement and support of the College, BOS began the ground works,
erecting the foundations on which the Building would stand.

32.  The planning issues were resolved by December 2012. By this date the College had decided to contract for the Building
in one phase, with a view to having it available by September 2013 when the College would have to accommodate two sixth
form years. In the course of renewed exchanges between BOS and the College, on 17 January 2013, Mr Pierce explained the
position so far as any option to purchase and maintenance were concerned in the following terms:

“We acknowledge that an undertaking has been given to redecorate the facility internally at the five-year period, this
redecoration would be confined to painted surfaces and floor coverings and would not cover the replacement repair or
redecoration of any areas or items affected by accidental damage, misuse or vandalism albeit I am sure the latter two would
be highly unlikely. Should you wish to purchase the building after a period of time then that is an option we would consider
and not unreasonably reject. It is not possible or practicable at this stage to list out what the likely costs would be as we
would need to approach the funding partners at the stage you are considering purchase to have them calculate the current
replacement value of the facility and then dependent upon the length of time you have had the facility on hire for a discount
against the replacement value would be given. Clearly the further through the term you are the higher discount would be.
Additionally as I am sure you will recall we did discuss that we cannot write the option to purchase into the agreement as
it would substantially change the legal status and tax treatment of the transaction.”

33.  The vagueness in this communication as to the price at which the College might be able to purchase the Building at the
end of the 15-year period was not resolved in subsequent communications during the life of the Contract, or indeed in the
course of the trial.

34.  In January 2013, Mr Pierce also pushed the College for payment of the £400,000 BOS had already incurred on preparatory
works. Mrs Goodhead, after speaking to Mr Pierce, explained in an e-mail of 21 January 2013 that “it was obvious during the
conversation that Richard's real fear is still the [local authority] stopping this going ahead and the money his firm would lose
if that happened”. In exchanges in the course of the evening of 21 January 2013, Mrs Goodhead and Ms Williams noted how
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difficult it would be to find this money from the College's 2012/2013 budget, with Mrs Goodhead signing off at 22.17 with the
suggestion that they “sleep on it and see what we can sort tomorrow”. She concluded “we can’t not let this happen, obviously”.

35.  BOSHire provided the College with a draft of the Contract which the College sent to its legal adviser Mr Guthrie McGruer
of Blake Lapthorn. Mr McGruer made contact with Mr Pierce in January 2013 to discuss the terms of the proposed Contract,
and the provision of a side-letter which would record BOSHire's willingness to give favourable consideration to a request by
the College to purchase the Building during the 15-year lease. *1929

36.  A representative of the Catholic Diocese involved with the College, Ms Hilary Foley, e-mailed Mr Pierce suggesting that
the proposal would have to be considered at a further meeting of the Governing Body before the Contract could be approved.
Apparently frustrated at the time it was taking to sign off on the Contract, particularly given the £400,000 of work BOS had
already undertaken, Mr Pierce sent an e-mail to the College on 28 January 2013 stating:

“I have forwarded Guthrie's and Hilary's e-mails to our funding partners for comment and this has resulted in them
determining that they will need undertakings from both the council and the Board of Governors that they are satisfied that
the contract meets the requirements of classification as an operating lease. Whilst this should not be a problem to acquire
as it is a fairly straightforward event it will further delay all the necessary paperwork being in place. I have instructed our
funding partner to assemble the necessary undertaking as soon as possible as a matter of extreme urgency so that we can
present the Authority and the Board with documents to approve and sign.”

37.  Mr Spring and Mr Pierce had exchanges about the draft of the proposed side-letter which Mr Guthrie had prepared, and
also about the documented assurances they should seek from the College and the Council with regard to the College's ability to
enter into the Contract. Draft documents were prepared, which at that stage envisaged a certificate from the College confirming
that it had discussed the classification of the Contract with its auditors who had confirmed it was an operating lease.

38.  A meeting took place between Mr Pierce, Mr Spring, Mrs Goodhead, Mr Lisseter and Mr McGruer in Oxford on 4 February
2013 to address a number of topics: the level of comfort which could be given by BOSHire on the subject of the College's ability
to purchase the Building during the life of the Contract; what provision should be made for the possibility that the College
might cease to be a maintained school but assume academy status during the life of the Contract; and what statements would be
made to BOSHire by the College and/or the Council in relation to the vires issue. The College made it clear that it was reluctant
to approach the Council for some form of written reassurance for BOSHire and, as will be seen, the final form of assurances
provided in both directions were diluted versions of those originally requested.

39.  The possibility that the College might acquire academy status was addressed in an additional clause in the Contract which
I set out below. The College's desire for an option to acquire the Building during the Contract was the subject of a side-letter
which did not give the College a legal right to purchase, but confirmed that BOSHire would look favourably on such a request.
So far as the vires issue was concerned, amendments were made to the letter to be sought from the College, but the issue of
what the Council would be asked to provide remained open. On 13 February 2013 Mr Spring informed Mr Guthrie that:

“We have deliberated at considerable length on how best to secure the reassurance needed. Our suggestion is that the
governing body (or Pat Goodhead on its behalf) should write to the Council/Steve Beynon requesting confirmation on
certain matters.” *1930

A draft letter was prepared by BOSHire, with input from its solicitors Watson, Farley & Williams llp, for Mrs Goodhead to
send to the Council.

40.  The suite of transaction documents was considered and approved by the College finance committee. A meeting of the
Governing Body was then convened on 13 February 2013, at which Mr Lisseter is recorded as having stated:

“The governing body has been on a very long journey with this building project and there has been much scrutiny. The
governors have been supported with legal advice at all stages from the [local authority], Built Offsite and independently
from Blake Lapthorne [sic] …
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“The Finance Committee has scrutinised these documents following legal advice. Janet Giles of the [local authority]
confirmed in a meeting with PGO [Mrs Goodhead] this morning that she is very happy with the College's budget recovery
and the hire contract.”

41.  It is clear on the evidence that these statements, at least as recorded in the minutes, somewhat overstated the position. While
the College had benefited from information provided by BOS, and from legal advice from Blake Lapthorn, the College had not
received legal advice from the Council. Further, I accept Mrs Giles’ evidence that, while she had confirmed that the College's
paperwork for the budget extension requested by the College was in order, and that the extension would be granted, she had not
stated she was “happy” with the extension and had not seen or expressed any views on the Contract.

42.  The Governing Body took the decision to proceed, and Mr Lisseter signed the Contract and the letter of reassurance that
evening. I shall refer to the letter provided by the College—which Mr Lisseter signed on 13 February 2013—as “the College's
Letter”.

43.  At 12.54 the following day, Ms Goodhead sent a letter in the form BOSHire had prepared to the Council asking the Council
to provide a letter to the College which the College could show to BOSHire. At 15.14 on the same day, Mrs Giles informed Mrs
Goodhead that Mr Beynon had confirmed he was happy to sign a letter in the requested terms, and the signed letter was sent
out at 19.15 that evening. When Mr Spring saw the letter the next morning, he observed to Mr Pierce “that was really quick”.
I shall refer to the letter signed by the Council as “the Council's Letter”.

44.  Armed with the College's and the Council's Letters, BOSHire set about raising the necessary funding. Gravis Capital
Partners llp agreed “in principle” to provide funding on 28 March 2013. Meanwhile, the College was already running into
financial difficulties, exacerbated by Blake Lapthorn's costs, the higher than expected payment to BOS and a lower than expected
contribution from the dioceses by way of locally co-ordinated voluntary aided programme payments. On 18 March 2013, the
College asked the Council for a contribution of £200,000 towards the Contract. The request was refused, but on 5 April 2013
the Council's acting chief executive, Mr Burbage (who had replaced Mr Beynon) confirmed that the Council would approve an
increase to the College's budget deficit “in order to allow the College to meet the costs from its revenue budget”.

45.  With funding in place, Mr Pierce signed the Contract for BOSHire on 30 April 2013. On the same day, BOSHire assigned its
rights under the *1931  Contract to SFM, which had been incorporated on 22 April 2013, and the College acknowledged that
assignment in writing on 5 June 2013. On 4 July 2013 SFM entered into a further assignment with GCP on the terms of the RSA.

46.  In assembling the Building it became apparent that various further works were necessary to address matters such as the
electricity supply and sockets, the need for a fire hydrant and a boost to the water supply. In the absence of funding alternatives
the amounts due under the Contract were increased by two variations: the first, dated 5 June 2013, increased the initial payment
from £915,000 to £950,579, the second payment from £305,000 to £316,000 and the annual payments thereafter from £610,000
to £633,719. The second, dated 5 September 2013, increased these amounts to £1,001,762, £333,920 and £667,851 respectively
(exclusive of VAT).

47.  The College took possession of the Building on 5 September 2013. It is apparent from the technical specification prepared
by BOS that in addition to providing prefabricated modules, external cladding, roofing, electrics and plumbing, the Contract
also covered the provision of internal lining and wall finish for the modules, platform lifts, units, power and gas (but not the
equipment) for the kitchen, art teaching, resistant materials and graphics rooms and the science laboratories.

48.  The payments made under the Contract led to a substantial increase in the level of the College's deficit. While the College
had filed a budget report with the Council in September 2013 projecting a return to surplus by 2016/2017, on 10 October
2013 Mrs Williams wrote to the Council stating that the College's previous budget was no longer achievable, “mainly but not
exclusively due to the additional expenditure with the sixth form centre”, and confirming that the College wanted to extend its
deficit. In February 2014 the Council's education finance team carried out a full review of the College's budgeted income and
expenditure and concluded that “the sixth form centre is not affordable through the current funding formula”.

49.  On 6 May 2014 the College informed the Council that it could not prepare a budget plan showing a full recovery from its
current deficit without financial support from the Council, and the College sought an additional contribution from the Council
of £200,000 a year for a five-year period. The College's consistent financial reporting to the Council for the year 2013/2014
forecast a deficit of £1,045,686·16 at the year end.
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50.  Matters did not improve thereafter. On 8 June 2016 the Council served a formal notice of concern on the College. This stated:

“As a result of the deficit the College is completely reliant on cash flow support from the Isle of Wight Council and support
for debt. It is unacceptable to expect the local council taxpayer to support an increased College deficit going forward.

“We understand that the majority of the current [circa] £2m (and rising) overspend has been caused by the decision by
the College in 2012/2013 to lease the sixth form units, a highly expensive financial arrangement that has, to date, proved
impossible to service from the school's revenue budgets.

“However, in addition to the lease arrangement, the College has struggled to set and keep to a balanced in-year revenue
budget since 2008/2009. Successive three-year budget forecasts have proven to be *1932  overly optimistic and the school
has been unable to halt or in any way reverse the spiralling debt it now faces.

“Various conversations have suggested consensus between the College and the local authority that this situation is not
sustainable, but, as yet, the College has found no solution and the position continues to worsen.”

51.  The notice of concern imposed a number of requirements, including that “the College prepares a recovery plan (lease costs
included) with detailed actions, timescales and governance arrangements which results in a surplus position within five years”.
It also imposed a requirement that no purchases over £5,000 were to be made without the approval of the Council's director
of finance.

52.  In September 2017 the College submitted a budget plan which involved increasing its existing budget deficit of £2·6m by
a further £650,000. The Council refused to authorise any further advances of funds to the College, and communicated this to
the College on 8 September 2017. A final warning to return to a balanced budget was served on the College on 8 January 2018.

53.  The College failed to make the annual payment of £667,841 payable under the Contract on 5 September 2017. There were
attempts at meetings and in correspondence over the following two months to resolve matters, but by 22 November 2017,
matters between the claimants and the College had entered pre-litigation mode.

54.  On 22 November 2017 SFM sent the College a formal notice of default under the Contract. On 9 April 2018 the College
made it clear that it had no intention of paying any further amounts, and it articulated its ultra vires defence for the first time. On
11 April 2018 SFM sent a letter terminating the Contract, and informed the College that it was no longer in lawful possession of
the Building with its consent and should cease using it. The claim form was issued by SFM on 8 November 2018, with BOSHire
and GCP being added as claimants by later amendments.

The contract

55.  The key provisions of the Contract were as follows:

 (i)  The College requested BOSHire to purchase the Building (described as “a double storey sixth form teaching
accommodation block constructed from 81 relocatable units”) from BOS.

 (ii)  The College agreed to take the Building on hire in return for paying the hire charges to which I have already referred
for a minimum period of 180 months (15 years).

 (iii)  Hire was payable even if the Building “was not fully operational”, with interest at 4% over Barclays base rate
(compounded monthly) in the event of late payment.

 (iv)  It was the College's responsibility to ensure that the Building complied with applicable statutes and regulations so far as
use was concerned, and to maintain the Building in good and substantial repair and condition (fair wear and tear excepted).

 (v)  On termination, it was the College's responsibility to return the Building to BOSHire, with the College being liable
“for all costs of *1933  inspection, loading, unloading and transportation”. The equipment was to be returned in good
and reasonably clean condition. Failing redelivery in this condition, the College was liable to pay BOSHire the costs of
restoration, with hire continuing to be payable until contractual redelivery took place.

 (vi)  The College bore all risk of loss and damage, and was obliged to insure the Building for £6,953,000.
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56.  There are certain clauses in the Contract which have featured extensively in the course of argument and which merit more
extended quotation.

57.  First, clause 2.6.2 addressed termination for the College's repudiatory breach and provided that in that eventuality:

“2.6.2.1  the Customer [the College] will no longer be in possession of the equipment with BOSHire's consent and if the
customer has not redelivered the equipment in accordance with clause 2.3.6, BOSHire or its agent may enter the customer's
site without further permission and take possession of the equipment; and

“2.6.2  the Customer will immediately pay to BOSHire, as an agreed pre-estimate of the loss suffered by BOSHire as
a consequence of termination, an amount equal to the aggregate of all Hire Charges then due but unpaid together with
interest due under clause 2.2.5; plus all costs incurred by BOSHire in enforcing or seeking to enforce this contract and in
locating and recovering the equipment; plus the sum of all further charges which, but for termination, would have fallen
due during the minimum hire period, each discounted at 3% per annum for accelerated payment; plus all other sums due
under this Contract.”

58.  Second, clause 2.6.3 addressed what was to happen if the College was converted to academy status (which would have
the effect that the Council was no longer obliged to maintain it). It provided that if the College began taking steps towards
such a conversion it would:

“notify BOSHire and shall provide such information as BOSHire may reasonably require in connection therewith. BOSHire
shall consider such information in good faith with a view to novating this Contract to the Academy entity (‘the Academy
Trust’) on such terms as the Customer, the Academy Trust and BOSHire may agree. If the parties fail to reach agreement,
then the Customer may give not less than three months’ written notice to BOSHire to terminate the hiring of the equipment
and may require BOSHire to sell the equipment to the Academy Trust. Upon such termination (‘the termination date’) the
Customer shall pay to BOSHire the amount that would be due pursuant to clause 2.6.2.2 upon termination under clause 2.6
and BOSHire shall sell the equipment to the Academy Trust on terms to be agreed between the parties acting in good faith.”

59.  Third, clause 2.7.1 allowed BOSHire to assign “the benefit of this Contract or the right to receive payment of Hire Charges
and other sums payable under this Contract” to another party.

60.  Finally, although this document was not contractual in effect, the side-letter provided by BOSHire, and later SFM, to the
College (“the Side-Letter”) stated: *1934

“You have requested that we provide an indication of our position should you wish to terminate the Contract and to purchase
the equipment …

“We would be willing to consider such a request (without any obligation to accept) and, in our current opinion, acceptance
of such a request by us would likely require you to pay to us: (a) a sum equal to the aggregate of all the hire charges (as
defined) remaining to be paid up to the expiry date, discounted at a percentage rate to be agreed between us for accelerated
payment; plus (b) a sum as may be agreed between us that represents the anticipated value of the equipment as at the
expiry date, discounted at a percentage rate to be agreed between us to reflect early receipt; plus all applicable VAT, costs
and expenses.”

The statutory scheme

61.  Educational provision by the Council and the College takes place within a complex statutory and regulatory framework. In
this section, I set out the key enactments and provisions on which the Council and the College found their ultra vires defence,
and also their contingent claims against each other.
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The SSFA and the Education Act 2002

62.  Provision for the legal status of the governing bodies of maintained schools was made in section 36 of and Schedules 9
and 10 to the School Standards Framework Act 1998 (“the SSFA”). Section 36 provided: “Each maintained school shall have
a governing body, which shall be a body corporate constituted in accordance with Schedule 9 ”, and that Schedule 10 would
have effect in relation to the general powers of the governing body and other matters relating to it as a body corporate.

63.  Those provisions were essentially repeated in section 19(1) of the Education Act 2002 , which provided that each maintained
school “shall have a governing body which shall be a body corporate in accordance with regulations”. References in this case
to the capacity or vires of the College are, therefore, a shorthand for references to the capacity of the body corporate established
by statute and constituted in the form of the Governing Body. Section 19(6) provides that “ Schedule 1 (which contains general
provisions relating to the governing body as a body corporate) shall have effect”, and it is in that Schedule that the capacity
of the Governing Body is principally to be found.

64.  Paragraph 3 of Schedule 1 (as amended by paragraph 11(3) of Schedule 2(1) to the Local Education Authorities and
Children's Services Authorities (Integration of Functions) Order 2010 ) provides:

“(1)  The governing body may do anything which appears to them to be necessary or expedient for the purposes of, or in
connection with— (a) the conduct of the school …”

“(3)  The powers conferred by [sub-paragraph (1)] … include, in particular, power— (a) to borrow such sums as the
governing body think fit and, in connection with such borrowing, to grant any mortgage, charge or other security over any
land or other property of the governing *1935  body, (b) to acquire and dispose of land and other property, (c) to enter
into contracts, (d) to invest any sums not immediately required for the purposes of carrying on any activities they have
power to carry on, (e) to accept gifts of money, land or other property and apply it, or hold and administer it on trust, for
any of those purposes …

“(4)  The power to borrow money and grant security mentioned in sub-paragraph (3)(a) may only be exercised with the
written consent— (a) of the Secretary of State (in relation to England) or the National Assembly for Wales (in relation to
Wales) … and any such consent may be given for particular borrowing or for borrowing of a particular class.”

“(7)  Where the school is a foundation, voluntary aided or foundation special school, the power to enter into contracts
mentioned in sub-paragraph (3)(c) includes power to enter into contracts for the employment of teachers and other staff,
but no such contracts may be entered into by the governing body of a community, voluntary controlled or community
special school or of a maintained nursery school.

“(8)  Sub-paragraphs (1) to (3) have effect subject to— (a) any provisions of the school's instrument of government, and
(b) any provisions of a scheme under section 48 of the 1998 Act (local authorities’ financial schemes) which relates to
the school.”

65.  In addition to specifying the capacity of the Governing Body, the SSFA also contains numerous provisions addressing the
financial relationship between the Council and the College.

66.  By section 22 of the SSFA , the Council is under a duty to fund the maintained schools in its area. For voluntary aided
schools such as the College, section 22(5)(a) of the SSFA provides that the Council's duty to maintain includes: “the duty of
defraying all the expenses of maintaining it, except any expenditure that by virtue of paragraph 3 of Schedule 3 is to be met
by the governing body …”

67.  Paragraph 3 of Schedule 3 (as amended by section 184 of and paragraph 1 of Schedule 18(6) to the Education and Inspections
Act 2006 and paragraph 10(2) of Schedule 2(1) to the 2020 Order), provides:
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“(1)  In the case of a voluntary aided school, the governing body of the school are responsible for meeting all capital
expenditure in relation to the school premises subject to sub-paragraph (2) below.

“(2)  The duty in sub-paragraph (1) does not extend— (a) to capital expenditure in relation to playing fields or any building
or other structure erected thereon in connection with the use of playing fields, but does extend to capital expenditure
in relation to boundary walls and fences; (b) to capital expenditure necessary in consequence of the use of the school
premises, in pursuance of a direction or requirement of the [local authority], for purposes other than those of the school;
(c) to capital expenditure on the provision of any new site which the [local authority] is to provide by virtue of paragraph
4 of this Schedule.”

68.  Paragraphs 9A–9B of Schedule 3 provide, in broad terms, that capital expenditure is expenditure which “falls to be
capitalised in accordance with proper accounting practices”. *1936

69.  The mechanism by which the Council provides the funding which it is obliged to provide to maintained schools is through
allocating a budget share for each funding period ( section 45 of the SSFA ), which is the amount the Council decides to allocate to
the school out of its individual schools budget for that funding period ( section 47 of the SSFA ). In most circumstances, reflecting
the autonomy which maintained schools are intended to have, the budget share is to be made available to the maintained school
as a delegated budget ( sections 49–50 of the SSFA ) meaning, in effect, that that part of the budget is managed by the governing
body of the maintained school and not the Council.

70.  Section 48 (as amended by section 57 of and paragraph 3 of Schedule 5 to the Education and Inspections Act 2006 ),
provides that each local authority “shall maintain a scheme dealing with such matters connected with the financing of the schools
maintained by the authority” as are required to be dealt with by regulations made by the Secretary of State or any provision
of the relevant part of the SSFA .

71.  Section 49 (as amended by section 215 of and paragraph 100(2)(3) of Schedule 21 to the Education Act 2002 , section 99
of and paragraph 19(7) of Schedule 5(2) to the School Standards and Organisation (Wales) Act 2013 and paragraph 10(2) (8)
of Schedule 2 to the 2010 Order) provides: *1937

“(1)  Every maintained school shall have a delegated budget.”

“(4)  Subject to— (a) section 50 (right of governing body to spend budget share where school has a delegated budget),
(b) paragraph 4 of Schedule 15 (power of governing body to spend amounts out of budget share where delegation of
budget suspended), (c) section 489(2) of the Education Act 1996 (education standards grants), and (d) any provisions of
the scheme, a local authority may not delegate to the governing body of any maintained school the power to spend any
part of the authority's non-schools education budget or schools budget.

“(5)  Any amount made available by a local authority to the governing body of a maintained school whether under section
50 or otherwise— (a) shall remain the property of the authority until spent by the governing body or the head teacher; and
(b) when spent by the governing body or the head teacher, shall be taken to be spent by them or him as the authority's agent.

“(6)  Subsection (5)(b) does not apply to any such amount where it is spent— (a) by way of repayment of the principal
of, or interest on, a loan, or (b) (in the case of a voluntary aided school) to meet expenses payable by the governing body
under paragraph 3(1) or (2) of Schedule 3 , paragraph 14(2) of Schedule 6 , or paragraph 8 of Schedule 8 to the Education
Act 2002 section 75(2)(b) of, or paragraph 4 of Schedule 3 to, the Schools Standards and Organisation (Wales) Act 2013 .

“(7)  In this Part— (a) references to a school having a delegated budget are references to the governing body of the school
being entitled to manage the school's budget share; and (b) where a school has a delegated budget the governing body are
accordingly said to have a right to a delegated budget.”

72.  Section 50 (as amended by section 117 of and paragraph 8 of Schedule 18 to the Education Act 2005 ) provides:
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“(1)  Where a maintained school has a delegated budget in respect of the whole or part of a funding period the local
authority shall secure that in respect of that period there is available to be spent by the governing body— (a) where the
school has a delegated budget in respect of the whole of that period, a sum equal to the school's budget share for the period,
or (b) where the school has a delegated budget in respect of only part of that period, a sum equal to that portion of the
school's budget share for the period which has not been spent.

“(2)  The times at which, and the manner in which, any amounts are made available by the authority to the governing body
in respect of any such sum shall be such as may be provided by or under the scheme.

“(3)  Subject to any provision made by or under the scheme, the governing body may spend any such amounts as they
think fit— (a) for any purposes of the school; or (b) (subject also to any prescribed conditions) for such purposes as may
be prescribed.”

“(6)  The governing body may delegate to the head teacher, to such extent as may be permitted by or under the scheme,
their powers under subsection (3) in relation to any amount such as is mentioned in that subsection.

“(7)  The governors of a school shall not incur any personal liability in respect of anything done in good faith in the exercise
or purported exercise of their powers under subsection (3) or (6).”

SEYFER 2012

73.  Further and more detailed provision for the financing of maintained schools was made under Regulations issued under the
SSFA in the form of the School and Early Years Finance (England) Regulations 2012 (“SEYFER 2012”). These Regulations
were issued by the Secretary of State for Education pursuant to various provisions of the SSFA and also section 24(3) of the
Education Act 2002 .

74.  There are two particular provisions of SEYFER 2012 which are relied upon by the College and the Council as further
limiting the capacity or vires of the College.

75.  First, regulation 6 prescribes the contents of the schools budget as follows:

“(1)  The classes or descriptions of local authority expenditure specified in sub-paragraphs (a) to (e) and Schedule 2
are prescribed for the purposes of section 45A(2) of the 1998 Act and the determination of a local authority's schools
budget, subject to paragraph (2) and the exceptions in regulation 7— (a) expenditure on the provision and maintenance of
maintained schools and on the education of pupils registered at maintained schools …”

76.  Regulation 7 then sets out matters which cannot form part of a local authority's schools budget as follows:

“A local authority's non-schools education budget or schools budget must not include the following classes or descriptions
of expenditure— (a) capital expenditure … (b) expenditure on capital financing, other than expenditure incurred— (i) on
prudential borrowing …” *1938

77.  Regulation 1(4) provides that “capital expenditure” means “expenditure of a local authority which falls to be capitalised in
accordance with proper practices, or expenditure treated as capital expenditure by virtue of any regulations or directions made
under section 16 of the Local Government Act 2003 ”. Proper practices are in turn defined as:

“those accounting practices which a local authority are required to follow by virtue of any enactment, or which, so far as they
are consistent with any such enactment are generally regarded, whether by reference to any generally recognised published
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code or otherwise, as proper accounting practices to be followed in the keeping of the accounts of local authorities, either
generally or of the description concerned.”

The Scheme

78.  As I have mentioned, section 48 of the SSFA provided for each local authority to maintain a scheme “dealing with such
matters connected with the financing of the schools maintained by the authority” as are required to be dealt with by regulations
made by the Secretary of State or the SSFA itself.

79.  The Council's 2012 Scheme (“the Scheme”) provided at para 1.1:

“The financial controls within which delegation works are set out in a scheme made by the authority in accordance with
section 48 of the Act and approved by the Secretary of State … Subject to the provisions of the Scheme, governing bodies
may spend budget shares for the purposes of their school … An authority may suspend a school's right to a delegated budget
if the provisions of the school financing scheme (or rules applied by the scheme) have been substantially or persistently
breached, or if the budget has not been managed satisfactorily.”

80.  Para 1.2 identifies the purpose of the Scheme as follows: “This scheme sets out the financial relationship between the
authority and the maintained schools which it funds. The requirements of the Scheme in relation to financial management and
associated issues are binding on both parties.”

81.  The College and the Council relied upon a number of provisions of the Scheme as limiting the vires or capacity of the
College. These are considered below.

82.  Before considering the College and the Council's various vires challenges, it is first necessary to consider whether, if there
was or had been a valid contract concluded, it was between BOSHire and the College, or BOSHire and the Council.

Did the College act as the agent of the Council?

83.  The conflicting interests in multi-party litigation can sometimes give rise to strange bedfellows. One issue on which the
claimants and the College found themselves unlikely allies was in the suggestion that, in purporting to enter into the Contract
with BOSHire, the College was acting as the Council's agent such that it was the Council, and not the College, which was
liable on the Contract if it was valid. That conclusion was not pushed by the College to its logical conclusion: for example the
College relies on its own public law limitations, rather than on limitations on the Council's ability to contract, to establish that
the Contract is not binding, and the College seeks to recover *1939  the monies which it says were mistakenly paid under the
Contract in its own name and for itself, and not for its alleged principal.

84.  Any suggestion that the College was the Council's agent as a matter of fact in this case can be immediately discounted. From
BOSHire's perspective, the Contract clearly identifies its contractual counterparty as the College, and the Contract contains no
reference to the Council. The letter of 14 February 2013 which the College provided to the claimants, in terms agreed between
the legal representatives of both parties, specifically referred to a contract to be entered into by the College, and contained no
hint that the Council was the contracting party. Further the letter drafted by BOSHire which the Council signed on 14 February
2013, which was addressed to the College, and, with the Council's knowledge, provided by the College to BOSHire, was wholly
inconsistent with any suggestion that the College would be entering into the Contract on the Council's behalf. Para 2 of that
letter stated that:

“the Council agrees that the expenditure to be incurred by the Governing Body under the Hire Contract and otherwise in
connection with the project falls within the delegated budget and is not the responsibility of the Council under the Schools
and Standards Framework Act 1998 or otherwise .” (Emphasis added.)
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85.  There are numerous other contemporary documents disclosed by BOSHire, the College and the Council which make it clear
that everyone was proceeding on the basis that the College, and not the Council, was the contracting party, and which are wholly
inconsistent with any suggestion that the Council held the College out as authorised to conclude a contract on the Council's
behalf. The pre-action correspondence of the claimants and the College did not involve the Council or contain any suggestion
that the Council was the contracting party. The only contemporaneous document said to point the other way was the draft letter,
prepared by BOSHire to go to the College but not sent, which referred to the College as “the de facto agent of the Council as
the funding [local education authority]”. However, far from supporting the agency case, the draft letter effectively accepts that
the College was not the Council's de jure agent. The other terms of the draft make it clear that it was the College, and not the
Council, which would be the contracting party, and the statement relied upon does no more than reflect the College's financial
dependence on the Council. In any event, this unsent draft letter cannot carry the day against the weight and clear effect of the
documents which did cross the line. The reality of the position was accurately captured in the evidence of Mrs Giles who said:

“It was made very clear to the school right from the start of these discussions that this was—the contract was entered into
by the governing body on behalf of the school and not on behalf of the local authority. Because the school was an aided
school, the local authority was very clear that they would not provide funding for this, could not provide funding for this,
and that the contract was entered into by the school independently.”

86.  The argument that, nonetheless, the College was acting as the Council's agent was advanced on two bases. The first,
which I can deal with relatively briefly, was the suggestion that such an agency was implicit in the local authority's duty to
fund maintained schools under section 22(1) of the SSFA , *1940  and that the assumption that maintained schools acted
as agents had been received wisdom since the Education Act 1944 . I was not pointed to any legal material in existence in
advance of the SSFA which provides any support for the view that a maintained school always contracted as the agent of the
maintaining authority. There is an obvious distinction between one party having an obligation under a statute (the mechanisms
for enforcement of which were not subject to any significant discussion before me) to fund the activities of another, and one
party concluding contracts on behalf of another.

87.  In any event, monies coming from a local authority are far from the only source of funds available to a maintained school.
Most pertinently, given that the present dispute arises from the College's desire to open a sixth form, funding for sixth form
education comes not from local authorities but centrally, from the YPLA. The difficulties with the argument that a college,
in incurring expenditure relating to the provision of sixth form education, contracts as agent of the local authority, which is
not legally obliged to and does not fund that education, are obvious. I note there was no suggestion that the funding provided
to the College by the YPLA for sixth form education had the effect that the College contracted as agent for the YPLA when
spending those funds.

88.  The second, and the principal ground, relied upon to establish the agency was section 49(5) and (6) , as amended, of the
SSFA which it is convenient to set out once again here:

“(5)  Any amount made available by a local authority to the governing body of a maintained school whether under section
50 or otherwise— (a) shall remain the property of the authority until spent by the governing body or the head teacher; and
(b) when spent by the governing body or the head teacher, shall be taken to be spent by them or him as the authority's agent.

“(6)  Subsection (5)(b) does not apply to any such amount where it is spent— (a) by way of repayment of the principal
of, or interest on, a loan, or (b) (in the case of a voluntary aided school) to meet expenses payable by the governing body
under [various provisions concerned with capital expenditure].”

89.  On its own, the language of section 49(5) lends only limited support for the view that, outside the exceptions in section 49(6)
, a maintained school contracts as the agent of its maintaining authority. The language addresses the characterisation of money
spent, with no reference to contracting at all, and it does so in such a way as to suggest that the provision applies a “deemed”
character to such payments (“shall be taken to be spent”) which may differ from the legal character in which they were made.
The focus in section 49(5) on the way in which payments are “taken to be spent” does not readily offer an answer to the logically
and chronologically anterior question of “who are the parties to the contract under which the payments fall to be made?”.
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90.  There are also various practical difficulties with the College's argument. I posited the hypothesis to Mr Peter Oldham QC in
closing submissions of what would happen if a maintained school entered into a contract with a contractor without any settled
intention as to the funds which it would use to meet its payment obligations, but used local authority funds to make the first
payment one year later. Mr Oldham said that in such *1941  a case, section 49(5) would have the effect that the local authority
would retrospectively be deemed the contracting party once the payment had been made, thereby changing the identity of the
contracting party. It would seem to follow from the College's argument that at a stage when no amounts had been paid by the
College under such a contract, the claim to recover a debt would be a claim against the College, but once some payment had
been made, the Council would become liable.

91.  The difficulties with the College's argument do not end here. I received no satisfactory explanation as to what would happen
if funds from more than one source were used to effect payments under the same contract, only one of which was local authority
funding. These difficulties do not arise if section 49(5) is treated as a provision which allows payments made by a maintained
school to benefit from the authority's ability to recover VAT, without rendering the local authority the contracting party in all
contracts entered into by the maintained school.

92.  Finally, the effect of the construction advanced by the claimants and the College would be to expose local authorities to
liabilities vastly in excess of the funding they had in fact allocated, or were legally liable to allocate, to maintained schools, it
being the effect of Mr Oldham's submissions that any (presumably non de minimis) application of funds from the maintained
school's designated budget under a contract rendered the local authority the principal under that contract, and liable for the full
extent of any amounts due. This course would, as it seems to me, entirely subvert the regulatory system both for proper financial
controls within education funding and the fair allocation of resources between different schools. While the maintained school
may have authority to spend its delegated budget “as it sees fit” ( section 50 of the SSFA ), that is very far removed from it
having the legal power to commit its local authority to liabilities vastly in excess of the amount of its delegated budget.

93.  For these reasons, the construction of section 49(5) advanced by the claimants and the College is one which finds little
support in the language of section 49(5) , and would give rise to insuperable practical difficulties in its application. Mr Oldham
advanced five reasons why I should nonetheless adopt it.

94.  The first was to seek to adduce evidence from Hansard as to the reasons why section 49(5) (which was then clause 49(7) of
the SSFA Bill) came to assume the form it did. The evidence relied upon was a passage from the speech of Lord Whitty, a Lord-
in-Waiting and a Government spokesperson in the House of Lords, when introducing the amendment, reported in Hansard (HL
Debates) 4 June 1998, vol 590, cols 551–558. Mr Oldham in particular relied upon the passage at col 553 which provides:

“Finally, there are two further technical amendments … These relate to clause 49(7), which provides that, in spending
its delegated budget, the governors and heads of a maintained school are ordinarily deemed to be acting on behalf of the
LEA. That is to say, they are in law acting as agents, not as principals. This is not intended to change the law. It frankly
reflects what the department has always understood to be the legal position. However, for the avoidance of doubt, it seemed
advisable to put this express provision in the Bill. One reason for that is that it removes any doubt as to whether VAT can
properly be reclaimed by *1942  LEAs under section 33 of the VAT Act in respect of purchases made by schools from
their delegated budgets and other funds provided by the LEA.”

95.  Lord Bingham of Cornhill in R v Secretary of State for the Environment, Transport and the Regions, Ex p Spath Holme Ltd
[2001] 2 AC 349 , 391 specified three conditions for the admissibility of passages from Hansard as a guide to the interpretation
of statutory materials: first, the legislation must be ambiguous, obscure or lead to an absurdity; second, the material relied
upon must consist of one or more statements by a minister or other promoter of the Bill together, if necessary, with such
other parliamentary material as might be necessary to understand such statements and their effect; and third, the effect of such
statements must be clear. While the second of these conditions is satisfied, it is debatable whether the first condition is met, and
the third most certainly is not. In particular, there is nothing in Lord Whitty's speech which addresses the status of contracts
entered into by maintained schools, as opposed to the characterisation to be given (particularly for VAT purposes) to payments
once they have been made. Accordingly, the passage from Hansard relied upon does not cause me to alter my preliminary
interpretation of section 49(5) .

96.  Second, Mr Oldham relied upon certain authorities which, he said, had adopted a clear and consistent interpretation of
section 49(5) to the effect he contends for. The first is the decision of Underhill J in Coventry City Council v Special Educational
Needs and Disability Tribunal [2008] ELR 1 (“ SENDIST ”), Administrative Court proceedings concerning a decision as to
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whether the funding of a particular form of education for a child with dyslexia would involve an additional burden for the local
authority. In rejecting the argument that there would be no such impact because the cost in question would not come from the
local authority but from the delegated budget of a maintained school, Underhill J stated, at para 13:

“Mr Wolfe submits that those provisions [ section 49(5) ] show that notwithstanding the power given to the school to
spend the money under the delegated arrangements, the expenditure remains ultimately that of the Council. In my view
that submission is well-founded.”

97.  It will be apparent that this decision was not addressing the identity of a contracting party at all, but making the practical
point that, for the purposes of determining whether a particular form of education would involve an “additional burden … on
the LEA's annual budget”, there was no relevant distinction between funds which came directly from the local authority, and
the use of funds which the local authority had placed into a maintained school's delegated budget.

98.  The second decision is EH v Kent County Council [2011] LGR 798 . That case was concerned with essentially the same
question as the SENDIST case—whether the distinction between local authority funding paid directly from its own pockets
and that paid to maintained schools under delegated arrangements was relevant in considering whether a particular educational
option involved an increased financial burden for the authority. At para 15, Sullivan LJ quoted the passage from Underhill J's
judgment which I have set out above. At para 25 he noted that there could be said to be public expenditure both when a local
authority allocated money to a *1943  maintained school's budget, and when that money is spent, and observed that it would
be wrong to treat the dicta of Underhill J as “though they were enactments of general application, rather than responses to the
particular circumstances” (para 26). I do not think that the decision lends any support to Mr Oldham's section 49(5) argument.

99.  The third decision was LS v Oxfordshire County Council [2013] ELR 429 , a decision of the Upper Tribunal which was
once again concerned with educational provision for a child with special needs. The issue for the Tribunal was the significance
of the local authority's failure to tell the first instance tribunal of a pending change in the status of a school from a maintained
school to an academy, which would have changed the nature of the school's funding. In the course of argument, it was noted
that “under section 49(5) of the [SSFA] the local authority remains the owner of funds delegated to a maintained school and the
governing body or head teacher simply acts as the authority's agent”, whereas academies received a grant from the Secretary
of State for Education (para 54). Beyond noting the difference in the source of funding of maintained schools and academies,
the Upper Tribunal did not otherwise discuss section 49(5) or consider what implications (if any) it had for contracts entered
into by the school. In my view, this decision does not take matters further.

100.  By contrast, I have found the decision of Zacaroli J in Brent London Borough Council v Davies [2018] EWHC 2214
(Ch) of real assistance. The case was concerned with the recovery of unlawful payments from members of the teaching and
non-teaching staff of a maintained school. One of the grounds on which repayment was sought was that the payments had
been made in breach of fiduciary duty, a case advanced on the basis that, by reason of section 49(5) , funds advanced by the
local authority to the maintained school remained the property of the local authority until spent. In resisting this argument, the
defendants contended that the agency created by section 49(5) was of a very limited kind, and one which did not give rise to
fiduciary duties. In the course of the case, Zacaroli J was shown the same extract from Hansard which the College relies upon
here. He concluded, at para 344:

“So far as [counsel for the first defendant's] reliance on the limited scope of the agency is concerned, while I accept that
there are significant differences between the deemed agency created by section 49(5) and the paradigm case of an agent,
in that neither the [governing body] nor the headteacher is authorised to contract on behalf of the claimant and that once
the money is spent any property acquired with it belongs absolutely to the school , what remains is a clear statement that
until the money is spent, property in it remains with the claimant, such that this is a case where the agent has the power
to dispose of property belonging to the principal.” (Emphasis added.)

101.  I accept that the reference to the agent's inability to contract on behalf of the local authority as principal is obiter, but
it reflects what I have concluded is the proper interpretation of section 49(5) . Further, the fact that, as Zacaroli J noted, the
statute provides for the local authority to have ownership of funds before they are spent, but not of any property acquired with
those funds (a conclusion which the College did not challenge) is itself highly significant. It must be a very rare agent who
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contracts on behalf of its *1944  principal, using its principal's funds to acquire property, but where property under the contract
in question passes to and remains with the agent and not the principal.

102.  Third, Mr Oldham suggests that it would not be possible to achieve the intended effect of the local authority being able to
recover VAT on payments made by a maintained school under section 33 of the Value Added Tax Act 1994 unless the payments
in question are payments which the local authority is legally liable to make which, in the case of payments under a contract,
entails that the local authority is the contracting party. I do not accept this argument. While that would ordinarily be the position
when it comes to seeking a VAT rebate, in this case, the local authority does not need to establish its right to recover VAT as a
matter of conventional contractual analysis because it has the benefit of a statutory deeming provision treating the payments,
for VAT purposes, as payments it has made.

103.  Fourth, Mr Oldham submitted that the Accounts and Audit (England) Regulations 2011 (SI 2011/817), which required
the Council to account for delegated budgets in its own accounts, would “be inexplicable unless the College's interpretation of
section 49(5) were correct”. However, the accounting regime which applies as between maintained schools and a local authority,
and in particular the need for the latter to reflect spending from the schools’ delegated budgets in its own accounts, does not
require the authority to be the contracting party in respect of contracts entered into by a school (any more than the consolidation
of wholly-owned or controlled subsidiaries into group accounts has this effect).

104.  Finally, Mr Oldham relies on the terms of the Secretary of State for Education's statutory guidance ( Schemes for Financing
Schools, Statutory Guidance for Local Authorities (December 2015) as to the content of local authority schemes for the funding
of schools issued under section 48 of the SSFA . Paragraph 2.11 of that guidance provides:

“Application of contracts to schools

“The scheme should contain a provision which makes clear the right of schools to opt out of authority arranged contracts.

“The scheme should include a provision which makes clear that although governing bodies are empowered under paragraph
3 of Schedule 1 of the Education Act 2002 to enter into contracts, in most cases they do so on behalf of the authority as
maintainer of the school and the owner of the funds in the budget share. (This is the main reason for allowing authorities
to require authority counter-signature of contracts exceeding a certain value.)

“The provision should also however make it clear that other contracts may be made solely on behalf of the governing body,
when the governing body has clear statutory obligations—for example, contracts made by aided or foundation schools for
the employment of staff.”

105.  In so far as the guidance was describing what might be the factual position in many cases, I have already explained why
that factual position did not apply here. In so far as the guidance suggests that, as a matter of law, spending funds emanating
from the local authority under a contract entered into by the school will have the effect of making the local authority, and not
the school, the contracting party, I do not believe that this states the law correctly for the reasons I have set out above. *1945

106.  For all of these reasons, I reject the contention that the Council is a party to the Contract if the Contract is valid. Had I
concluded otherwise, I would in any event have accepted Mr Daniel Stilitz QC's submission that payments under the Contract
fell within one or both of the exceptions set out in section 49(6) to the deeming provision in section 49(5) . Given my conclusion
reached below that the Contract involved borrowing because it was in the nature of a finance lease, it follows that payments
under the Contract involve the repayment of borrowing under section 49(6)(a) , and, as a matter of the relevant accounting
classification, that the expenditure under the Contract was in the nature of capital rather than operating expenditure under section
49(6)(b) (something Mr Jackson, the claimants’ accounting expert, confirmed in cross-examination would inevitably follow if
the Contract was properly to be classified as a finance lease).

107.  Mr Oldham's response to these points was to suggest that the Council's liability for a debt or damages due in respect
of failure to repay a loan or to make a payment in respect of capital expenditure was (or might) be different in nature to its
liability for the repayments under a loan or the incurring of capital expenditure itself because “the liability is, as I say, for debt
and damages and not capital expenditure”. I found the argument that if the College had voluntarily repaid a loan or made a
payment in respect of capital expenditure, section 49(6) applied, but if it refused to pay such that it became liable for an overdue
debt or damages in an action, section 49(6) ceased to apply, wholly unpersuasive. The essential character of the obligation
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does not change merely because it is necessary for the creditor to go to court to enforce it. It has been noted that “the essential
nature and real foundation of a cause of action are not changed by recovering judgment upon it” ( Dicey, Morris & Collins
on the Conflict of Laws , 15th ed (2018), para 14-002), and the position of pre-judgment causes of action must be a fortiori.
If Mr Oldham's argument was correct, the College would have a ready means of circumventing the section 49(6) restriction
by refusing to repay any loans or pay for any capital expenditure voluntarily and requiring its creditors to commence court
proceedings to recover their due.

108.  Having established, therefore, that the putative contracting party is the College, not the Council, it is necessary to turn to
the issue of whether the Contract is binding on the College.

The vires defence: the law

The problem stated

109.  When determining the status of decisions of public bodies, administrative law once distinguished between unlawfulness
“on the face of the record” which rendered a decision void, and unlawfulness within the exercise of powers, which rendered
a decision voidable. That distinction was swept away by the decision of the House of Lords in Anisminic Ltd v Foreign
Compensation Commission [1969] 2 AC 147 . At p 171, Lord Reid stated:

“It has sometimes been said that it is only where a tribunal acts without jurisdiction that its decision is a nullity. But in
such cases the word ‘jurisdiction’ has been used in a very wide sense, and I have come to the conclusion that it is better
not to use the term except in the narrow and original sense of the tribunal being entitled to enter on the inquiry in question.
But there are many cases where, although the tribunal had *1946  jurisdiction to enter on the inquiry, it has done or failed
to do something in the course of the inquiry which is of such a nature that its decision is a nullity. It may have given its
decision in bad faith. It may have made a decision which it had no power to make. It may have failed in the course of the
inquiry to comply with the requirements of natural justice. It may in perfect good faith have misconstrued the provisions
giving it power to act so that it failed to deal with the question remitted to it and decided some question which was not
remitted to it. It may have refused to take into account something which it was required to take into account. Or it may
have based its decision on some matter which, under the provisions setting it up, it had no right to take into account. I do
not intend this list to be exhaustive. But if it decides a question remitted to it for decision without committing any of these
errors it is as much entitled to decide that question wrongly as it is to decide it rightly.”

110.  Lord Dyson JSC in R (WL (Congo)) v Secretary of State for the Home Department [2012] 1 AC 245 , para 66 summarised
the effect of Anisminic in the following terms:

“A purported lawful authority to detain may be impugned either because the defendant acted in excess of jurisdiction (in
the narrow sense of jurisdiction) or because such jurisdiction was wrongly exercised. Anisminic … establishes that both
species of error render an executive act ultra vires, unlawful and a nullity. In the present context, there is in principle no
difference between (i) a detention which is unlawful because there was no statutory power to detain and (ii) a detention
which is unlawful because the decision to detain, although authorised by state, was made in breach of a rule of public law.
For example, if the decision to detain is unreasonable in the Wednesbury sense, it is unlawful and a nullity. The importance
of Anisminic is that it established that there was a single category of errors of law, all of which rendered a decision ultra
vires …”

111.  The result is that, as a matter of public law, a decision of a public body may be void not simply because the body exceeded
the letter of its powers, but also if the decision was taken for an improper purpose, or was substantively irrational (in the
Wednesbury sense ( Associated Provincial Picture Houses Ltd v Wednesbury Corpn [1948] 1 KB 223 )), or because the decision
was reached taking into account irrelevant considerations or failing to take into account relevant considerations, or because
the process by which the decision was arrived at was unfair. Set against the wide range of grounds on the basis of which a
decision of a public body might be found to be a nullity are various procedural protections embedded within the judicial review
procedure for the benefit of those who have acted on the basis of a decision of a public body which, as Lord Radcliffe noted in
Smith v East Elloe Rural District Council [1956] AC 736 , 769, “bears no brand of invalidity upon its forehead”. Those seeking
to challenge the lawfulness of decisions of public bodies must bring their challenge promptly and, in the ordinary course, within
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the three-month time limit provided by CPR r 54.5 . They must obtain the court's permission under CPR r 54.4 to bring the
challenge. Finally, the court has a discretion as to whether, and in what form, to provide relief ( section 31 of the Senior Courts
Act 1981 and, e g, R v Inland Revenue Comrs, Ex p National Federation of Self-Employed and Small Businesses Ltd [1982]
AC 617 , *1947  656), in the exercise of which the impact of relief on third parties is a relevant consideration.

112.  Where, as in this case, the allegedly ultra vires nature of a public law decision is invoked by the public body itself as an
answer to a private law claim asserted against it, the important public law policies of ensuring the legality and accountability
of the decisions of public bodies, and the proper use of public funds, may come into conflict with the policies underlying the
relevant field of private law. The law of contract (with its historical roots in the law merchant) has traditionally placed a premium
on parties being able to rely on objective appearances when transacting (e g through the objective test for the conclusion and
construction of contracts, the doctrine of ostensible authority and the various exceptions to the nemo dat principle). It regards
the upholding of agreements intended to have legal force as a policy goal in its own right (a policy often expressed in the maxim
pacta sunt servanda).

Public law defences to private law claims

113.  It is clear that a public law error can be relied upon either to found, or to answer, a private law claim. In Wandsworth
London Borough Council v Winder [1985] AC 461 , a defendant to the council's claim for repossession of a council flat for non-
payment of rent challenged the validity of the council's rent demand on public law grounds. The House of Lords rejected the
suggestion that such an argument could only be deployed by way of a separate challenge for judicial review of the council's
decision brought in compliance with the strictures of the then RSC Order 53, rather than by way of a defence to the council's
private law claim.

114.  Winder was a case in which the public authority had to rely upon the validity of its own public law decision setting the
level of rent in order to establish its private law claim for contractual relief for the failure to pay rent when due. The tenancy
in question had been granted under Part V of the Housing Act 1957 , section 113(1A) of which (in combination with section
40 of the Housing Act 1980 ) gave the council a statutory public law power unilaterally to vary the level of rent during the
tenancy. The council had purported to exercise that power to increase the rent, but the tenant disputed his liability to pay rent at
the enhanced rate (while continuing to pay rent at the original level). In those circumstances, it is scarcely surprising that it was
open to the tenant to contend, by way of defence, that the exercise of the power to increase his rent was a nullity as a matter
of public law so that rent at the enhanced rate was not due.

115.  In that respect there are similarities between Winder and the position in cases such as R (WL (Congo)) v Secretary of
State for the Home Department [2012] 1 AC 245 and R (Hemmati) v Secretary of State for the Home Department [2019] 3
WLR 1156 , in which the claimants brought proceedings for the tort of false imprisonment, and where the only answer of the
Home Secretary to such a claim was that she had validly exercised a public law power of detention. Once again, it is scarcely
surprising that it was open to the claimant in a private law tort claim to contend that the public law decision to detain him was
a nullity as a matter of public law. Similarly, in a case in which a claimant seeks to rely on a public law decision to found its
private law claim against a public body (for example to recover a grant awarded by a public body in the exercise of public law
powers which, *1948  properly exercised, creates a statutory debt in the claimant's favour), it ought to be open to the public
body to defend the claim on the basis that its decision was a nullity as a matter of public law so that no debt arose.

116.  In the present case, the claimants’ claims are founded on their private law rights of contract, and the defendants raise a
private law defence to those claims, namely that they lacked the capacity to enter into the contract in question which, accordingly,
is not binding. That defence is one which, if valid, operates as a matter of entitlement rather than discretion, and would have the
effect in private law that the Contract was never binding upon any of the parties, regardless of when the point was first raised
by the defendants and regardless of the consequences to the claimants or any third parties of the Contract being void. The issue
which arises for determination is whether any public law ground of challenge to a decision to contract suffices to render the
contract void ab initio as a matter of private law, or whether only some grounds of public law unlawfulness have this effect.

The decision in Crédit Suisse v Allerdale Borough Council

117.  The first case to give detailed consideration to this issue was Crédit Suisse v Allerdale Borough Council [1995] 1 Lloyd's
Rep 315 , in which a bank sought to recover a substantial sum pursuant to a guarantee which a local council had purported
to execute in order to support a financing arrangement under which a limited company created by the council would build a
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leisure pool and timeshare units. At first instance, Colman J found the council's decision to grant the guarantee to be a nullity
as a matter of public law on three distinct and independently sufficient grounds:

 (i)  The council had no statutory power to enter into the guarantee (“the lack of statutory power ground”).
 (ii)  If the council had otherwise had statutory power to enter into the guarantee it did not have such power in this case

because it was seeking to use the guarantee as part of a scheme to facilitate the doing by the company of things which the
council itself had no power to do, namely (a) borrowing and spending amounts of money which exceeded its borrowing and
spending limits and (b) carrying on a trade in timeshare accommodation for profit (“the improper purpose ground”).

 (iii)  The decision of the council to enter into the guarantee was Wednesbury unreasonable because it was entered into
when the council had given no or no proper consideration to the likelihood of having to pay under the guarantee and the
consequences of any such payment (“the Wednesbury ground”).

118.  It was argued before Colman J that while lack of statutory power would automatically have the result that the guarantee
was outside the council's contractual capacity as a matter of private law, this was not so of the improper purpose or Wednesbury
grounds. It was argued that, in respect of those grounds, it was first necessary to obtain an order quashing the decision to provide
the guarantee in judicial review proceedings before they would provide a basis for defending a private law claim to enforce the
guarantee. At p 351 Colman J rejected that argument:

“The reason why a transaction entered into beyond the powers of a public body is properly described as a nullity is because
such a body has no capacity in law to act beyond the powers given to it by statute. Those *1949  powers comprehend
not only what the subject matter of its decisions may be, but, by implication, how its decisions on the permissible subject
matter should be taken.”

119.  He further held (at pp 356–357) that the remedies available in a private law action where such lack of capacity was
established were available as of right, and were not discretionary in the way that the remedies available in public law proceedings
would be. Colman J held that the discretionary nature of relief in public law proceedings was a consequence of the terms in
which the statutes empowering the court to grant such relief had been framed rather than something intrinsic to the nature of the
invalidity established, and that those statutory provisions had no application when the issue arose in private law proceedings as
a defence to a private law claim. Colman J did not regard that outcome as satisfactory, but concluded that it was for Parliament
to provide a solution:

“Whatever the answer to that question, there is clearly a real and urgent need in the interests of the continuation of dealings
between banks, credit providing institutions and local authorities for a solution to this problem to be found. Whether that
solution should be one analogous to the principles which apply to third parties dealing with the directors of companies
but in ignorance of their excess of actual authority, as identified in [ Rolled Steel Products (Holdings) Ltd v British Steel
Corpn] [1986] Ch 246 , or one which is based on the flexibility of remedy available in judicial review proceedings, or
some other solution, may be a matter for debate, but, as English law on the exercise of powers by public bodies has now
developed, it is certainly a matter for Parliament and not for the courts.”

120.  In the Court of Appeal [1997] QB 306 there was a division of opinion on this issue between Neill and Hobhouse LJJ (Peter
Gibson LJ expressing no opinion), albeit the court's observations were obiter as Colman J's decision on the lack of statutory
power ground was upheld.

121.  Neill LJ and Hobhouse LJ referred to the important judgment of Browne-Wilkinson LJ which has brought a welcome
clarity to the use of the concept of ultra vires in private law when dealing with the issue of corporate capacity in Rolled Steel
Products (Holdings) Ltd v British Steel Corpn [1986] Ch 246 . Browne-Wilkinson LJ stated at pp 302–304:

“In my judgment, much of the confusion that has crept into the law flows from the use of the phrase ‘ultra vires’ in different
senses in different contexts. The reconciliation of the authorities can only be achieved if one first defines the sense in which
one is using the words ‘ultra vires’. Because the literal translation of the words is ‘beyond the powers’, there are many
cases in which the words have been applied to transactions which, although within the capacity of the company, are carried
out otherwise than through the correct exercise of the powers of the company by its officers; indeed, that is the sense in
which the judge seems to have used the words in this case. For reasons which will appear, in my judgment, the use of the
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phrase ‘ultra vires’ should be restricted to those cases where the transaction is beyond the capacity of the company and
therefore wholly void. A company, being an artificial person, has no capacity to do anything outside the objects specified in
*1950  its memorandum of association. If the transaction is outside the objects, in law it is wholly void. But the objects of

a company and the powers conferred on a company to carry out those objects are two different things … If the concept that
a company cannot do anything which is not authorised by law had been pursued with ruthless logic, the result might have
been reached that a company could not (ie had no capacity) to do anything otherwise than in due exercise of its powers.
But such ruthless logic has not been pursued and it is clear that a transaction falling within the objects of the company is
capable of conferring rights on third parties even though the transaction was an abuse of the powers of the company: see,
for example, In re David Payne & Co Ltd [1904] 2 Ch 608 . It is therefore established that a company has capacity to carry
out a transaction which falls within its objects even though carried out by the wrongful exercise of its powers.

“If the transaction is beyond the capacity of the company it is in any event a nullity and wholly void: whether or not the
third party had notice of the invalidity, property transferred or money paid under such a transaction will be recoverable
from the third party. If, on the other hand, the transaction (although in excess or abuse of powers) is within the capacity of
the company, the position of the third party depends upon whether or not he had notice that the transaction was in excess
or abuse of the powers of the company.”

122.  Neill LJ considered whether, in the context of private law claims against public bodies,

“a distinction can be drawn, similar to that drawn in the Rolled Steel Products case … between decisions and acts which
are beyond the capacity of a public authority and decisions and acts which involve a misuse of power by those controlling
the authority”: pp 339–340.

His answer was no (see pp 343–344):

“I know of no authority for the proposition that the ultra vires decisions of local authorities can be classified into categories
of invalidity. I do not think that it is open to this court to introduce such a classification. Where a public authority acts
outside its jurisdiction in any of the ways indicated by Lord Reid in Anisminic Ltd v Foreign Compensation Commission
[1969] 2 AC 147 , 171 the decision is void. In the case of a decision to enter into a contract of guarantee the consequences in
private law are those which flow where one of the parties to a contract lacks capacity. I see no escape from this conclusion.
Furthermore this conclusion seems to me to accord with the decision of the House of Lords in Wandsworth London Borough
Council v Winder [1985] AC 461 .”

“I do not consider the present law to be satisfactory. I say nothing about the merits of this case which have not been
investigated. But there may be cases where it is beyond argument that a third party has entered into a contract with a public
body in ignorance of any procedural defect which may later entitle the public body to claim that the contract was made
ultra vires and so reject liability under it. But if, as I believe there to be, there is only one category of ultra vires decisions
where a local authority is concerned I see no room for a judicial discretion.” *1951

123.  Hobhouse LJ was of a different view. So far as the “no statutory power” ground was concerned, he noted that there was
“no conflict between public law and private law principles” because

“the role of public law is to answer the question: what is the capacity of the local authority to contract? The role of private
law is to answer the question: when one of the parties to a supposed contract lacks contractual capacity, does the supposed
contract give rise to legal obligations?” (p 350).

He continued:

“When a plaintiff is asserting a private law right—a private law cause of action, typically a claim for damages for breach
of contract or tort—the plaintiff must establish his cause of action. Any defence raised by the defendant must be one which
is recognised by private law. Lack of capacity to contract is a defence recognised by private law.”
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124.  Hobhouse LJ held that the other grounds of invalidity raised by the council—the improper purpose and Wednesbury
grounds—did not amount to a lack of capacity in private law, even if they constituted grounds of nullity in public law (pp
355–357):

“Before using the phrase ‘ultra vires’ or the words ‘void’ and ‘nullity’, it is necessary to pause and consider the breadth of
the meaning which one is giving them. It is not correct to take terminology from administrative law and apply it without the
necessary adjustment and refinement of meaning to private law. Where private law rights are concerned, as in the present
case, the terminology must be used in the sense which is appropriate to private law …

“Private law issues must be decided in accordance with the rules of private law. The broader and less rigorous rules of
administrative law should not without adjustment be applied to the resolution of private law disputes in civil proceedings.
Public law, that is to say, the law governing public law entities and their activities, is a primary source of the principles
applied in administrative law proceedings. The decisions of such entities are the normal subject matter of applications
for judicial review. When the activities of a public law body, or individual, are relevant to a private law dispute in civil
proceedings, public law may in a similar way provide answers which are relevant to the resolution of the private law issue.
But after taking into account the applicable public law, the civil proceedings have to be decided as a matter of private law.
The issue does not become an administrative law issue; administrative law remedies are irrelevant.”

At p 357 he concluded:

“It remains necessary to ask what amounts to a defence to a private law cause of action. Want of capacity is a defence to
a contractual claim; breach of duty, fiduciary or otherwise, may be a defence depending upon the circumstances.”

125.  Mr Stilitz for the Council argued that Hobhouse LJ's analysis “founders on the clear words” of Lord Diplock in F Hoffmann-
la Roche & Co AG v Secretary of State for Trade and Industry [1975] AC 295 , *1952  365 where he stated:

“It would, however, be inconsistent with the doctrine of ultra vires as it has been developed in English law as a means
of controlling abuse of power by the executive arm of government if the judgment of a court in proceedings properly
constituted that a statutory instrument was ultra vires were to have any lesser consequence in law than to render the
instrument incapable of ever having had any legal effect upon the rights or duties of the parties to the proceedings.”

126.  However, that case was concerned with the status of delegated legislation, the enactment of which is an inherently public
law activity, and the binding effect of which depends entirely on the valid exercise of the public law power to pass delegated
legislation. Hoffmann-la Roche did not consider the status of a private law contract which a public body enters into pursuant to
an internal decision which could be impugned on public law grounds, and which had then sought to resist a claim in contract
by reference to the private law defence of lack of contractual capacity. In private law, it is the act of contracting itself, not the
decision of a putative contracting party to enter into a contract, which is legally significant. If public law unlawfulness is to
provide an answer to a claim in contract, it must be because of the effect of that unlawfulness on the legal act of concluding
the contract.

127.  The rival views of Neill and Hobhouse LJJ have each attracted judicial support in subsequent case law, but the conflict
remains essentially unresolved.

128.  In Bedfordshire County Council v Fitzpatrick Contractors Ltd [2001] LGR 397 , 407 Dyson J stated that it was not clear
to him “to what extent in practice the approaches of Hobhouse LJ and Neill LJ differ, but to the extent that they differ” he found
“the reasoning of Neill LJ more compelling”.

129.  In Charles Terence Estates Ltd v Cornwall Council [2012] PTSR 790; [2013] PTSR 175 Cornwall Council was sued as the
statutory successor to Penwith and Restormel Borough Councils. Cranston J at first instance found that the councils had taken
out leases in breach of their Roberts v Hopwood public law duty ( Roberts v Hopwood [1925] AC 578 ). The issue then arose
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of whether the councils could rely upon that breach as a defence to a claim in private law for the rent. Cranston J suggested
that bad faith, improper motive or a breach of the Roberts v Hopwood duty on the part of a public body entering into a contract
would all give rise to a lack of capacity as a matter of private law, but not “failure to act for, or take account of, a non-statutory
purpose or consideration” or “making a contract in breach of internal rules and procedures” ([2012] PTSR 790, para 64).

130.  The Court of Appeal reached a different conclusion on the issue of whether the Roberts v Hopwood duty had been breached,
with the result that its observations on the effect of such a breach on the council's capacity to contract were obiter. Maurice
Kay LJ at [2013] PTSR 175, para 37 held:

“In my judgment, the approach of Hobhouse LJ is to be preferred. I do not think that the assimilation of the various types
of public law error in the Anisminic case [1969] 2 AC 147 had the effect of imposing a rule which extends inexorably
to public law error as a defence to a private law claim. There is no logical reason why it should and this *1953  case
demonstrates why it should not. It would be highly undesirable if, years after time expired for the making of a prompt
public law challenge by a person with a sufficient interest, the fact of a historic breach of fiduciary duty should inevitably
lead to the defeat of a private law claim brought by a party who acted throughout in good faith. The Crédit Suisse case
was a clear case of lack of legal capacity. Here, however, Penwith and Restormel were doing what they were empowered
to do by section 17(1)(b) of the 1985 Act in order to meet their onerous statutory duties. I would respectfully adopt the
words of Hobhouse LJ [1997] QB 306, 357D: ‘breach of duty, fiduciary or otherwise, may be a defence depending on
the circumstances.’ I am satisfied that the breaches in this case (if there were any) simply did not go to legal capacity. At
some point, it will be desirable for there to be judicial consideration of the territory between the extremes of the Crédit
Suisse case and the present case. I have come to the conclusion that we have not heard sufficient argument to enable us
to articulate more comprehensive guidance.”

131.  Etherton LJ expressed a similar view at paras 44–47:

“44.  … There was much debate before us, however, on the wider point of principle about the relationship between private
law and public law concepts of ultra vires.

“45.  In my view, the principled approach to that issue is clear. If a transaction is beyond the capacity of a statutory
corporation, it is void: that is, it was always a nullity.

“46.  A corporation can only act by its agents. If its agent enters into a transaction with a third party which is beyond
the agent's actual or apparent authority, the transaction is a nullity since the act of the agent was never binding on the
corporation. Apparent authority depends upon whether the principal made a representation to the third party about the
agent's authority and whether the third party had knowledge of any limitation on the existence or scope of that authority.

“47.  If the transaction with the third party was within the capacity of the statutory corporation and was within the actual
or apparent authority of its agent, then, even if the transaction was a breach of duty by the corporation or by its agent, the
transaction is not void. Depending on the facts, the corporation may have legal or equitable rights against the third party,
such as for mistake, unjust enrichment or as a constructive trustee, but the transaction itself is not a nullity.”

132.  Referring to the “critical distinction” as a matter of private law between acts done in excess of the capacity of a company
on the one hand and an act done in excess or abuse of the powers of the company on the other, he continued at para 49:

“I can see no sound reason why the position should be any different where what is in issue is the validity of a commercial
private law transaction between a corporation which is a public body and a third party. The existence of public law remedies
for breach of public law duties should make no difference to the private law consequences of ultra vires (want of capacity),
on the one hand, and breach of duty in respect of a transaction within the capacity of the corporation, on the other hand.”
*1954

At para 51, he too indicated his preference for the reasoning of Hobhouse LJ over that of Neill LJ in Crédit Suisse .
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133.  In Pro-Vision Systems (UK) Ltd v United Lincolnshire Hospital NHS Trust (unreported) 21 February 2014 , Judge
Waksman QC, in a passage which was once again obiter, held at para 176:

“As to the law, for myself I will adopt the views expressed by Etherton LJ in the Charles Terence Estates case, such that
a rigid demarcation should be maintained between (a) a public law challenge to a public body decision to enter into a
contract; (b) the scope of any private law defence to a claim to enforce it so that the ability to allege something short of
pure ultra vires, for example, actual incapacity, must at best be very exceptional. On that footing the allegations made here
must surely fall on the wrong side of the line, even if true. Although Maurice Kay LJ may have left the point slightly more
open, I have no doubt he would have taken the same view on the facts of this case.”

134.  However, the observations in the case, and the view of Hobhouse LJ, do not find support in the current edition of Chitty
on Contracts , 33rd ed (2019), para 11-038.

The cases on “irrationally generous” payments

135.  There are a number of decisions in private law litigation to enforce contracts entered into by local authorities with their
employees which were said to be inappropriately generous, in which the courts have generally proceeded on the assumption
that if a decision by a public body to enter into a contract can be impugned on any ground of public law, there is no binding
contract as a matter of private law.

136.  The first is Newbold v Leicester City Council [1999] ICR 1182 in which street cleaning drivers employed by the council
sued for breach of contract, when the council refused to implement the agreed payment of lump sum bonuses in return for a
variation in the terms of employment (after receiving advice that the payments might be vulnerable to challenge). The Court
of Appeal refused to uphold the Wednesbury challenge on the facts. It appears to have been common ground, and the court
certainly assumed, that if the challenge had been upheld, this would necessarily have entailed that the agreement to pay the
bonuses was void.

137.  However, Simon Brown LJ made some pertinent observations on the ability of a public body to pray in aid its own public
law unlawfulness in answer to a claim under a contract it had entered into. At p 1190, he noted that “it appears at first blush
a remarkable proposition that a public authority can escape what on its face is a clear contractual liability to employees by
asserting that the contract in question … was excessively generous … and thus outside its powers”. He distinguished Allsop
v North Tyneside Metropolitan Borough Council [1992] ICR 639 (discussed below) and Hazell v Hammersmith and Fulham
London Borough Council [1992] 2 AC 1 as cases involving proceedings by local authority auditors against the council for
rectification of the councils’ accounts under section 19 of the Local Government Act 1982 . At p 1191, he described Hazell
as a case “concerned only with the legality of the contracts in the public law sphere *1955  [which] did not deal with the
consequences to third parties of illegality”, and stated that: “It is arguable that the principle that ultra vires contracts are void
and unenforceable does not apply in relation to public authorities …”

138.  Whatever the true position, he suggested that:

“one may safely assume that no court is going to be astute to allow public authorities to escape too easily from their
commercial commitments. That should particularly be the case where, as here, legitimate expectations have been aroused
in the other party (who clearly entered the contract in good faith), where the relationship between the parties is essentially
of a private law character, where it is the authority itself which is seeking to assert and pray in aid its own lack of vires,
and where that lack of vires is suggested to result not from the true construction of its statutory powers but rather from its
own Wednesbury irrationality. The burden upon the authority in such a case must be a heavy one indeed. It does not seem
to me that the council came within measurable distance of discharging it here.”

139.  If, however, any ground of public law unlawfulness in a decision to contract deprives a public body of contractual capacity,
it is difficult to see how there can be a heavier burden in establishing Wednesbury unreasonableness when it has private law
as opposed to public law consequences, or why it would matter that the lack of vires rested on Wednesbury unreasonableness
rather than the absence of a statutory power.
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140.  The second decision is Hinckley and Bosworth Borough Council v Shaw [2000] LGR 9 , in which a local authority
agreed to increase the final year's salary of an employee specifically for the purpose of enhancing the employee's redundancy
and pension entitlements. That decision was taken against the background of the Court of Appeal's decision in Allsop v North
Tyneside MBC [1992] ICR 639 holding, as a matter of statutory construction, that a council did not have the power to make
redundancy payments exceeding those it was obliged to make under section 81 of the Employment Protection (Consolidation)
Act 1978 . Hinckley council's decision to increase Mr Shaw's salary was an attempt (to which Mr Shaw was a knowing party)
to effect indirectly the payment of higher redundancy payments which (on the basis of the Allsop decision) the council had
no power to pay directly.

141.  Bell J held that the agreement between the council and Mr Shaw was beyond the powers of the council and not binding
because it had been made “for the extraneous or collateral purpose of increasing the employee's redundancy or retirement
benefits beyond what the Acts and regulations would allow, but for the increase in pay” (at p 40). Bell J rooted the unlawfulness
in question in the Roberts v Hopwood principle. Allerdale [1995] 1 Lloyd's Rep 315; [1997] QB 306 was not cited. Given Mr
Shaw's knowledge of the council's improper purpose in varying his contract, it seems likely that the same outcome would have
followed whether Neill LJ or Hobhouse LJ's view in Allerdale was adopted. The decision could also be explained on the basis
that a decision taken with the improper purpose of evading a statutory limit on a council's powers has the same status in private
law as a decision taken outside of those powers. It may be for this reason that Laws LJ in Gibb v Maidstone & Tunbridge
Wells NHS Trust [2010] IRLR 786 , para 7 referred to Hinckley and another similar case, Eastbourne Borough Council v Foster
(unreported) 20 December 2000 *1956  (Colin Mackay QC), as “instances where a local authority unlawfully sought to set in
place arrangements which would allow it to make payments above a permitted statutory maximum”.

142.  The final decision is Gibb v Maidstone & Tunbridge Wells NHS Trust [2010] IRLR 786 , a case in which a National
Health Service Trust sought to resist a private law claim by its former chief executive for payment of the amounts due under a
compensation agreement the Trust had entered into, on the basis that the agreement was “irrationally generous” and hence ultra
vires as a matter of public law. It appears to have been common ground in the case that the Trust lacked contractual capacity, as a
matter of private law, to agree to make “irrationally generous” payments (para 4). Laws LJ was clearly unattracted by the Trust's
contention, suggesting that it had “a very steep hill to climb” (para 7). The court overturned the finding that the payments were
irrationally generous, and did not address the issue of whether such a finding led inexorably to a lack of contracting capacity.

The Administrative Court decisions

143.  There have also been a number of decisions in the Administrative Court which have addressed the consequences of
public law invalidity so far as the decisions by public bodies to enter into contracts were concerned, often in a situation where
the decision of the public body to enter into a contract with one entity was challenged by another, who contended that the
procurement or tender process was unlawful or unfair.

144.  In R (Structadene Ltd) v Hackney London Borough Council [2001] 2 All ER 225 the local authority refused to accept an
offer to purchase a number of industrial units from the applicant, and entered into a contract of sale with the existing tenants on
less advantageous terms. The applicant obtained permission to apply for judicial review, alleging that the sales involved a breach
of section 123(2) of the Local Government Act 1972 , being a sale of land for other than the best price without the Secretary of
State's permission, as well as being independently unlawful on Roberts v Hopwood and Wednesbury grounds. Section 128(2) of
that Act contained a saving for transactions entered into without ministerial consent with innocent third parties, but that saving
was held to apply only if the contracts had proceeded to completion (which the contracts with the tenants had not). Elias J held
that section 128(2) did not apply to the other heads of public law unlawfulness in any event. He found that the applicant was
entitled to have the contract with the tenants declared invalid, but there was no discussion of whether this outcome followed
inexorably as a matter of private law from the invalidity of the council's decision on public law grounds, or took the form of
discretionary relief afforded in public law.

145.  R (Transport and General Workers Union) v Walsall Metropolitan Borough Council [2002] ELR 329 was a case in which
a trade union whose members worked in the defendant council's catering department successfully challenged the council's
decision to award the contract for catering services to an outside contractor in judicial review proceedings. It is clear from
Harrison J's judgment that he did not regard the fact that the procurement decision was unlawful as automatically entailing that
the contract with the outside caterer was void, and that the decision whether or not to declare the contract void was a matter of
discretion. At para 43, he accepted that “he had a broad *1957  discretion in deciding whether or not [he] should grant relief”,
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but he decided in the circumstances that it was appropriate to grant relief not least because the evidence showed that the council
and the outside caterer “went into it with their eyes open” (para 45).

146.  The next decision I was referred to was London & South Eastern Railway Ltd v British Transport Police Authority [2009]
Po LR 157 . The facts of the case are complicated, but in short the defendant (“the BTA”) was a public body set up to maintain
the British Transport Police, and to recover the costs of doing so from users of the rail network (the train operating companies
“TOCs”). Each TOC entered into an agreement with the BTA known as a police services agreement or “PSA”. The BTA sought
to change the amounts payable under the PSAs in a way which advantaged some TOCs and disadvantaged others, leading to
an application for a judicial review by the disadvantaged TOCs. Collins J held that the BTA did not have the power to vary the
amounts payable by the disadvantaged TOCs, and accordingly that the amounts for which they had been invoiced were not due.
However, the advantaged TOCs contended that they had agreed their more favourable terms with the BTA as a matter of contract,
and that the status of their contracts was not affected by the public law unlawfulness established by the disadvantaged TOCs.

147.  The court held that if there was any such agreement, it was “tainted with the illegality” of charging the disadvantaged
TOCs more (para 46) and that the favourable contracts had, in Wednesbury terms, been entered into following a failure to have
regard to a material consideration. At paras 47–48, Collins J stated:

“47.  Mr Fordham submitted that such unlawfulness could not affect contractual obligations entered into by the Authority
if the effect would be to the detriment of the other party. He recognised that contracts which were entered into by public
bodies which were ultra vires were void and so their terms were unenforceable against or by the public body … Mr
Fordham submitted that it was only if the public body had exceeded its lawful powers that a contract could be declared
to be of no effect.

“48.  I see no good reason for the suggested limitation. An irrational act (to use the term as defined by Lord Diplock in
[ Council of Civil Service Unions v Minister for the Civil Service [1985] AC 374 ]) is unlawful and so if that act is the
entering into of a contract that contract cannot be valid. The usual public law requirement that action is taken to set aside
the contracts within at most three months will prevail, but, following the principles laid down by the House of Lords in
Wandsworth London Borough Council v Winder [1985] AC 461 , it would be possible for a party to raise the unlawfulness
as a defence to a claim based on the contract. Mr Fordham has to recognise that in R (Transport and General Workers
Union) v Walsall Metropolitan Borough Council [2002] ELR 327 a decision to enter into a contract was quashed and the
contract declared void and of no effect because of procedural improprieties in the decision. It follows that the variation
in favour of NMF cannot be valid.”

Collins J considered, but rejected, a submission by the advantaged TOCs that he should refuse relief as a matter of discretion
*1958

148.  Finally, it is worth noting the observations of the Privy Council in Central Tenders Board v White [2015] BLR 727 . In that
case, the Central Tenders Board of Monserrat raised an ultra vires defence to a claim to enforce a contract for the construction
of a school hall which the Board had awarded to Mr White. The Privy Council rejected the suggestion that the contract was
ultra vires the Board. They noted, at para 26:

“Ultra vires is not, of course, the only ground on which a court may quash an administrative decision, but it would be
wrong for a court to do so in such a way as to nullify a contract made between a public body pursuant to a legal power and
a person acting in good faith, except possibly on terms which adequately protect that person's interest.”

149.  Those observations lend some support to the suggestion that, even in public law proceedings, it may be appropriate to
distinguish between different grounds of public law unlawfulness when determining whether and on what terms to grant a
discretionary remedy which would impact on a third party which has contracted with the public body in good faith.

Analysis and conclusion

150.  It is clear that if a public body lacks statutory power to enter into a contract of a particular kind, then it will not have
contractual capacity to do so as a matter of private law. As Hobhouse LJ noted, public law (through the construction of the
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statutory regime) answers the question “what is the capacity of the public body to contract?”, and then private law provides that
the consequence of that lack of capacity is that no contract comes into existence.

151.  The difficulty comes when addressing cases in which the public body has capacity to enter into a contract of a particular
kind, but the way in which it has taken the decision to do so can be impugned on public law grounds. The authorities offer
conflicting views on that issue, and provide no answer which is binding on a first instance judge. In these circumstances, it is
necessary to approach the issue from first principles.

152.  So approached, if the nullity of a public body's decision to conclude a contract as a matter of public law was determinative
of the status of the contract for all purposes as a matter of private law, then the same consequences ought automatically to follow
from establishing that nullity, whether this occurs in public or private law proceedings.

153.  However, this is not the case. In Professor Burrows QC's terminology (“We Do This At Common Law But That In
Equity” (2002) 22 OJLS 1), we may do this in private law, but we do that in public law. In public law, the grounds for impugning
a decision to contract may (in Hobhouse LJ's words) be “broader and less rigorous”, but obtaining relief on the basis of those
grounds is subject to a heightened obligation of diligence in bringing a challenge promptly, and relief is discretionary and can be
withheld on various grounds intended to avoid injustice to the defendant or third parties. The approach more closely resembles
the legal method of equity than that of the common law.

154.  Thus, in public law proceedings, it is clear that the court may refuse to grant relief declaring a contract to be invalid as
a matter of discretion, and that one consideration which may well weigh strongly in a decision to do so is *1959  whether the
contract was entered into with a person acting in good faith who would be prejudiced by the declaration of invalidity, particularly
where there has been delay in bringing the challenge. For this reason, a party seeking to challenge a public law decision which
involves the entry into a contract with a third party will sometimes seek an injunction to prevent such a contract going ahead at
all, or allow it to proceed only if a term is included which cancels the contract if the public law challenge succeeds (as in R v
Hammersmith and Fulham London Borough Council, Ex p Beddowes [1987] QB 1050 ).

155.  It would appear to be implicit in a decision to refuse such relief as a matter of discretion in public law proceedings that the
court is acting to protect the private law rights and entitlements of the party who had contracted in good faith. That motivation
is sometimes expressly articulated (eg in Central Tenders Board v White [2015] BLR 727) . If the nullity of the decision to
contract as a matter of public law necessarily and inevitably entailed the invalidity of the contract as a matter of private law,
there would be no third party interest for the court to seek to protect when deciding what discretionary relief to grant. In any
event, any attempt to protect such an interest would be in vain, because whatever relief was or was not ordered in the public
law proceedings, the invalidity of the contract as a matter of private law would have been definitively established and would
remain for all time. In short, the public law decisions appear to acknowledge, at least to some extent, a legitimate interest in
protecting those who have acted on the basis of the apparent validity of a contract and in protecting settled states of affairs
which would be entirely undermined by a wholesale transportation of the scope of public law unlawfulness into the private law
issue of contractual capacity. This difficulty strongly suggests that the nullity, as a matter of public law, of a decision to contract
does not, without more, equate to a lack of contracting capacity as a matter of private law.

156.  Further support for the view that public law invalidity and private law incapacity are not co-extensive can be derived
from the fact that the taking of an ultra vires point in private law proceedings is not subject to any of the procedural safeguards
which apply in public law proceedings. I am conscious that this argument has strong echoes of the submission advanced by Mr
Michael Beloff QC but rejected by the Supreme Court in R (WL (Congo)) v Secretary of State for the Home Department [2012]
1 AC 245 . At para 67, Mr Beloff submitted that it should not be open to Mr Lumba, when advancing his claim for damages
for false imprisonment, to impugn the decision relied upon as the basis for his detention on public law grounds because this
would involve “a private law action without any of the procedural safeguards which apply in a judicial review application” such
as the tight time limit for bringing claims and the discretionary nature of relief. That argument was rejected by Lord Dyson
JSC at para 70, who stated:

“As for Mr Beloff's other points, such force as they have derives from the fact that the detention in these cases is unlawful
because it is vitiated by a public law error. The significance and effect of that error cannot be affected by the fortuity that it
is also possible for a victim to challenge the decision by judicial review proceedings (which are subject to tighter time limits
than private law causes of action) and that judicial review is a discretionary remedy. It is well established that a defendant
can rely on a public law error as a defence to civil proceedings and that he *1960  does not need to obtain judicial review
as a condition for defending the proceedings: see, for example, Wandsworth London Borough Council v Winder [1985]
AC 461 . The same applies in the context of criminal proceedings: see Boddington v British Transport Police [1999] 2 AC
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143 . Mr Beloff submits that the position of a claimant who relies on a public law error to found his cause of action and
a defendant can sensibly be differentiated. But it is difficult to see how or why.”

157.  However, as I have noted, R (WL (Congo)) v Secretary of State for the Home Department was a case in which the public
body was, in effect, deploying an exercise of its own public law powers to justify conduct (detaining Mr Lumba) which, in the
absence of the lawful exercise of public law powers, was tortious. Adapting Hobhouse LJ's analysis in Allerdale [1997] QB 306
, public law answered the question “was the imposition of a constraint on Mr Lumba's freedom of movement lawful?” (it being
a necessary ingredient of the private law tort of false imprisonment that it was not), and private law answered the question,
“what are the consequences if it was not?” (the tort of false imprisonment is committed).

158.  Finally, in a private law context, a test for contractual capacity which was essentially the same for private and public
law bodies might be thought a better fit with English law's traditional sensitivity on the issue of whether public bodies should
be legally privileged in their dealings with private bodies, save where a differential treatment is mandated by statute or well-
established prerogative powers (see e&VeryThinSpace;g Dicey's second aspect of the rule of law, namely “the equal subjection
of all classes to the ordinary law of the land administered by the ordinary law courts”: Introduction to the Study of the Law of the
Constitution 8th ed (1915), p 120). The fact that for companies, the legislative intervention of sections 39–42 of the Companies
Act has altered the consequences of ultra vires for one species of private law legal persons, just as the Local Government
(Contracts) Act 1997 has altered the consequences of an ultra vires contract for a certain class of public body where certain
requirements are met, does not itself provide a basis for applying a different common law test of what constitutes lack of
contractual capacity for private and public law entities (cf the criticism of Charles Terence Estates [2013] 1 WLR 466 advanced
in Chitty , para 11-038).

159.  In the present case, the claimants are bringing a private law claim in contract, to which the defendants’ private law
answer is that the contract is not binding. In this context, the analysis which best addresses the competing tensions and policy
considerations is that proposed (obiter) by Hobhouse LJ in Crédit Suisse [1997] QB 306 and endorsed (obiter) by the Court
of Appeal in Charles Terence Estates by effectively allowing public law unlawfulness to provide a defence to a private law
claim in contract when the facts which give rise to that public law unlawfulness also give rise to a private law defence. Thus a
contract will be void if a public body lacked power to enter into a contract of that type, in the same way as a contract entered
into by a private statutory corporation would be void, absent (in each case) the effect of saving legislation. In such a case, the
public law lack of power provides the basis for the private law defence of lack of capacity. Where the public body in question
has the power to enter into a contract of the relevant kind, but the exercise of that power is unlawful on public law grounds (for
example because the exercise is for an improper purpose or is unreasonable *1961  in the Wednesbury sense), then it will be
necessary for the facts giving rising to the public law unlawfulness to provide a basis for impugning the contract recognised
in private law. This might be because the body's power to enter into contracts has been abused, in which case (adopting the
words of Brown-Wilkinson LJ in Rolled Steel [1986] Ch 246 ) “the position of the third party depends on whether or not he
had notice that the transaction was in excess or abuse of the powers”. It is suggested that this is what Hobhouse LJ had in
mind in Allerdale when stating at p 357 that “breach of duty, fiduciary or otherwise, may be a defence depending upon the
circumstances ” (emphasis added).

160.  It is right to note that this distinction between the private law consequences of an absence of a public law power to enter
into a contract of the relevant kind (no capacity) and a case where the power has been exercised in breach of public law duties
(breach of duty) comes under particular strain when the abuse of power in question arises from it being exercised with the
improper purpose of seeking to do indirectly that which there is no power to do directly. In Allerdale , for example, the improper
purpose finding was made by Colman J (p 323) on the basis that:

“If the council would otherwise have statutory power to enter into the guarantee it did not have such power in this case
because it was purporting to use the guarantee as part of a scheme to facilitate the doing by the company of things which
the council itself had no power to do.”

161.  Similarly, many of the “irrationally generous” payment cases involved attempts to circumvent the lack of any statutory
power to pay redundancy other than at the approved or specified levels. It might be said that there is something unsatisfactory in
there being different private law consequences to a contract entered into which the council did not have power to conclude, and
a contract entered into for purpose of circumventing the lack of such a power. If, properly construed, the contractual disability
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resulting from the lack of statutory power extends to the circumventing acts as well as those directly prohibited, then there is
no difficulty in classifying both as involving lack of contractual capacity as a matter of private law. It may be for this reason
that in Allerdale [1997] QB 306 Neill LJ referred to the improper purpose point as raising “questions which are similar to those
which I have already considered under section 111 [ie the statutory power point]” (p 333), and note also Laws LJ's comment in
Gibb v Maidstone & Tunbridge Wells NHS Trust [2010] IRLR 786 , para 7 quoted above. Alternatively, in those cases where
the public body and the payee have worked together to structure the contract in an attempt to circumvent a statutory control,
the requirement of notice before an abuse of a power argument will avail against a third party in private law is likely to be met.

162.  In summary, therefore, I have concluded that a decision by the College to enter into a contract which the College did
not have power to conclude would give rise to a private law defence of lack of contracting capacity. If, however, the College
did have power to enter into contracts of the relevant type, but is alleged to have acted unlawfully in reaching its decision to
contract, the consequence of such public law unlawfulness in private law will depend both on the nature of the unlawfulness,
and on whether the counterparty had notice of the relevant breach of public law duty. *1962

The vires defence based on borrowing

163.  The College and the Council advanced a number of grounds on which it was said that the Contract was void. However,
their principal ground of attack, and the issue which consumed most time at the hearing, was the contention that the Contract
was void because it involved borrowing for the purposes of the Education Act 2002, Schedule 1, paragraphs 3(3)(a) and (4)(a)
, for which the Secretary of State's permission had not been obtained.

The parties’ submissions

164.  The defendants’ case can be summarised in three propositions: (i) the Contract was a “finance lease” under the relevant
applicable accounting standard; (ii) as such it amounted to “borrowing” within the meaning of paragraphs 3(3)(a) and (4)(a) of
Schedule 1 to the 2002 Act; and (iii) in the absence of the Secretary of State's consent to such borrowing, it was beyond the
College's capacity to enter into the Contract.

165.  Mr Timothy Straker QC, on behalf of the claimants, denied that it was unlawful for the College to enter into the Contract
on the basis of five alternative submissions.

166.  First, he contended that on a proper construction of the 2002 Act, paragraphs 3(1) and 3(3)(a) granted a power to the
College to borrow, the scope of which was not limited by paragraph 3(4)(a) which merely regulated the manner in which that
power was to be exercised. He contends that while exercising the power conferred by paragraph 3(3)(a) without the Secretary of
States’ consent might be in some sense be open to criticism, it would be intra vires (“the paragraph 3(1) and 3(3)(a) Argument”).

167.  Second, Mr Straker contended that even if paragraph 3(4)(a) does impose a limit on paragraphs 3(1) and 3(3)(a) of the
2002 Act, that limit was not engaged here. He submitted that paragraph 3(4)(a) only requires the Secretary of State's consent in
respect of a transaction which involves borrowing and the grant of security in conjunction (“the Security Argument”).

168.  Third, it was Mr Straker's case that the Contract did not in any event involve “borrowing” within the meaning to be
accorded to that word in paragraph 3(4)(a). He submitted that the ordinary meaning of the word “borrowing” does not extend
to a transaction such as the Contract, as evidenced by the fact that no one contemporaneously or for years after the Contract
was entered into suggested that the Contract involved borrowing. As the Contract did not amount to borrowing as a matter of
ordinary language, Mr Straker submitted that the technical question of whether the Contract was an operating or finance lease
was not relevant (“the Cozens v Brutus Argument” (see para 176 below)).

169.  Fourth, as a variation of the argument in the preceding paragraph, Mr Straker submitted that paragraph 3(4)(a) was only
engaged when a school borrowed “such sums” as it saw fit. In this case no sums were ever identified by the College as the sums
to be borrowed, so the College cannot have needed to obtain the Secretary of State's consent (“the Such Sum Argument”).

170.  Fifth, and finally, Mr Straker contended even if a finance lease would involve borrowing within the meaning of paragraph
3(4)(a), the Contract was an operating lease and not a finance lease. *1963
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Issues as to the interpretation of the Education Act 2002, Schedule 1, paragraphs 3(1), (3) and(4)(a)

171.  The first four submissions of the claimants raise issues which are matters of statutory interpretation and if any one of those
arguments succeeds, it would be unnecessary to consider the factual question of whether the Contract is a finance lease. Given
the threshold nature of these questions, I consider them first.

The paragraph 3(1) and 3(3)(a) Argument

172.  In my view it is clear that paragraph 3(4)(a) imposed a statutory condition precedent to the power of a governing body to
borrowing money, namely obtaining the consent of the Secretary of State:

 (i)  Paragraph 3(1) gave the College power to “do anything which appears to them to be necessary or expedient for the
purposes of, or in connection with, the conduct of the school”. However, as a matter of statutory interpretation, that power
is subject to the limitations appearing elsewhere in the same Schedule.

 (ii)  Paragraph 3(3)(a) identifies specific powers within paragraph 3(1), including “to borrow such sums as the governing
body think fit”. However, subject to the further arguments I will come to, this was a power to borrow with the written consent
of the Secretary of State rather than a general power to borrow. It is not possible to construe paragraph 3(1) as conferring a
power on the College untrammelled by the requirement for obtaining written consent for borrowing under paragraph 3(4)
(a). This would render the limitation imposed by paragraph 3(4)(a) entirely nugatory. It would seem to follow from Mr
Straker's argument that the limitation on the power to contract in paragraph 3(7) would be similarly nugatory because that
limit would not impact the width of the power afforded by paragraph 3(1).

 (iii)  The correct approach is to construe Schedule 1 as a whole giving proper weight to all its parts. Doing so, it is clear that
paragraphs 3(4)(a) and 3(7) limit the powers afforded to the College by paragraph 3(1) and illustrated in paragraph 3(3).

173.  Mr Straker's second argument was that paragraph 3(4)(a) did not limit the College's power to borrow, but imposed a
requirement as to the manner of its exercise. Once again, I am unable to accept this argument:

 (i)  Paragraph 3(4)(a) provides that the power “may only be exercised” (emphasis added) with the Secretary of State's
consent. This language strongly suggests that paragraph 3(4)(a) was imposing a limit on the power mentioned in 3(3)(a)
(as conferred by paragraph 3(1)).

 (ii)  Not only is this the natural construction as a matter of language, it is also supported by authority. In Rhyl Urban District
Council v Rhyl Amusements Ltd [1959] 1 WLR 465 Harman J considered the effect of section 177 of the Public Health Act
1875 which provided that “any local authority may, with the consent of the local government board, let for any term any
lands which they possess”. The council did not obtain the relevant consent. Harman J held at pp 473–474 that “the only
power of letting” which the council had was with the consent of the Ministry of Health and “if, therefore, the consent of
that body was not obtained, the lease was, in my opinion, ultra vires and void”. At p 475, he rejected the argument that
“the present was not a case of the plaintiff council having no power, but that *1964  they had a power if they obtained the
necessary consent” as “a quibble”. In my view, Mr Straker's attempt to distinguish the wording in that case from paragraph
3(4)(a) is similarly a “quibble”, and there is no material difference between the two provisions in this respect.

 (iii)  There are a number of authorities that make it clear that where a power of a public body is subject to a statutory
requirement of consent, the requirement of consent limits the vires of the body so far as that power is concerned. For
example, in Crédit Suisse [1997] QB 306 , 317 Neill LJ referred to local authority's power to borrow under section 172 of
and Schedule 13 to the Local Government Act 1972 for a purpose or class of purpose approved by the Secretary of State,
and noted that “a local authority's power to borrow was effectively constrained by the need to obtain the approval of the
Secretary of State”.

 (iv)  Further, as Neill LJ noted in Crédit Suisse , at pp 317 and 332–333, there is an important policy underpinning the
requirement that borrowing is only undertaken with the consent of the Secretary of State, namely, to ensure that central
government has control over public borrowing. That control would be undermined if the requirement for the Secretary of
State's consent did not limit the capacity of the public authority to borrow.

The Security Argument

174.  I was equally unpersuaded by this argument. The claimants’ heavy reliance on the word “and” in paragraph 3(4) is
misplaced. The provision is more naturally read as referring to the power to do two distinct things: first to borrow money, and
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second to grant security in respect of such borrowing, rather than a requirement which only applies power when both things
are done together.

175.  This analysis is supported by the wording of paragraph 3(3)(a) which plainly treats the borrowing of money and the granting
of security in respect of such borrowing as two distinct activities, both of which a governing body is distinctly empowered to
do. Paragraph 3(4)(a) is naturally to be read as imposing a limit on the entirety of the power referred to in paragraph 3(3)(a),
and not simply on those occasions when the power to borrow is exercised on terms whereby security is to be provided. In short,
both a decision to borrow, and a decision to provide security for borrowing, require the Secretary of State's written permission.

The Cozens v Brutus Argument

176.  As I understood this argument, it was that the word “borrowing” was to be interpreted as an ordinary English word, in
accordance with the approach set out in Cozens v Brutus [1973] AC 854 , it being contended that, as a matter of ordinary English
language, the Contract would not be described as a loan. Mr Straker submitted that “no money was taken on loan; equipment
was used on payment of a charge just as a ship may be hired for a time charter or a car may be hired on payment of the hire
charges. I borrow my friend's car; I hire a car from Avis”.

177.  I do not accept Mr Straker's submissions as to the ordinary meaning of the word “borrowing” in paragraph 3(4)(a).
Adopting Mr Straker's vehicular analogy, if a person wishes to purchase a car, but is unable to raise the money, and the dealer
offers a lease under which the hirer would assume substantially all of the risks and rewards of ownership in return *1965  for
periodic payments, with the amount payable being calculated on a basis which reflected the costs of financing being provided
to facilitate the transaction, I am satisfied that they would describe this as borrowing.

178.  Further, the issue of what constitutes “borrowing” for the purposes of paragraph 3(4)(a) cannot turn on how the transaction
is structured or labelled, but must involve consideration of the economic substance of the transaction. Transactions which
involve a credit element take a number of different legal forms. For example a common method of commercial borrowing is
a repo transaction (repurchase transaction). As Blair J noted in Första AP-Fonden v Bank of New York Mellon SA/NV [2013]
EWHC 3127 (Comm) at [290]:

“In simple terms, a repo is a transaction in which one party sells an asset (such as fixed-income securities) to another party
at one price, and commits to repurchase the asset at a different price in the future. Although a repo is structured legally as a
sale and repurchase of the securities, it behaves economically like a secured loan, with the securities acting as collateral.”

179.  Unless the issue of what constitutes borrowing is approached as a matter of substance, the control which paragraph 3(4)
(a) is intended to impose, and the policy which the requirement for the Secretary of State's consent is intended to serve, would
be readily capable of circumvention. The established accounting tests for identifying a finance lease involve an analysis as a
matter of substance and not of form. If, as a matter of accounting substance, the Contract is a finance lease, then I am satisfied
that it would constitute borrowing so as to engage paragraphs 3(3)(a) and 3(4)(a).

180.  By way of further explanation, under IAS 17 (which was the accounting standard used by both Mr Jackson and Mr Smith), a
finance lease is a lease which transfers substantially all the risks and rewards incidental to the ownership of an asset to the lessee.
The reasons why a finance lease is treated as borrowing as a matter of accounting substance are helpfully explained in notes to
the Chartered Institute of Public Finance & Accountancy (CIPFA) Code of Practice on Local Authority Accounting at F67:

“Where a lease is classified as a finance lease, then the substance of the transaction is considered to be the same as if the
authority had purchased the asset and financed it through taking out a loan. The authority therefore recognises its interest
in the asset together with a liability for the same amount. The lease payments are then treated in a similar way to loan
repayments, being split between the repayments of the liability and a finance charge.”

181.  I am comforted in my conclusion that entering into a finance lease constitutes borrowing for the purpose of paragraphs
3(3)(a) and 3(4)(a) of Schedule 1 by the fact that this is the received wisdom of those who deal regularly with this issue. The
statutory guidance issued by the Department for Education under Schedule 14 to the SSFA expressly identifies a finance lease
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as a form of borrowing for Schedule 1 purposes, as does the Council's Scheme. This was also the understanding of Mr Spring,
who had considerable experience in asset finance leases and dealings with public bodies, and who said that he was “very well
aware that a finance lease is considered to *1966  constitute borrowing”. This was also the effect of the legal advice on the
basis of which BOSHire and the College proceeded when entering into the Contract. While Mr Straker submitted that the best
evidence of the meaning of the word borrowing here was the fact that contemporaneously and for years, “no party described
what had occurred as borrowing”, this was not because, as a matter of ordinary English, they did not understand that a finance
lease constituted borrowing. On the contrary, they had the opposite understanding. It was because they did not understand the
Contract to be a finance lease.

The Such Sum Argument

182.  This argument proceeded on the basis that the power in paragraph 3(3)(a) to “borrow such sums as the Governing Body
think fit”, and the restriction on that power in paragraph 3(4)(a), only apply where it was possible to identify a specific sum which
the College had decided to borrow, which it was not possible to do in this case. Once again I am unable to accept this submission.
The words “such sums as the Governing Body think fit” were not intended to create a limitation on the operation of paragraph
3(4)(a), but to give the Governing Body a discretion as to the amount it borrowed provided the Secretary of State's permission
was obtained, making it clear it was for the Governing Body in the first instance to decide how much it wanted to borrow.

183.  Where, as in this case, the College chose to enter into a structured transaction which economically incorporates borrowing,
but did not choose to disaggregate the amounts it had agreed to pay into their constituent elements, that does not have the effect
that that the College has not, after all, purported to exercise its power to borrow. It has purported to exercise its power to borrow
that element of the total amount being paid which reflects the credit element of the transaction. The argument that the College
was freed from the limitation created by paragraph 3(4)(a) because, in Mr Straker's words, “the Governing Body does not appear
to have done any sums” is a wholly unattractive one, which would have the result that deficiencies in due diligence and financial
analysis would enlarge the contracting capacity of a public body. The argument has nothing to commend it.

Was the Contract a finance lease or an operating lease?

IAS 17

184.  As I have noted above, the parties’ accounting experts proceeded for the purpose of their evidence on the basis that the
accounting standard which falls to be applied in determining whether the Contract is a finance or operating lease is IAS 17
(which applies to the Council in accordance with the CIPFA Code of Practice on Local Authority Accounting).

185.  The key question under IAS 17 for the purposes of identifying an operating lease is whether the lease transfers substantially
all the risks and rewards incidental to ownership to the lessee. In order to answer that question IAS 17 provides as follows:

“10.  Whether a lease is a finance lease or an operating lease depends on the substance of the transaction rather than the
form of the contract. Examples of situations that individually or in combination would normally lead to a lease being
classified as a finance lease are: (a) the *1967  lease transfers ownership of the asset to the lessee by the end of the lease
term; (b) the lessee has the option to purchase the asset at a price that is expected to be sufficiently lower than the fair
value at the date the option becomes exercisable for it to be reasonably certain, at the inception of the lease, that the option
will be exercised; (c) the lease term is for the major part of the economic life of the asset even if title is not transferred;
(d) at the inception of the lease the present value of the minimum lease payments amounts to at least substantially all of
the fair value of the leased asset; and (e) the leased assets are of such a specialised nature that only the lessee can use
them without major modifications.

“11.  Indicators of situations that individually or in combination could also lead to a lease being classified as a finance
lease are: (a) if the lessee can cancel the lease, the lessor's losses associated with the cancellation are borne by the lessee;
(b) gains or losses from the fluctuation in the fair value of the residual accrue to the lessee (for example, in the form of a
rent rebate equalling most of the sales proceeds at the end of the lease); and (c) the lessee has the ability to continue the
lease for a secondary period at a rent that is substantially lower than market rent.

“12.  The examples and indicators in paras 10 and 11 are not always conclusive. If it is clear from other features that the
lease does not transfer substantially all risks and rewards incidental to ownership, the lease is classified as an operating
lease. For example, this may be the case if ownership of the asset transfers at the end of the lease for a variable payment
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equal to its then fair value, or if there are contingent rents, as a result of which the lessee does not have substantially all
such risks and rewards.”

The proper approach to lease classification

186.  There was much common ground between Mr Jackson and Mr Smith on the proper approach to classification of a lease
pursuant to this standard. They agreed that: (i) lease classification involves the exercise of judgment by an accountant; (ii) this
is a qualitative exercise which is informed by certain quantitative assessments; (iii) in order to classify a lease it is necessary for
an accountant to consider all the relevant circumstances before forming a view; and (iv) IAS 17 is split into primary indicators
(the first five indicators in para 10) and other indicators (those in para 11) and a practitioner would place more weight on the
five primary indicators rather than the three other indicators.

187.  There was a difference between the claimants and defendants as to the proper approach to the primary indicators. The
defendants contended that the statement that those five situations “ individually or in combination would normally lead to the
classification of a finance lease” (emphasis added) meant that if it was shown that just one of those factors was present, that
would be sufficient to make the lease a finance lease. In contrast, the claimants emphasised the point of agreement between the
experts that lease classification requires consideration of all the circumstances before reaching a conclusion. The claimants also
relied on the statement in the first sentence of para 12 of IAS 17 that the indicators are not always conclusive.

188.  It was Mr Smith's evidence that, generally, if any one of the primary indicators is present then the lease will be classified
as a finance lease. In cross-examination, *1968  Mr Jackson disagreed with this view. However, it is clear from the words
“individually or in combination” in IAS 17 that one indicator can be sufficient to cause a lease to be classified as a finance
lease, and the guidance issued by KPMG suggests that this will generally be the case. No doubt there will be cases where it will
not be appropriate to draw that conclusion on the basis of a single factor.

189.  The claimants argued that there was no distinction between primary and secondary indicators because the expressions
“primary” and “secondary” do not appear in IAS 17. However, this dual-classification was supported by both accounting experts
in their joint memorandum, which records that “the experts are agreed that IAS 17 is split into primary indicators and other
indicators” and that “an accounting practitioner would place more weighting in practice to the five primary indicators”. The
distinction was also reflected in guidance material produced by Deloitte, KPMG and CIPFA. I am satisfied that the terminology
fairly reflects the relative importance of the matters identified in paras 10 and 11 of IAS 17.

Who decides if a lease is a finance or operating lease and when?

190.  The issue of whether the Contract constituted borrowing is, in the final analysis, a question for the court on the evidence
before it, the status of the lease to be determined at the time it is concluded, rather than at the date of the hearing. That offers
the unattractive possibility of two different but equally reasonable judgments as to the status of the Contract being reached
at different points in time, something which would be wholly incompatible with commercial certainty and leave the parties’
dealings in a permanently unsettled state. The practical, rather than analytical, answer to that conundrum is that if the lease is
classified as a finance lease at the time, applying the correct principles and using inputs which fall within the range of reasonable
values, a court is likely be reluctant to disturb that classification at a subsequent hearing merely because the choice of other
values from the range of reasonable options would have led to a different conclusion.

191.  In this case, however, there is no evidence of the College performing any IAS 17 calculation at the time. I accept Mr
Stilitz's submission for the Council that the College “simply took on trust BOSHire's repeated assertions that the … Contract
was an operating lease”. Nor did the claimants seek to adduce evidence of expert consideration which was given to the issue
before the Contract was signed, nor to establish and verify the inputs to whatever contemporaneous calculations they may have
performed. Rather than putting forward and seeking to defend a contemporaneous assessment, the claimants have relied upon
a retrospective calculation performed by their experts for the purposes of the trial.

192.  IAS 17 distinguishes “between the inception of the lease (when leases are classified) and the commencement of the lease
term (when recognition takes place)”. The inception of the lease is the earlier of the date of the lease, or the date of commitment
by the parties to its principal provisions (para 13). In circumstances in which BOSHire kept its options open until signing the
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lease on 30 April 2013, while it worked out if it could finance the transaction, I am satisfied that the date of 30 April 2013 is
the relevant inception date for IAS 17 purposes. The lease term commenced in September 2013.

193.  The directions given by Knowles J for the trial on 30 April 2019 provided for the expert accountancy and valuation reports
to be served *1969  sequentially, with the claimants going first. The expert report prepared by Mr Jackson for the claimants
performed one of the calculations referred to in IAS 17—the so-called PVMLP calculation which I address further below—
using inputs for the value of the Building derived from the claimants’ valuation expert, Mr Dodson. Mr Dodson was instructed
to value the Building “at the date of practical completion, being 5 September 2013”, and Mr Jackson used that input in his
calculations. In his responsive valuation report, unsurprisingly, Mr Manley for the defendants was also instructed to and did
value the Building as at 5 September 2013. Again, unsurprisingly the defendants’ accounting expert Mr Smith used the two
competing 5 September 2013 valuations as inputs in his report. The accountancy experts’ joint meeting used the valuations
which the valuation experts had provided, agreeing that “if Mr Manley's valuation is preferred, then the PVMPL test would
be met for finance leasing classification”, and that “if Mr Dodson's valuation evidence is preferred, then the PVMLP test may
or may not be met for finance lease classification”. The experts’ consideration of the specialised use issue (another IAS 17
test which I address below) also expressed differing conclusions dependent on whether “Mr Manley's valuation evidence is
preferred” or “Mr Dodson's valuation is preferred”. There were a number of other references to the same effect. In short, the
expert evidence proceeded at all times on the basis that the value of the Building to be used in the present value of the minimum
lease payments (“PVMLP”) calculations was the value as at September 2013.

194.  However, in his cross-examination of Mr Smith, Mr Straker suggested that the correct date for classifying the lease was
either February 2013 (when the College signed the Contract) or April 2013 (when BOSHire signed the Contract). Mr Straker
then submitted in closing that the relevant inception date was in April 2013 and that there was no evidence of the proper
classification or value of the lease at that date. Until Mr Straker's cross-examination, there was no hint from the claimants that
they might seek to challenge 5 September 2013 as the appropriate classification date, or to suggest that the valuation evidence
had been prepared at the wrong date with the result that there was an evidential gap on the borrowing issue. As a result, the
defendants were unable to explore this issue with Mr Jackson in the course of his cross-examination, or to adduce evidence of
the value of the Building as at 30 April 2013.

195.  In circumstances in which it was the claimants themselves who selected September 2013 as the valuation date, to which
the defendants’ expert then responded, and in which the defendants were unable to adduce expert evidence-in-chief from Mr
Smith on this issue, nor to explore the issue with Mr Jackson in cross-examination, it was in my view too late for the claimants
to seek to take the point that the valuation evidence had been prepared at the wrong date.

196.  Further, para 13 of IAS 17 provides that where the parties agree to change the provisions of the lease in a manner that
would have resulted in a different classification of the lease, the revised agreement is to be regarded as a new agreement over its
term. If the Contract was already a finance lease as at 30 April 2013, then para 13 would not matter. But if one were to assume
in the claimants’ favour that the Contract would not have been a finance lease as at April 2013, then the effect of the variations
in the rent amount as at July and September 2013 would have to be considered, with any classification *1970  of the lease as
a finance lease as at September 2013 leading to the Contract being defined as a finance lease throughout its term. While this
aspect of IAS 17 was confirmed by Mr Smith in re-examination, this issue was not considered in the experts’ reports, and there
were no submissions as to how any reclassification of the Contract under para 13 of IAS 17 would impact on the operation of
paragraph 3(4)(a) of Schedule 1 . The fact that the defendants were deprived of a proper opportunity to explore the effect of
para 13 of IAS 17 in this respect because of the late stage at which the claimants sought to take this point is a further reason
why I have concluded that the point is not open to them.

197.  Finally, there was no evidence before me to suggest that there is likely to be any significant difference in the value of
the Building at April and September 2013. In circumstances, in which the defendants could not be criticised for preparing their
valuation evidence at this date, and doing the best I can on the evidence which I do have, I am not persuaded that there is any
difference in the value of the Building, whether determined as at April 2013 or September 2013, and certainly none sufficient
to affect the classification of the Contract for IAS 17 purposes.

Primary indicators (a) and (b): transfer of ownership and option to purchase

198.  I should record that it was common ground that two of the primary indicators of a finance lease—whether ownership of
the asset passed to the lessee at the end of the lease term, and whether the lessee had an option to purchase the asset at a price
that made it reasonably certain at inception that the option would be exercised—were not present in this case. The fact that

Case 2:19-ap-01382-SK    Doc 349-1    Filed 01/14/22    Entered 01/14/22 07:52:03    Desc
Exhibit 1    Page 204 of 315



© 2021 Thomson Reuters. 42

the College wished to purchase the Building, and that BOSHire had stated—without committing itself—that it was likely to
respond favourably to such a request does not change the position.

199.  The defendants’ case focused on primary indicators (c), (d) and (e).

Primary indicator (d): Present value of minimum lease payments

200.  As I have stated, primary indicator (d) is “whether at the inception of the lease the present value of the minimum lease
payments [‘PVMLP’] amounts to at least substantially all of the fair value of the leased asset”. Mr Jackson described this factor
as the “key indicator” of lease classification.

“Substantially all”

201.  The first issue is what counts as “substantially all”. There is no express threshold percentage ratio stated in IAS 17.

202.  Mr Jackson's evidence was that this is generally taken to be a minimum of 90% although practitioners can apply different
percentages. Mr Smith's evidence was that some accountants use a 90% figure, but that since neither IAS 17 nor the guidance on
IAS 17 given by KPMG and Deloitte refer to the 90% figure, it should be approached with caution. In his view, there is no single
bright numerical line, rather an accountant must exercise his judgment by applying the test of “substantially all” according to
the ordinary meaning of those words.  *1971

203.  The Council's own accounting policy states:

“One of the key tests for classification of finance leases is that lease payments are substantially all of the fair value of the
asset. The council has defined substantial as being where minimum lease payments are at least 70% of the fair value of
the leased asset. All other leases are classified as operating leases.”

204.  Mr Jackson resisted the suggestion that the Council's policy involved classifying leases in which the minimum payments
were in excess of 70% of fair value as finance leases. However, it is clear that the Council were treating the primary indicator
of whether the PVMLP amounted to substantially all of the fair value of the leased asset as a “key test”, and one which would
be satisfied if the PVMLP exceeded 70% of fair value.

205.  In closing, the College and the Council submitted this 70% threshold should be applied for the purpose of classifying the
Contract because it was open to bodies to define “substantially all” in their accounting policies, the Council had done so at 70%
and, if the College had formed an assessment of finance lease classification, it should have done so using the Council's policies.
This argument gives rise to a number of potential issues:

 (i)  First, it would involve the application of paragraph 3(4)(a) varying depending on the accounting policies adopted in a
particular case rather than the court determining the issue by applying the “substantially all” test. That could produce what
might be thought to be the unattractive position that two identical transactions would fall to be treated differently depending
on the accounting policy adopted by the lessee.

 (ii)  Second, both the lessor and lessee can define their own accounting policies, raising the prospect that the transaction
might constitute borrowing from the perspective of the lessee but not from the perspective of the lessor.

 (iii)  Finally, the legal basis on which it was said that the Council's accounting policy should determine the status of the
Contract for the College, in circumstances in which I have found that the College was not acting as the agent of the Council,
was not the subject of any detailed submissions at the trial.

206.  In circumstances in which the issue of whether the 70% test applies does not affect my determination of the classification
of the Contract, I have decided to proceed on the basis of Mr Smith's evidence that “substantially all” is not defined by a single
numerical bright line, but falls to be applied in the light of other circumstances. As it happens, I have concluded that the Contract
constitutes a finance lease even using the 90% PVLMP test for which the claimants contends. However, this should not be
regarded as an endorsement of the 90% test for all purposes. There are a wide variety of assets which may be the subject of asset
leases, and in which the classification of the lease as an operating or finance lease is of critical importance to the commercial
viability of the transaction. Some of these are assets which are essentially fungible, eminently transportable and generally subject
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to lease terms of at most a few years (for example IT equipment or office furniture). By contrast, this case involves a modular
building, installed on site after substantial preparatory and groundwork, designed to meet the lessee's specialised requirements,
subject to a 15-year lease term and which it would involve a significant financial and logistical effort to relocate. These are
characteristics which might be thought to test the outer limits of the concept *1972  of an operating lease, and to make the
use of a lower PVMLP threshold more prudent.

The PVMLP ratio under the Contract

207.  The PVMLP ratio is a function of: (i) the fair value of the leased asset at inception; (ii) the interest rate implicit in the
lease (which in turn depends inter alia on the unguaranteed residual value of the asset); and (iii) the minimum lease payments.
While (iii) is set by the Contract, both (i) and (ii) are matters of assessment.

208.  In simple terms, the lower (i) and (ii) (as well as the unguaranteed residual value of the asset) were relative to (iii), the
more likely it was that the PVMLP amounted to substantially all of the value of the Building at inception.

209.  Mr Jackson and Mr Smith's analysis of the PVMLP under the Contract was therefore dependent on the expert evidence of
Mr Dodson and Mr Manley as to the value of the Building (i) at inception (which for the reasons set out above I have concluded
is to be taken as their valuations as at 5 September 2013) and (ii) the unguaranteed residual value of the asset at the end of the
lease. In this regard, it is important to note that Mr Jackson and Mr Smith were agreed that if Mr Manley's expert valuation
evidence was to be preferred, even just on (i), then the Contract was a finance lease.

210.  A major tension in the valuation evidence arises from the fact that the value of the Building is different in situ and ex situ.
An in situ valuation contemplates that the Building is fixed and so can cover works which would be non-recoverable were the
asset relocated such as preliminary works and groundworks. Conversely, an ex situ valuation conceives of the Building as a
chattel which is relocatable so that those non-recoverable works cannot form part of the valuation (because their value cannot
be realised ex situ, and indeed similar works would be required by any subsequent lessee of the Building).

211.  In the following sections, I review the evidence on each of the three inputs before explaining my overall conclusion on
the PVMLP.

(i) Fair value

212.  Mr Dodson adopted as his valuation in situ the cost of completion certified by the Bailey Partnership, namely £7,147,039.
This equated to around £2,400 per square metre. Importantly, this value included substantial sums for preliminaries and
groundworks.

213.  In contrast, Mr Manley valued the Building in situ on four different valuation approaches using guidance from the Royal
Institute of Chartered Surveyors (“RICS”). Applying a weighted analysis of the outputs of those four approaches, he valued the
Building at £4,540,000. This equated to £1,519 per square metre.

214.  I am satisfied that the valuation put forward by Mr Dodson is too high: (i) Mr Dodson cited a number of comparator
relocatable buildings used by other schools in his reports. Mr Manley calculated that the cost of build per square metre for these
comparables amounted to £1,543, around £800 less than the £2,400 per square metre figure which Mr Dodson used. I agree with
the defendants that Mr Dodson's own comparable suggest that his in situ valuation is significantly too high. (ii) Mr Dodson's
valuation on this basis is very substantially in excess of the quotation for a modular building which the College obtained from
McAvoy of under £4m plus VAT in *1973  March 2011, even allowing for the time interval between the two quotations. (iii)
Mr Dodson's approach assumes that the value of the Building was represented by the amount paid to BOS for the construction
of the Building. However, I do not believe that this is an appropriate assumption, particularly in circumstances (as I explain
below) in which the College made no real attempt to negotiate the hire figures down and in which BOS and BOSHire were
not dealing at arm's length.

215.  Mr Dodson's response to the suggestion that his valuation was out of line with his own comparables was to suggest that this
was not the case once non-recoverable costs such as preliminaries and groundworks were removed from the Bailey Partnership
figure. If just preliminaries and groundworks were deducted, then on Mr Dodson's approach the fair value at inception would
be £5,722,143. If all non-recoverable costs were deducted, that value would be £5·33m.
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216.  I do not accept that this explains the discrepancy. Mr Dodson accepted that he did not know whether his comparables
included groundworks and preliminaries (he accepted that “we don’t know what is included in these costs”). In any event, Mr
Dodson's response reveals a further difficulty with the claimants’ analysis, namely that it involved assessing fair value on an
in situ basis (i e the Building as completed on site at the College), in circumstances in which the claimants’ residual value
calculation necessarily had to be done on an ex situ basis (its value as an asset capable of being disposed of to someone other than
the lessee at the end of the lease). This is the case because, for IAS 17 purposes, it was necessary for the claimants to establish
that at the end of the lease, the Building had a residual value on a third party disposal. In so far as the claimants sought to rely
on an ex situ valuation of the Building, such a valuation cannot include work the value of which is not capable of being enjoyed
at another location and which would therefore have no value to a subsequent lessee. In circumstances in which the claimants’
PVMLP case was heavily dependent on the Building being relocatable, such that it could be said to have a further significant
economic life at the end of the lease to the College, it was not appropriate for the claimants to conduct the PVMLP calculation on
a basis which included the value of non-transferrable work within the calculation of the fair value of the Building at inception.

217.  In addition to using Mr Dodson's valuation, Mr Jackson also used the insurance value of the Building, as stated in the
Contract of £6,953,000 which he uplifted by reference both to the cost of the variation works done between April and September
2013 (which came to £487,000) and interest costs. This produced a figure of £7,634,189. Mr Jackson then took the midpoint
between Mr Dodson's valuation and his own calculation as his fair value.

218.  I am unable to place reliance on this assessment of the Building's value:

 (i)  To the extent it depends on Mr Dodson's valuation, it suffers from the weaknesses I have identified above.
 (ii)  I do not regard the value for which the claimants required the Building to be insured at the College's expense as

a particularly satisfactory method of valuing the Building. It is certainly much less reliable than Mr Manley's weighted
valuation approach. *1974

 (iii)  The groundworks represented 30% of the insurance value defined in the Contract and used by Mr Jackson, raising
the same issue as that which arises on Mr Dodson's valuation using the Bailey Partnership figure. When those costs are
excluded, as the Council did when calculating the insurance value of the Building, the value was £4·9m.

 (iv)  Further, it is not appropriate to uplift the insurance value by £487,000 for additional work, in circumstances in which
the additional works did not lead to any increase in the required insurance value.

219.  In conclusion:

 (i)  Valued on an in situ basis, I am satisfied that the value of the Building was substantially less than the figures of in
excess of £7m used by both Mr Dodson and Mr Jackson. I have found the methodology by which Mr Manley's valuation
of £4,540,000 to be more reliable, but I accept that this might understate the value of the Building. However, I am satisfied
on the evidence before me that the in situ value of the Building did not on any view exceed £6m.

 (ii)  On an ex situ basis, on the claimants’ own figures, the value of the Building cannot have exceeded £5·35m (the Bailey
Partnership figure less non-recoverable costs). For reasons I explain below, I am satisfied that the ex situ value of the
Building as at September 2013 is very substantially less than that.

(ii) Residual Value

220.  It was common ground that at the end of the Contract, there were in principle four options for the future use of the Building:
either in situ sale or re-lease to the College; or ex situ sale or re-lease to a third party. Importantly, it was common ground that,
if an ex situ sale or re-lease were not economically viable, this would suggest that the Contract was a finance lease (because,
on an in situ basis, any money received in respect of residual value would have to be paid by the College).

221.  The claimants did not tender any expert valuation evidence as to the residual value at lease expiry (in 2028). This was
despite Mr Jackson explaining in his written evidence that assessing the residual value is the most judgmental part of the PVMLP
calculation. Mr Dodson stated that he had not been instructed to provide such a valuation. As there was no proper consideration
of this issue in Mr Dodson's report (to which Mr Manley would have had an opportunity to reply), I do not feel able to rely
on Mr Dodson's suggestion made for the first time in cross-examination (which I did not find it particularly easy to follow)
that the residual value of the Building was unlikely to change between 2019 and 2028, save to say that my initial reaction is
that this is implausible.
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222.  The claimants’ failure to proffer expert evidence on this issue meant that their case on residual value was entirely premised
on a set of assumptions adopted by Mr Jackson, whose expertise did not extend to the valuation of the Building. Mr Jackson
calculated residual value in two ways. First, on a “lessor return” model, he calculated an estimate of initial residual value of
£1,461,440. This represented the total cost of the Building (£7,580,730) less the initial payment under the Contract (£1,001,762)
and the sale of rights to SFM and subsequently GCP. He then uplifted that initial residual value by RPI (for which he used a
figure of 5·6%) on the assumption that an investor would hope to make a return on their investment at least equal to inflation.
*1975  Second, on a “building cost inflation” approach, he took the value of the building in 2013 and uplifted it to reflect

inflation by RPI (once again using a 5·6% figure). He then applied a 70% reduction to that figure, on the basis of a statement
in Mr Dodson's report that the ex situ value attributed to a modular building is 30% of the cost of a similar new building.

223.  Mr Jackson's calculations both used an RPI figure of 5·6%. Mr Smith's evidence was that this figure was inappropriate.
In Mr Smith's opinion, an appropriate RPI rate was around 3%, because the rate in 2013 was 3% and the five-year rate to 2013
was 3%. I have concluded that Mr Smith's criticisms of the RPI rate used by Mr Jackson are justified:

 (i)  Mr Jackson's 5·6% figure was arrived at by taking an average RPI for the period from 1949 to 2013. That included the
unusually high inflation of the 1970s and 1980s which had the effect of increasing the average RPI. It is for this reason that
the RPI figure used by Mr Jackson is considerably higher than the other RPI rates canvassed and above the average rate
from the early 1990s to 2013 which Mr Jackson explained in cross-examination, he had calculated to be 3·6%.

 (ii)  In justifying his approach, Mr Jackson relied on the “uncertain economic times” caused by Brexit. However, when
giving his oral evidence, it transpired that he had never previously calculated RPI in this manner and he said that it was “the
upper limit of what could be acceptable for an accountant”.

 (iii)  I am in no doubt that the RPI figure used in Mr Jackson's report was not one which it was appropriate to use. I have
concluded an RPI of 3% is appropriate, for the reasons which Mr Smith gave.

224.  In addition to the RPI issue, there are other obvious difficulties with Mr Jackson's “lessor return” model (ie assuming that
an investor would expect to make a return on their investment which was at least equal to inflation). Mr Jackson's assumes that
the transaction was undertaken with a view to a particular level of profit, rather than as a “reference project” to promote future
transactions. The assumption also fails to address the fact that the level of return the lessor hoped to achieve might depend on
achieving a sale or re-lease to the College, rather than a third party, at the end of the minimum lease period. Mr Spring gave
the following revealing evidence on this issue:

“We were taking a real risk on the future value and there was a lot of uncertainty with the lessor about whether it would
ultimately be barely profitable, or perhaps even a small loss or break-even, or whether it would actually be a lot more
profitable if you could actually achieve an in situ disposal which is always—the ambition of any operating lessor is to
make an in situ disposal because that's the way you actually make your return .” (Emphasis added.)

225.  Further, Mr Jackson's “lessor return” approach did not appear to have factored in the costs which would be incurred by the
College and SFM, in the event of an ex situ re-lease or resale, in refurbishing, reconfiguring and transporting the Building. These
were estimated by Mr Dodson at £1·2m. Mr Jackson confirmed that it would be appropriate to consider residual values net of
“selling costs”. That logic would dictate that the residual value in an ex situ scenario should be considered net of refurbishment,
reconfiguration and transport costs too. In cross-examination, Mr Jackson *1976  appeared to accept that residual value should
be considered net of these costs but suggested that he had done so by applying the 70% reduction referred to above. However,
the reduction appears to have been performed only on Mr Jackson's “building costs inflation” approach and not his “lessor
return” approach. There is nothing in Mr Jackson's report to show any part of the £1·2m figure was reflected in Mr Jackson's
lessor return calculation, and I am not persuaded that it was.

226.  So far as the Building cost calculation is concerned:

 (i)  The use of RPI of 5·6% per year is inappropriate for the reasons I have set out above.
 (ii)  The residual value was calculated by taking 30% of the initial residual value uplifted for inflation. However the 30%

figure which Mr Jackson relied upon was not put forward by Mr Dodson as an independent means of establishing the
proportion of ex situ value which survived at the end of the lease. Mr Dodson appears to have used the 70% figure as a
rough and ready way of testing his conclusions rather than a means of arriving at a reliable calculation of residual value
in its own right.

 (iii)  In short, this is an assessment of value entirely dependent on the use of assumptions, which I have held to be unreliable.
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227.  Mr Manley's assessment of the residual value in 2028 was that ex situ, the Building would be worthless. In situ, he valued
it at £1·54m. This was arrived at using the same valuation methodologies he had used when arriving at his valuation as at
November 2019, using what he referred to as an accepted convention to “take the current market circumstances and assume
that the building is pro-rata at that number of years older”, but with an appropriate reduction to reflect the current state of the
building and the cost of bringing it up to market standard. I accept the evidence of Mr Manley and Mr Pincott, who inspected
the Building and produced a detailed documentary and photographic record of that inspection, that some adjustment for the
state of the Building is required.

228.  As the only end-of-lease valuation I have, and given Mr Manley's clear expertise as a valuer, I accept Mr Manley's £1·54m
in situ valuation at the end of the lease. The question of residual value was necessarily a matter for valuation experts rather than
for accounting experts and Mr Jackson's assumption-based approach cannot fill the evidential lacuna resulting from the lack
of valuation evidence on this topic from Mr Dodson.

229.  I also accept Mr Manley's evidence that the ex situ valuation of the Building at the end of the lease is likely to have been
insignificant once the costs of dislocation, transport, reconditioning, marketing, reconfiguration to a new user's requirements,
and reinstallation are taken into account. There are a number of “sense checks” which tell strongly against any suggestion that
the Building had a significant ex situ value post-installation (and certainly by 2019):

 (i)  It was the evidence of Mr Pierce that BOS, and the modular building industry in general, wrote off any residual value
in leased modular buildings after five years.

 (ii)  In explaining why no credit was given in the calculation to be performed under the Contract for the residual value of
the Building following a repudiation of the Contract, Mr Spring explained: *1977

“It is highly uncertain whether the building could be sold or re-let on terms that would represent a value equivalent
to the lost income stream and, in any event, the lead time required to identify a subsequent user of modular buildings
to a compatible design, which would allow the building to be reutilised without major refurbishment, would be very
substantial, if it could be achieved at all .” (Emphasis added.)

 (iii)  Finally, it is striking that while the claimants wrote terminating the College's right to use the Building in April 2018, at
a much earlier point in the life of the Building than if the full 15-year term had run, they have made no effort to repossess it.
That inertia is consistent with the ex situ value of the Building already being insignificant, and it would only have reduced
after a further ten years.

(iii) Minimum lease payments under the Contract

230.  All parties and their experts assumed that the minimum lease payments remained constant, being the payments specified
under the Contract. However, the Contract required the College to pay a substantial additional sum at the termination of the
Contract because the College was responsible for returning the Building to BOSHire in good and reasonable clean condition,
with the College liable for all costs of inspection, loading, unloading and transportation.

231.  In his report, Mr Jackson stated:

“If [the College] was to bear the costs of dismantling then this would be expected to reduce risk from SFM's perspective,
and so increase the likelihood of it being a finance lease. If [the College] was to, say, bear £400,000 of the relocation
costs and this was considered to represent a minimum lease payment under the Hire Contract then this would increase the
PVMPLS ratio by approximately 0·6%.”

232.  Under IAS 17 minimum lease payments are “payments over the lease term that the lessee is or can be required to make”.
There was no discussion before me of whether payments the lessee could be required to make to third parties for dismantling,
transportation etc fell within this definition, and accordingly I have ignored any uplift in the minimum lease payments which
might result from including these costs. This may involve an element of conservativeness in the calculation, in the claimants’
favour.
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Conclusion on the PVMLP ratio of the Contract

233.  On the basis of these conclusions, I am satisfied at the inception of the lease the PVMLP amounted to “substantially all
of the fair value of the leased asset”:

 (i)  Even assuming in the claimants’ favour that the relevant threshold for “substantially all” is 90%, if even one of Mr
Jackson's inputs is adjusted in a manner adverse to the claimants, the 90% threshold is exceeded.

 (ii)  I have concluded that a number of adjustments to those inputs are required, each of which would increase the PVMLP
percentage above the 90% threshold.

 (iii)  First, the RPI used should be corrected from 5·6% to 3%. Even if Mr Jackson's alternative RPI figure of 4·5% was
used, then PVMLP would still be above 90%. *1978

 (iv)  Second I have accepted Mr Manley's evidence that the Building had a residual value in situ of £1,540,000 and concluded
that its ex situ residual value was insignificant.

 (v)  Third, I have concluded that the fair value in situ cannot have exceeded £6m, and that the fair value ex situ (which the
logic of the claimants’ position requires them to use) should not include the preliminaries and groundworks, on which basis
it cannot exceed £5·35m even on the claimants’ own figures.

234.  It is worth noting that, on Mr Jackson's analysis and using his RPI rate of 5·6%, the PVMLP ratio is 88%. Only on the
further assumption suggested by Mr Jackson—that SFM would expect to make a return of 8%—did Mr Jackson's calculation
of the PVMLP ratio fall to 84·6%. However, Mr Jackson accepted that the calculation of residual value premised on an ex
situ sale or re-lease could not (sensibly) be calculated using this assumption. Putting that assumption aside, even if all of Mr
Jackson's inputs were accepted, the PVMLP ratio does not fall below 88%. On the basis of Mr Smith's expert evidence, which
I have accepted, that there is no “bright line” test of 90% under IAS 17, that would in my view amount to “substantially all”
of the fair value of the Building.

Primary indicators (c) and (e): Specialised asset and economic life

235.  Primary indicator (c) provides: “the lease term is for the major part of the economic life of the asset even if title is not
transferred”. Primary indicator (e) provides: “the leased assets are of such a specialised nature that only the lessee can use them
without major modifications”.

What is “the asset”?

236.  A preliminary question arises as to the identification of the asset or assets to which these tests should be applied. It appeared
to be the claimants’ case that the relevant assets were the 81 relocatable units of which the Building was constructed, rather than
the Building per se. This classification was intended to facilitate the argument that reuse of “the asset” was possible without
major modifications. While the 81 relocatable units were of varying lengths and widths, at their most basic level they were
simply 81 homogeneous steel frames.

237.  In response, the defendants pointed to the Contract definition (which the claimants tended to quote only in part rather
than in full). The “Equipment Description” provided:

“Double storey sixth form teaching accommodation block constructed from 81 no relocatable units all in accordance with
Supplier's drawings re AQ194–06–2000=F and AQ194–06–2100-D and technical specification ref AO194–06–9000-F.”

238.  Those drawings make it clear that the Building comprised, inter alia, an assembly hall, classrooms, workshops, laboratories,
studios and a café, and was to be built, configured and finished, both internally and externally, according to a detailed and
bespoke plan.

239.  I have concluded that the defendants’ submissions are to be preferred and that the asset for the purposes of primary
indictors (e) and (c) is *1979  the Building as described in the full contract description. It is the cost of providing that Building
finished in accordance with the specification in the Contract, rather than the cost of 81 steel frames, which the fair value of the
Building represents, and which drove the size of the lease payments.
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Primary indicator (e)

240.  It was common ground between the parties that this was primarily a question for the valuation experts. It was agreed that
sale or re-lease of the Building to a third party would involve three steps: (i) dismantling the Building into units; (ii) refurbishing
and reconfiguring those units to a new design; (iii) installing those units on another location.

241.  Mr Manley's evidence, which Mr Dodson agreed with, was that disassembly would require, inter alia, cutting through the
existing bolts, and separating the slices and external cladding which currently connects the units in the Building. A 100 tonne
crane or equivalent (on Mr Pierce's evidence a number of smaller cranes were used to install the Building) would be needed
to move the units, and 81 separate lorry loads would be needed to transport the units to their new destination. If this location
was not on the Isle of Wight, a ferry crossing would be required.

242.  On Mr Dodson's evidence, the cost of refurbishment and reconfiguration would be £1·2m and the cost of installation
would be £2·55m. Mr Manley suggested that the figures would be substantially higher.

243.  On Mr Dodson's evidence alone, it is clear that the Building was of such a specialised nature that only the lessee could
use it without major modifications. In any event, I am not persuaded by Mr Dodson's evidence that there would have been any
demand for the restored and reconfigured Building at the end of the lease so as to make removal, restoration, reconfiguration
and reinstallation an economically viable proposition.

244.  I accept that there is a market for reused modular buildings. Mr Manley drew a distinction in this connection between
permanent modular buildings and temporary modular buildings, suggesting that while the latter have a generic character and
are frequently reused, the former are not. Mr Manley's evidence was that some modular buildings are intended to be permanent
and are built as such. Their design is generally more complex and not conducive to relocation. In contrast, temporary modular
buildings are designed with relocation in mind. The most familiar example of these are portacabins. Given these differences in
design, it was Mr Manley's opinion that the relocation of permanent modular buildings is more expensive and complex than
the relocation of temporary modular buildings. Mr Manley's evidence was that the Building was a permanent modular building
whose relocation, while technically feasible, was not economically viable.

245.  The claimants disputed the existence of a distinction between temporary and permanent modular buildings, contending
that it was both technically and economically feasible to relocate the Building and buildings like it. This issue was the subject
of evidence from Mr Pierce, and also Mr Dodson. To support his evidence that it was economically feasible to relocate the
Building at the end of the lease, Mr Dodson attached extracts from webpages or trade publications featuring a number of school
buildings built using modular construction. It was the claimants’ case, largely pursued through the cross-examination of Mr
Manley, that these buildings were comparable to the Building and that they were all relocatable. *1980

246.  There were two difficulties with this approach. First, the documents which Mr Dodson had exhibited, and on which
the cross-examination was based, contained relatively limited detail, often giving no information about the materials used, the
internal finish of the buildings and the wider context in which they had been built, other than that which could be discerned
from the photographs. Second, it was Mr Manley's evidence, which I accept, that these communications, as sales publications
with potential customers as their intended audience, were likely to emphasise the potential for relocation of modular buildings
without explaining that, depending on the design of such buildings, such relocation might be complex and expensive, to the
point of being uneconomic.

247.  I found a specific focus on the characteristics of the Building, rather than alleged comparisons with other buildings,
the most reliable means of determining whether the Building was relocatable and re-leasable once installed in situ. In cross-
examination, Mr Dodson confirmed that the 81 units, once configured to form the Building, were put to heterogenous uses,
with varied internal finishes. The electrical wiring, the plumbing and the partition walls were different in almost every unit.
Mr Dodson accepted that the Building was intended for permanent use and that the College expected to occupy the building
for its “natural life”. In my view, that reflects the reality of the situation. The Building was intended for permanent use on its
original site and was designed in accordance with that intention. The claimants themselves, in submissions filed on 1 April
2020, described the Building as having been “compiled to the specific and exact specifications of the College”. The dismantling,
refurbishment, reconfiguration and reinstallation, which Mr Dodson accepted would be necessary before the Building could be
used by a third party, not only amounted to “major modifications”, within any ordinary understanding of that term, but also
made any profitable third party disposal of the Building at the end of the 15-year term unlikely.
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Primary indicator (c)

248.  Mr Jackson and Mr Smith agreed that if Mr Manley's evidence is preferred, such that the primary indicator (e) specialised
asset test is met, then the Building will also meet the primary indicator (c) economic life test for finance lease classification,
as the economic life of the asset would be consumed by the College. As I have concluded that the specialised asset test is met,
it follows that primary indicator (c) is also satisfied.

Conclusion

249.  All of primary indicators (c), (d) and (e) point to the classification of the Contract as a finance lease. As explained above,
the proper approach to IAS 17 is that, if any of the primary indicators is present, a lease will generally be classified as a finance
lease. In this case, three of the primary indicators are satisfied. Whether one employs the qualitative approach emphatically
advocated by the claimants, or considers the weight to be accorded to each of these factors, the answer is clear: the Contract
was a finance lease.

250.  As the Contract is properly classified as a finance lease, it follows that the Contract involved borrowing. It is common
ground that the Contract was entered into without the permission of the Secretary of State, which I have *1981  found
constituted a limitation on the College's power to borrow. It therefore follows that the Contract was ultra vires the College
and was void.

251.  Before leaving this issue, I should refer to a matter much pressed by the claimants in argument: that BOSHire, the College
and the others routinely referred to the Contract as an operating lease, the Contract so described itself, and that no one disagreed
with that classification until April 2018.

252.  The parties’ own descriptions cannot be decisive of an issue which turns on the economic substance of the transaction.
Lord Templeman's observations in Street v Mountford [1985] AC 809 , 819 are very much on point:

“In the present case, the agreement dated 7 March 1983 professed an intention by both parties to create a licence and
their belief that they had in fact created a licence. It was submitted on behalf of Mr Street that the court cannot in these
circumstances decide that the agreement created a tenancy without interfering with the freedom of contract enjoyed by
both parties. My Lords, Mr Street enjoyed freedom to offer Mrs Mountford the right to occupy the rooms comprised in
the agreement on such lawful terms as Mr Street pleased. Mrs Mountford enjoyed freedom to negotiate with Mr Street to
obtain different terms. Both parties enjoyed freedom to contract or not to contract and both parties exercised that freedom
by contracting on the terms set forth in the written agreement and on no other terms. But the consequences in law of
the agreement, once concluded, can only be determined by consideration of the effect of the agreement. If the agreement
satisfied all the requirements of a tenancy, then the agreement produced a tenancy and the parties cannot alter the effect
of the agreement by insisting that they only created a licence. The manufacture of a five-pronged implement for manual
digging results in a fork even if the manufacturer, unfamiliar with the English language, insists that he intended to make
and has made a spade.”

253.  The question of what constitutes borrowing under paragraph 3(4)(a) of Schedule 1 is not a self-certification scheme, but
a matter to be determined on the objective facts. There is no evidence of anyone on the College or Council's side ever having
performed the in-depth analysis necessary to arrive at an informed application of IAS 17, and in the absence of such analysis,
the fact that individuals or entities were willing to treat the Contract as what it professed on its face to be is neither here nor
there. This also answers Mr Straker's points that none of the extensive powers capable of being invoked against the College
in the event of financial mismanagement were ever exercised. Unless and until the detailed analysis had been performed to
allow a meaningful conclusion on the question of the Contract's classification, there was simply no basis for any such powers
to be invoked, even assuming the political will had existed to do so. Now that that analysis has been performed, the proper
classification of the Contract admits of no real doubt.

254.  For the same reason, the claimants’ invocation of the presumption of regularity, and their reliance on the decision in
Calder Gravel Ltd v Kirklees Metropolitan Borough Council (1989) 60 P & CR 322 takes them nowhere. *1982  This is not
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a case in which the original facts are lost in the mists of time, and in which the court relies upon an evidential assumption as
to the original position based on the manner in which people have behaved subsequently. In this case, there is no evidential
void for the presumption to fill.

255.  In addition to the argument based on paragraph 3(4)(a), which I have upheld, the defendants ran a number of alternative
arguments as to why it was said that the College lacked capacity to enter into the Contract. While on the basis of the finding I
have reached on the borrowing issue, it is not necessary to resolve these alternative grounds of argument, in circumstances in
which the points were the subject of argument I address the alternative grounds below.

The vires defence based on regulations 6 and 7 of SEYFER 2012

256.  I have already referred to SEYFER 2012 , regulations made by the Secretary of State in exercise of the delegated legislative
power provided for in various of the sections of the relevant primary legislation. The College, supported by the Council,
submitted that it was ultra vires the school to spend funds from the Council's “school's budget” (for the purposes of section
45A(2) of the SSFA ) on capital expenditure.

257.  To the extent that the Contract was to be treated, for accounting purposes, as a finance lease, then I accept that it involved
capital expenditure for the purposes of SEYFER 2012 , and that use of the local authority's schools budget for that purpose
would not be in accordance with regulations 6 and 7 of SEYFER 2012 . I do not think Mr Straker for the claimants contended to
the contrary. The factual basis, therefore, for the defendants’ argument under regulations 6 and 7 of SEYFER 2012 could only
arise if, for some reason, the College did have capacity to take out a finance lease notwithstanding paragraph 3(4) of Schedule
1 to the Education Act 2002 , but then sought to meet payments due under that finance lease from monies emanating from
the school's budget. I shall assume, for the purposes of considering this argument, that Mr Oldham for the College is right to
contend that the restrictions on the use of funds in the delegated budget imposed by regulations 6 and 7 of SEYFER 2012 apply
to the College, even though SEYFER 2012 is not directed to the College but to the Council.

258.  Regulations 6 and 7 of SEYFER 2012 are concerned with the use of funds emanating from a particular source, not with
capacity to contract. The various statutory provisions under which the Regulations were enacted do not include those provisions
of primary legislation which directly address the capacity and powers of maintained schools or even of local authorities.
SEYFER 2012 was passed many years after those provisions which do clearly define the powers of maintained schools first
appeared in the SSFA in 1998 (such that, if any part of those Regulations did limit the capacity of maintained schools, this
occurred a number of years after those schools were first created and endowed with statutory capacity). Those matters have led
me to conclude that SEYFER 2012 does not impose limitations on the contracting powers of maintained schools, but, at best
for the College, on the manner in which contractual obligations may be performed.

259.  Further, the obligations imposed by SEYFER 2012 are placed on the Council and not on the College. The College's
position in closing submissions was as follows: *1983

“The College does not suggest that all the provisions of SEYFER 2012 impose restrictions on its vires, although they
certainly regulate the powers of the Council. As set out above, SEYFER is directly addressed to LAs [‘local authorities’]
and not GBs [‘governing bodies’]. They create a restriction on the vires of the GB only where the GB's actions constitute
a circumvention of the detailed scheme of budgetary allocation and control in SEYFER. Where an LA cannot allocate
in an individual delegated budget funds for capital expenditure, it cannot be permissible for the GB to use those funds
for capital purposes.”

260.  Traditionally, the prohibition on performing a contractual obligation in a particular way only rendered a contract illegal
as a matter of private law where the contract expressly required performance in that way, or where the shared intention of
both parties was to perform the contract in that unlawful way. It has become more difficult to repeat those old certainties with
confidence now that a factors-based approach to the issue of illegality falls to be applied following Patel v Mirza [2017] AC
467 , but the broader range of possible responses to illegality identified in that case would itself militate against treating the
illegal nature of one party's anticipated method of performance of a contract which can be performed lawfully in some other
way as something rendering the contract void for all purposes.
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261.  If an innocent intention (in the sense that there was no awareness of the illegality) to discharge contractual obligations
using funds which could not lawfully be used for that purpose is sufficient to render the decision to contract (rather than the use
of the funds) void as a matter of public law (an issue which was not the subject of submissions), in my view such a public law
ground of invalidity would not give rise to a defence of lack of capacity to contract as a matter of private law. If the College was
or became able to discharge its liabilities under the Contract using funds which were not subject to similar restrictions (such
as funds from the YPLA, the two supporting dioceses or its own commercial activities), I cannot see why it should be relieved
from liability merely because it could not use funds in the Council's schools budget for this purpose. Mr Oldham accepted in
closing submissions that if, the day after the Contract was signed, the College had received funds from the dioceses to cover all
of the hire payable, the Contract would not be outside the College's capacity to contract or void. That in itself strongly militates
against the suggestion that regulations 6 and 7 affect the College's capacity to contract.

262.  In the course of closing argument, it became apparent that the College had pleaded an alternative to its “no contract” case,
which asserted that even if the Contract was valid, the use of funds in the schools’ budget to make payments under the Contract
was not, such that these funds were said to be recoverable in unjust enrichment. In circumstances in which (on the evidence of
Ms Williams of the College) all funds received by the College from whatever source were paid into a single bank account from
which its expenditure was met, it is not clear how the factual predicate for this argument (that monies from the Council were
used for an unlawful purpose) can be made out. There are also issues as to what happens if funds which cannot be lawfully used
by the payer for a particular purpose (albeit this is unknown to the payee) are used to pay a debt arising under a valid contract.
Is there a defence to the claim in unjust enrichment that the sum has been paid *1984  to discharge a valid debt and hence
good consideration has been provided ( Goff and Jones, The Law of Unjust Enrichment , 9th ed (2016), chapter 29 , section 4
)? Or can a claim in unjust enrichment by the payer to recover the sums paid be defeated by a defence of set-off based on the
payee's debt claim? These issues were not the subject of submission and, in the light of my previous findings, it is not necessary
to decide them. I therefore say no more about them.

The vires defence based on the contravention of the Council's Scheme

263.  As I have mentioned, under section 48 of the SSFA the Council is required to issue the Scheme. The College and the
Council contend that the powers of the College are “subject to” the provisions of the Scheme, such that (in private law terms)
the College does not have contractual capacity to enter into a contract which does not comply with the terms of the Scheme.
It is said that there was a failure to comply with the terms of the Scheme here because in entering the Contract, the College
contravened the following provisions of the Scheme:

 (i)  Para 2.1 which required a maintained school to manage its delegated budget with due regard to the Council's standing
orders, contract standing orders and financial regulations, and to the exercise of budgetary and financial controls.

 (ii)  Para 2.4 which required a maintained school to seek to achieve efficiencies and value for money, to optimise the use of
its resources and to invest in teaching and learning, taking into account the authority's purchasing, tendering and contracting
requirements.

 (iii)  Para 2.10 which required a maintained school to abide by the Council's financial regulations and contract standing
orders (including obtaining at least three tenders for any contract with a value exceeding £10,000 a year).

 (iv)  Para 2.14 which required a maintained school to notify any use of its budget share for capital expenditure over £15,000
to the Council, and for decisions in relation thereto to take into account the advice from the director of finance or the director
for children and young people.

 (v)  Para 2.15 which provides that

“the authority may issue a notice of concern to the governing body of any school it maintains where, in the opinion
of the director of finance and the director for children and young people, the school has failed to comply with any
provisions of the scheme or where actions need to be taken to safeguard the financial position of the local authority or
the school. Such a notice will set out the reasons and evidence for it being made and may place on the governing body
restrictions, limitations, or prohibitions in relation to the management of funds delegated to it”.

 (vi)  Para 3.6 which provides that a maintained school is only permitted to borrow money with the written permission of
the Secretary of State.

 (vii)  Paras 4.5 and 4.9 which provide that any planned deficit budget is required to be approved by the Council and to be
subject to certain limits, including a maximum length of three years, and a maximum deficit of £150,000. *1985
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Is the College's capacity to contract in private law circumscribed by the terms of the Scheme?

264.  As I understand the position, schemes for financial delegation by local authorities to schools were first introduced by
Chapter III of the Education Reform Act 1988 (“the ERA”). The ERA provided for the Secretary of State to approve any
scheme, and authorised a local authority to suspend a school's delegated budget if the school's governing body had been guilty
of a “substantial or persistent failure to comply” with the requirements of the scheme ( section 37 ).

265.  At the times material to the present claim, the Scheme was issued by the Council pursuant to section 48 of the SSFA .
Section 48 provided that the Scheme would deal with “such matters connected with the financing of schools maintained by the
authority” as the SSFA or regulations issued by the Secretary of State required. The description of the purpose of the Scheme
is section 48 is not immediately suggestive of a document whose contents will define the legal powers of a maintained school.
However, Mr Oldham is able to point to other provisions of the SSFA and the Education Act 2002 which provide a better basis
for such an argument.

266.  First, section 50(3) of the SSFA provides that a maintained school may spend its delegated budget as it sees fit “subject to
any provision made by or under the scheme”. Those words are certainly capable of supporting an argument that compliance with
the Scheme is a limit on one of the College's powers (viz how it spends its delegated budget), albeit that would not constitute
a limit on the exercise of its power to contract (see the discussion of SEYFER 2012 above).

267.  Second, paragraph 3(8) of Schedule 1 of the Education Act 2002 —the Schedule which sets out the powers of the
statutory corporation constituted by a maintained school's governing body—refers to the paragraphs setting out the powers of
the governing body and states: “Sub-paragraphs (1) to (3) have effect subject to— (a) any provisions of the school's instrument
of government; and (b) any provisions of [the Scheme].”

268.  The argument that paragraph 3(8) imposes a limit on the College's powers is a formidable one, but one which (at least in
its fullest extent) I am unable to accept. In order to test the argument, I asked to see the College's instrument of government (a
document which I was told there is no duty to publish but which, on the College's argument, limited its powers). It provided,
inter alia:

“The school is to be conducted both as a Catholic school in accordance with the canon law and teachings of the Roman
Catholic Church, and as a Church of England School, in accordance with the Trust Deed of the school and in particular …
at all times the school is to serve as a witness of Our Lord Jesus Christ.”

269.  I put the example to Mr Oldham in argument of a contract by the College to hire a contraceptive dispenser. He did not
shrink from the suggestion that, if this was contrary to the teachings of the Roman Catholic Church, the contract would be void
on grounds of lack of capacity by reason of paragraph 3(8)(a) of Schedule 1 to the Education Act 2002 . However, I cannot
accept the suggestion that something as fundamental to a third party dealing with the College as the extent of the College's
contractual capacity  *1986  could turn on the resolution of theological disputes such as whether the Guelphs or the Ghibellines
had right on their side.

270.  There are similarly a number of provisions in the Scheme—a document which is 37 pages long—whose broad-textured and
disputable nature makes them inherently unsuitable as limitations on the College's contractual capacity. For example para 2.4
provides that “schools must seek to achieve efficiencies and value for money, to optimise the use of their resources and to invest
in teaching and learning” and that “it's important for schools to review their current expenditure, compare it to other schools and
think about how to make improvements”. Para 9.1 requires the school to demonstrate when buying insurance that “the cover is
relevant to the authority's interests and that it is at least as good as the relevant minimum cover arranged by the authority”.

271.  The argument that only some provisions of the instrument of government and the lease impose limits on the College's
power to contract, and not others, is itself an unattractive one, because of the uncertainty to which such an approach would
inevitably give rise when determining which provision do or do not impose such a limit. Unless a particular paragraph of the
Scheme itself makes it sufficiently clear that compliance with that provision constituted a limitation on the extent of the College's
power, I would not regard any provisions of the scheme as limiting the College's capacity, so much as imposing obligations
on the College vis-à-vis the Council as to how it should conduct itself. A distinction of this kind bears some relationship to
the distinction drawn in private law between “want of authority” and “abuse of authority” which was referred to by Millet J in
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Macmillan Inc v Bishopsgate Investment Trust plc (No 3) [1995] 1 WLR 978 , 984 or between validity and propriety referred
to by Stuart-Smith LJ in Grupo Torras SA v Sheikh Fahad Mohammed Al-Sabah [1995] CLC 1025 , 1033.

272.  Similarly, in private law, the courts have been reluctant to allow the internal procedures of a company to serve as a
constraint on the authority of the company's agents to enter into contracts which are of a kind permitted on the face of its
foundational documents (the rule in Royal British Bank v Turquand (1855) 5 E & B 248 ). A similar concern not to make the
validity of contracts between third parties and a public body over-dependent on the internal workings of the public body can
be seen in a number of cases involving public bodies. For example in Charles Terence Estates [2012] PTSR 790 , para 64
Cranston J directly invoked the Turquand principle when saying that “in general a public authority making a contract in breach
of internal rules and procedures should not be able to invoke these when they are not readily visible to the counterparty and
the counterparty has acted in good faith”.

273.  These matters suggest a degree of caution in approaching the College and the Council's argument that the terms of the
Scheme set limits on the College's capacity to contract. Further, the following provisions of the Scheme support the view that
it is generally concerned with the relationship of the Council and College inter se rather than the power of the College when
dealing with others:

 (i)  Under the heading “the role of the scheme”, the Scheme provides that “this scheme sets out the financial relationship
between the authority and the maintained schools which it funds” and that “the requirement of the  *1987  Scheme in
relation to financial management and associated issues are binding on both parties ” (emphasis added). This is consistent
with the view that the Scheme is generally concerned with setting out the rights and responsibilities of maintained schools
and maintaining authorities “inter se” rather than provisions which limit the power of a school to conclude contracts with
third parties.

 (ii)  The general sanction which the Scheme provides for non-compliance with its terms is (a) the issue of a notice of concern
by the Council in respect of a failure to comply with any provision of the Scheme, which allows the Council to impose
various requirements on the school's staff and governing bodies such as extra training (para 2.15), and (b) the suspension of
the school's right to a delegated budget in the event that the provisions of the Scheme “have been persistently breached or
if the budget has not been managed satisfactorily” (para 1.1). The stipulated consequences for non-compliance, therefore,
all involve consequences for the College rather than the invalidity of transactions.

274.  I will now review the specific paragraphs of the Scheme relied upon by the College and the Council in closing argument to
consider whether any of them are in such terms or of such a nature as to give rise to limits on the College's capacity to contract.
It is right to note that only limited time was devoted at the hearing to exploring these underlying complaints, whether in cross-
examination or submission.

Paras 2.1.1, 2.4 and 2.10: failure to comply with the Council's standing orders as to contracts

275.  Para 2.1.1 required the College to manage its delegated budget “with due regard to the instructions laid out under the local
authority's standing orders as to contracts” and para 2.4 provided that schools had to seek efficiencies “taking into account the
authority's purchasing, tendering and contracting requirements”. While I would not regard the phrases “with due regard to” and
“taking into account” as phrases limiting the College's capacity to contract, the language of para 2.10 is more emphatic. Para
2.10 states that the College is “required to abide by the authority's financial regulations, standing orders in respect of purchasing,
tendering and contracting matters” and that “all contracts let by a school for more than £10,000 in any one year must be subject to
at least three tenders”. For contracts with values of £3,834,411 and above (works) and £153,376 and above (goods and services),
the procurement process required invitations to tender to be issued in accordance with EU Procurement Directives.

276.  The contract standing orders document states that “this is an important document that forms part of the Council's
constitution. Compliance by all members and staff is therefore mandatory and contravention is a serious matter”.

277.  I accept that the College's decision to enter into the Contract did not comply with the Council's standing orders. Indeed
no attempt was made by the claimants to establish that it did. However, I do not accept that the effect of such non-compliance
was to render the Contract beyond the capacity of the College or otherwise void. Had the Contract in question been with the
Council, section 135(4) of the Local Government Act 1972 would have applied. This provides: *1988
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“A person entering into a contract with a local authority shall not be bound to inquire whether the standing orders of the
authority which apply to the contract have been complied with, and non-compliance with such orders shall not invalidate
any contract entered into by or on behalf of the authority.”

278.  I accept that, given my conclusion that ( section 49(5) notwithstanding) it was the College, and not the Council, which
was the putative contracting party, it might be said that section 135(4) does not apply to the Contracts on its own terms because
the claimants are not “a person entering into a contract with a local authority”. However, in circumstances in which the contract
standing orders do not limit the contractual capacity of the Council, it would be strange if they had this effect when applied to the
College through the Scheme. Taken together with the other matters I have referred to which have led me to reject the argument
that the Scheme operates generally as a limit on the College's vires, I have concluded that compliance with the standing orders
does not constitute a legal limit on the College's power to contract, albeit that as between the Council and the College inter se,
they regulate how the College should exercise its powers. As the College and the Council's defence based on the Scheme was
advanced solely on an ultra vires basis, and not, for example, on the basis that the claimants were aware of the College's non-
compliance with the standing orders, that is sufficient to reject this defence to the claim under the Contract.

Para 2.4: failure to manage the delegated budget with due regard to the financial regulations

279.  The Council's financial regulations are a 49-page document whose purpose is stated to be to “provide a framework for
managing the authority's financial affairs”. On their face, they do not apply to maintained schools. Para 1.1.5 provides that
“schools with delegated budgets are subject to a separate framework of regulation”. It is no doubt for this reason that the financial
regulations do not have direct application to the College, but are a matter to which College must have “due regard” by reason
of para 2.1.1 of the Scheme.

280.  The provision of the financial scheme relied upon by the College and the Council is para 1.3 which contains a “statement of
principles”. This records that the council “expects high standards of conduct from its members and officers”, and there follows
a series of high level statements of principle, including references to the Council's expectation of “high standards in financial
management and administration”, that “the planning, monitoring and control of the use of resources is of vital importance” and
that “value for money is at the core of the council's financial activity”. Finally, para 1.3.2 provides:

“The principles of sound financial management, proper exercise of responsibility, and accountability, as set out in financial
regulations, should be applied in all circumstances, even where any particular circumstance is not specifically referred to.”

281.  It will be apparent that the provisions relied upon are of uncertain and highly disputable scope. Taken together with the way
in which the financial regulations are referred to in the Scheme (“with due regard to”) and the *1989  factors I have identified
as tending against the suggestion that the Scheme generally operates as a limitation on the College's vires, I have concluded
that para 1.3 does not limit the College's capacity to enter into contracts. Rather it is one of a number of provisions which relate
to the College's exercise of that power as between the College and the Council inter se.

282.  I received relatively limited submissions on which aspects of the financial regulations it was said that the College had
failed to have “due regard” to. The sum total of what was said in the College's closing submissions on this topic was:

“Para 1.3 of the Council's financial regulations … sets out the general principles of sound financial management to
safeguard public funds … Seen as a whole, and for all the reasons advanced in these submissions, the Council fell well
short of those standards.”

283.  For reasons which I explain below when addressing the College and the Council's submissions on the Roberts v Hopwood
and Wednesbury duties I accept that the College proceeded with the Contract without any adequate attempt to ascertain the
affordability of the project from the College's resources, and without taking sufficient steps to seek to ensure that the Contract
represented value for money. If, therefore, I had concluded that the requirement to have “due regard to” the financial regulations
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gave rise to a limit on the College's capacity to contract, I would have concluded that that limit was not satisfied in relation
to the entry into the Contract.

Para 2.4: failure to seek efficiencies and value for money

284.  Para 2.4 of the Scheme provided that:

“Schools must seek to achieve efficiencies and value for money, to optimise the use of their resources and to invest in
teaching and learning, taking into account the Authority's purchasing, tendering and contracting requirements.”

Essentially for the same reasons which led me to conclude that the reference in the Scheme to the financial regulations did not
limit the College's power to contract, I have concluded that this provision does not create a limit of the College's contractual
vires, but that, if it did, that limit was not satisfied.

Para 2.14: failure to inform the Council of capital expenditure and related failures

285.  Para 2.14 provides:

“Governors are required to inform the authority if the expected capital expenditure to be met from the budget share is
likely to exceed £15,000, and to take into account any advice from the director of finance and director for children and
young people as to the merits of the proposed expenditure.”

286.  There is a brief suggestion in the Council's opening, and an even briefer reference back to that reference in the Council's
closing, that the College failed to comply with this provision, and that, in those circumstances, the College lacked capacity to
enter into the Contract. In circumstances in which the classification of the Contract as one of capital expenditure entails *1990
that the Contract constituted a finance lease and, hence, borrowing, it is not necessary to address the position if the Contract
had, notwithstanding its status as capital expenditure, been binding on the College apart from para 2.14.

287.  My provisional view is that a failure to inform the Council of the proposed expenditure in compliance with para 2.14
would not deprive the College of capacity to contract. Under the statutory scheme for funding secondary education, the incurring
of capital expenditure is principally a matter for the maintained school and not the Council. The purpose of the notification
provision appears to have been to allow the directors of finance and children and young people to give non-binding advice on
the merits of the proposal, and the Council's permission is not required for the College to proceed. These matters all militate
against para 2.14 constituting a limit on the College's power to contract.

288.  So far as the factual position is concerned while the College did inform the Council of the proposed expenditure under
the Contract, they did so expressly on the basis that this was not capital expenditure. I would not regard this as compliance
with the para 2.14 obligation.

Para 3.6: borrowing without the permission of the Secretary of State

289.  I have already addressed the substance of this complaint in the context of paragraph 3(4) of Schedule 1 to the Education
Act 2002 , and concluded that, as a finance lease, the Contract fell outside the contractual capacity of the College as a statutory
corporation because it involved borrowing without the permission of the Secretary of State. In my view, para 3.6 of the Scheme
is not intended to enlarge upon or vary the content of paragraph 3(4) of Schedule 1 , but simply to restate it. I note that the
guidance on the content of local authority schemes issued by the Secretary of State under section 48 of the SSFA , which the
Scheme tracks closely, provides that “the scheme should contain a provision reminding schools that governing bodies may
borrow money (which includes the use of finance leases) only with the written permission of the Secretary of State” (emphasis
added). Accordingly this paragraph of the Scheme adds nothing to paragraph 3(4) of Schedule 1 .
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Para 4.9 of the Scheme: the size and duration of the College's deficit

290.  Para 4.9 of the Scheme provides:

“The maximum length for which a deficit may last will be three years. The granting of a licensed deficit would normally
be in circumstances of an increasing pupil number base, or the financing of an approved development at the school. A
deficit will only be licensed if the school has a viable financial plan for repayment. The maximum deficit allowed will be
10% of the school budget share or £150,000, whichever is less.”

291.  The College and Council contend that this provision was not complied with because, when it entered into the Contract,
the College had been operating at a deficit since it was constituted in 2008/2009, and therefore for more than three years, and
because its deficit had exceeded £150,000 from the end of the 2009/2010 year and had reached £760,000 by 2011/2012. It is
not clear to me how the failure to comply with the deficit requirements in the Scheme (either as to duration or amount) is said
to impact *1991  the vires of the College to contract: for example whether it is said that once the budget deficit exceeds the
stipulated amount or duration, all contractual capacity ceases (or at least all contractual capacity to conclude contracts under
which it would fall to the College to make payments) until the budget has been eliminated (if it has continued for over three
years) and/or been brought back below £150,000. Nor was it clear to me what the College and Council alleged would be the
consequence if the College became non-compliant with the deficit provisions during the life of a contract.

292.  It is obvious that this provision cannot sensibly be treated as a limitation on the College's capacity to contract. The argument
becomes even more difficult in this case, in circumstances in which the Council licensed the College's deficit in an amount and
for a duration exceeding those specified in para 4.9 of the Scheme in January 2012 and thereafter. In circumstances in which
the role of the Scheme is said to be to “set out the financial relationship between the authority and the maintained schools
which it funds”, and in which para 4.9 provides that the Council is to license deficits, the suggestion that a deficit licensed
by the Council in duration and amount may nonetheless lead to contracts which the College purports to conclude being void
has little to commend it.

The allegation that the contract was entered into with an improper purpose

293.  It is clear that one ground of public law unlawfulness which may arise in respect of a decision of a public body (including
a decision to contract) will be where the decision was taken for the purpose of frustrating a statutory purpose or constraint
which applies to the public body. In Padfield v Minister of Agriculture, Fisheries and Food [1968] AC 997 a statute gave
the minister a discretion to refer complaints for investigation by a committee, the statutory purpose of that provision being to
provide a machinery for investigating complaints by farmers. The House of Lords rejected the argument that the minister had
an unfettered discretion not to refer complaints, on the basis that the discretion had been conferred to promote the policy and
objects of the Act. In that case, the discretion could not be exercised so as to prevent something happening which it was the
object and purpose of an Act of Parliament should happen in appropriate circumstances.

294.  The same issue can arise, in more acute form, where the purpose and effect of an Act of Parliament is that something should
not happen at all, and a public body seeks to exercise powers to achieve the same outcome by another route. In Crédit Suisse
[1995] 1 Lloyd's Rep 315 Colman J considered the position if, contrary to his decision, the council did have statutory powers
to do what it did, but had acted with the purpose of avoiding annual borrowing and spending limits on local authorities and so
as to be able to trade in timeshare units which a local authority did not have power to do. He held that this made the decision
to contract (and the contract) invalid, on the basis that the decision to contract had been taken on the basis of an irrelevant
consideration (viz the desire to evade those limits).

295.  That conclusion was upheld in the Court of Appeal [1997] QB 306. Neill LJ (at p 334) did not found his decision on this
issue on the fact that the council had taken account of improper considerations, but because, Parliament having put in place “an
elaborate structure to provide for and regulate the manner in which a local authority can obtain funds to *1992  carry out its
statutory functions”, it could not be a proper purpose for the Council “to circumvent the restrictions on borrowing and spending”.

296.  In this case, the College and the Council contend that even if it was within the power of the College to enter into the
Contract, its decision to do so was void as a matter of public law (with the consequence, it is said, that the College lacked
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capacity to contract as a matter of private law) because “the terms of the Contract were driven by the requirement of BOSHire
that they be precisely fashioned so as (as BOSHire thought) to avoid the bar on borrowing”. In closing, the College put its
case on this issue as follows:

“On the undisputed evidence the terms of the contract and the structure of the deal were generally fashioned by Mr Spring
so (as BOSHire thought) as to avoid the ban on the College borrowing. Mr Spring's evidence was that he sought to draft
the Contract to ‘satisfy all of the operating lease tests’ … If it is not borrowing, it is a circumvention of the restriction on
borrowing in the same way that Crédit Suisse was and it is, accordingly, ultra vires the College's power to agree it.”

297.  Some care is required when seeking to apply the improper purpose ground of public law challenge where it is alleged that
(in effect) the public body had wanted to do X but, having ascertained it had lacked the power to do so, had resolved to do Y as
the next best thing. If a school had wanted to provide transport for its students, and on ascertaining that it lacked the power to
borrow money to buy minibuses, had resolved to use its funds to hire them as and when needed instead, it could not be suggested
that this decision was ultra vires because it had been motivated, in part, by the desire to provide by an alternative method the
transport which the Council lacked the power to provide on its preferred approach. Similarly, if a public body could not enter
into a lease in excess of a certain duration because this would amount to capital expenditure, it could not be suggested that the
decision to enter into a lease of a sufficiently short duration not to be susceptible to that characterisation was an impermissible
attempt to evade the statutory limitation.

298.  In the present case, I have concluded that the prohibition on borrowing without the permission of the Secretary of State
requires a substantive test, such that a lease which is, for IAS 17 purposes, a financial lease will be caught by the prohibition.
IAS 17 is itself a provision which requires the determination of the nature of the lease to be undertaken as a matter of substance
and not form. If, contrary to my findings, I had reached the conclusion that the Contract was an operating lease, in circumstances
in which there is no relevant statutory restriction on the College's power to enter into an operating lease, the decision to enter
into such a lease could not fairly be characterised as an attempt to evade the statutory prohibition on borrowing or entering into
finance leases, because the transaction which the College had entered into would, ex hypothesi, be substantively different to
the transaction which the statutory scheme prohibited. Nor could it matter, for this purpose, if the terms of the Contract had
been drafted with a view to ensuring, as a matter of substance, that it was not a finance lease: for example making it clear that
it included no right of purchase for the College, or limiting the duration of the lease so that the lessor retained a significant
interest in the Building. On those facts, the decision to enter into the lease *1993  would not have been an attempt to achieve
indirectly the same substantive outcome which the College had no power to achieve directly, but a decision not to enter into a
type of transaction which statute prohibited, but to enter into a substantively different transaction which the statute allowed.

299.  Had I concluded, therefore, that the Contract was an operating lease and not a finance lease, I would have rejected the
College and the Council's submission that the decision to enter into the Contract was nonetheless unlawful because it was
undertaken for the improper purpose of circumventing the prohibition on entering into finance leases. In these circumstances, it
is not necessary to address, on the specific facts of this case, the legal issue which I have discussed above as to the circumstances
in which such an improper purpose may provide a basis for resisting a claim under a contract as a matter of private law.

Roberts v Hopwood and irrationality

300.  I can take these two defences together.

301.  It has been established since Roberts v Hopwood [1925] AC 578 that

“a local authority owes a fiduciary duty to the ratepayers from whom it obtains moneys needed to carry out its statutory
functions, and that this includes a duty not to expend those moneys thriftlessly but to deploy the full financial resources
available to it to the best advantage”: Bromley London Borough Council v Greater London Council [1983] 1 AC 768 ,
829 (Lord Diplock).

A decision to expend money in breach of that duty will be void as a matter of public law. The description of that duty as
“fiduciary” is not a direct invocation of the private law concept of fiduciary duty, but one which draws an analogy with the
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private law obligations of stewardship of a trustee, reflecting the fact that those approving expenditure by a public body are
not dispensing their own funds, but public funds.

302.  Breaches of that duty have been found when a local authority agreed to pay wages in excess of the market rate with a view
to providing employment ( Roberts v Hopwood itself), or to levy a supplementary rate to subsidise public transport ( Bromley
) or to accept a lower offer from tenants than from another potential buyer when selling public property ( R (Structadene Ltd)
v Hackney London Borough Council [2001] 2 All ER 225 ).

303.  In addition, it is, of course, well established that a decision will be invalid in public law if it is unreasonable in the
Wednesbury sense. This will often overlap with the issue of whether there has been a breach of the Roberts v Hopwood duty.
For example, in Structadene Elias J found that the council had acted in a Wednesbury unreasonable way “for essentially the
same reason” as he found that the Roberts v Hopwood duty had been breached, namely that “a rational council would not have
rejected an offer which was £100,000 more favourable than the offer which it in fact accepted” (p 235).

304.  The evidence on this aspect of the case developed in a somewhat unsatisfactory way. The witnesses relevant to the issue
of whether the College had acted irrationally and in breach of the Roberts v Hopwood duty were Mrs Goodhead, the principal
at the relevant time, and Ms Williams, the business manager. However, in circumstances in which the College was, in effect,
seeking to establish its own irrationality, the College had no incentive *1994  to seek to establish that those individuals or the
other members of the College staff and governing body had acted in accordance with the College's public law duties in this
respect. This forensic difficulty is inevitable in the unusual case in which a public body seek to establish the unlawfulness of its
own decision-making process. For that reason, I have carefully considered whether there are any matters, which did not emerge
during the oral evidence, which could be relied upon in support of the argument that the decisions were lawful. However, the
essential facts appear relatively clearly.

305.  It is clear that those acting for the College in decisions relating to the Contract did so from a profound personal conviction
that it was not simply desirable, but essential, to have a sixth form centre, both for the educational well-being of the College, and
more completely to fulfil the College's mission of providing Christian secondary education on the Isle of Wight. I also accept
that the same individuals held the strong view that the Council was, in effect, under a moral obligation to provide the funding
for the sixth form building, both to fulfil its original decision that the age range of the College should be expanded to include a
sixth form, and so as to treat the College fairly and equitably when compared with the treatment of other Isle of Wight schools.
I am not in a position to pass any comment on how far, if at all, these views were justified, but it was clearly a factor which was
a powerful driver of decision-making within the College at the relevant time.

306.  However, as custodians of public funds, it was not appropriate for the College to enter into and then enlarge the scope of this
very significant legal commitment without determining that it had or would have sufficient resources to meet its commitments
on the basis of a Micawberesque hope (or in this case conviction) that something would turn up. This was essentially the
approach which the College adopted.

307.  The process by which the Contract was concluded involved almost no effort by the College to ascertain whether the price
quoted by BOSHire represented good value. The College's own assessment appears to have been that the costs of the proposal
were high (as noted at a meeting of the finance committee on 2 February 2012), but that this represented the only means of
proceeding with the project within the desired timescale. Ms Williams confirmed in her evidence that “we felt it was a very
expensive way of obtaining a building. I certainly was very aware it was public money we were using and I felt it was a very
expensive way of going about it”.

308.  At no stage did the College consider whether the construction of the sixth form remained a viable proposition when
funding alternatives fell away (for example following the cancellation of the “Building Schools for the Future” programme in
2010). When the BOSHire proposal came in, the College did not revisit two earlier and significantly cheaper proposals for the
construction of modular buildings (from Building Schools for Nothing and the McAvoy Group). Ms Williams, giving evidence
for the College, stated that she knew of “no good reason the College did not go back” to those “significantly cheaper proposals”.
The documents before me offer no such explanation, and my conclusion is that having concluded that the BOSHire proposal
was likely to achieve a sixth form building more quickly than other options, the College decided to continue with BOSHire
come what may, even when planning permission issues delayed the construction of the Building until after September 2012,
and after it became apparent that the costs of the BOSHire proposal substantially exceeded those previously quoted. *1995

309.  The College's determination to proceed with BOSHire is manifest in a number of matters:
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 (i)  The absence of any serious attempt to reduce the cost of the BOSHire proposal in commercial negotiations, even when
it became apparent that terms which Mr Blow of BOS had originally indicated would feature in the final contract such as
a legally enforceable right to purchase would not form part of any deal.

 (ii)  The College's decision to move on 6 December 2012 from a phased implementation of the programme to the immediate
implementation of the full proposal in 2013, with limited consideration of the financial implications of such a significant
change beyond generalised assertions that the principal and business manager were confident that a whole build could go
ahead.

 (iii)  The College's decision that BOS should undertake substantial work on site not only before the Contract was signed
(by which point £484,000 of work had been done), but before planning permission had been obtained.

 (iv)  The failure to revisit the proposal as further costs not originally budgeted for emerged. This had happened even before
BOSHire had signed the Contract, when on 18 March 2013 the College informed the Council that “we are finding it very
difficult to provide the necessary finances from our budget to fully equip and refurbish the new building”. These and other
unbudgeted costs led to the two variations to the Contract when these amounts were rolled into higher annual payments
over the 15 years of the Contract's duration.

310.  In 2017, Ms Elizabeth Goodwin, the Council's chief internal auditor on secondment from PwC, produced a report which
provides a fair assessment of the contracting process undertaken by the College. Among other things, it concluded that:

 (i)  Key known or estimated costs for the sixth form were not included until the Contract was effectively committed to.
 (ii)  Assumptions were not stress-tested and there was no robust financial planning.
 (iii)  There was little questioning of the “prevailing view to provide sixth form education at the College initially, and thereafter

little evidence of scrutiny of the financial impact of doing so”.

311.  In effect, the College had “tunnel vision” in its determination to provide the sixth form centre it felt the College, its pupils
and the island community so badly needed, which led it to suspend any critical judgment so far as the value, affordability or
viability of the BOSHire proposal was concerned, and to keep going on its current path whatever further setbacks manifested
themselves. The attitude of the whole Governing Body is captured in the e-mail which Mrs Goodhead sent to Ms Williams
on 21 January 2013, a document frequently quoted by the defendants but nonetheless informative for that: “we can’t not let
this happen obviously”.

312.  The liabilities under the Contract as originally signed involved total payments over the 15-year term of £10,017,615,
something which was projected to result in a deficit at the end of the first year of £744,620. There was no evidence before me of
any serious attempt by the College to satisfy itself that the cost of the Contract could be met from its own resources. A finance
committee meeting of 6 February 2013 anticipated difficulty in meeting the lease payments, and it is not apparent what, other
than a Panglossian outlook, led to the conclusion at the full Governing Body *1996  meeting a week later that the Contract
could be signed and that the Council was “happy” with the budget recovery plan.

313.  The evidence of Ms Williams, the College business manager, in cross-examination was that from the outset, the College's
finances were looking “bleak and difficult” and that when the Contract was signed, it was already “unaffordable” from the
College's own resources. Mrs Goodhead explained that the Governing Body “believed all the way through that we would
eventually get support, they did feel that there was an unevenness in the local authority's support”. As she explained in another
passage in her evidence (when referring to funding another school had received): “It begins to explain why the governing body
continued to believe that the right—the truth would out, as it were, and we would receive appropriate funding, equal to other
schools.” She accepted that the matters which led the College to revise its budget in October 2013 were matters which the
College was well placed to know when the Contract was signed.

314.  The incurring of substantial liabilities with no realistic expectation of paying for them absent some significant change
in circumstances which there is no reason to suppose will occur is not consistent with the College's quasi-fiduciary duties in
respect of the expenditure of public funds, nor did it fall within the range of reasonable decisions which a body in the position
of the College might take. It follows that the College's decision to enter into the Contract, and to agree the two variations to the
Contract, was in breach of its Roberts v Hopwood duty and was also unreasonable in the Wednesbury sense.

315.  In making these findings, it is important to note the good faith with which the Governing Body and the relevant members
of the College staff acted throughout. It is also important to record the difficult position they found themselves in. The College
was under a duty to implement the statutory proposal to expand the College's age range under paragraph 40 of Schedule 3 to
the School Organisation (Prescribed Alterations to Maintained Schools) (England Regulations) 2007 (SI 2007/1289). To do so,
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and to meet the expectations of students, parents and staff, it concluded that a sixth form centre was required. However, it did
not have access to the funds necessary to fund and construct one. This was an unenviable dilemma.

316.  For the reasons I have set out above, I have concluded that the breaches of these two public law duties do not have the
effect that the College lacked capacity to enter into the Contract, which is the only private law defence advanced. In particular,
no case was advanced by the defendants that the claimants knew that the College was entering into the Contract in breach
of these public law duties, and it is not therefore necessary to determine what the private law consequences of these public
law breaches of duty might be. However, it is worth nothing that, to the extent that the public law duties reflect an obligation
of care, they would not equate to a private law fiduciary duty ( Bristol and West Building Society v Mothew [1998] Ch 1 ).
In Charles Terence Estates [2013] PTSR 175 , para 18 Maurice Kay LJ doubted that the findings of the breach of Roberts v
Hopwood duty in that case if “[transposed] to the private corporate sector … would be characterised as a breach of a company
director's fiduciary duties—more a matter of his duty of skill and care”. Knowledge that the servant or agent of the contracting
counterparty was not acting with reasonable skill and care when committing its principal to the contract does not provide a
basis *1997  for impugning a transaction ( LNOC Ltd v Watford Association Football Club Ltd [2013] EWHC 3615 (Comm)
at [64]). It is not necessary to decide whether a different consequence should follow where the counterparty is a public body,
but there does not appear to be any compelling reason why it should.

Lack of statutory authority

317.  The College advanced a further argument that the Contract, and the two variations to the Contract of June and September
2013, were not entered into in accordance with the College's Scheme of government with the result that the entry into the
Contract was unlawful and void.

318.  Regulation 16 of School Governance (Procedures) (England) Regulations 2003 (SI 2003/1377) empowers the governing
body to delegate any of its functions to a committee, a governor other than the head teacher or the head teacher (dependent
on the nature of the function). It does not provide any particular method of delegation, but does require the governing body to
review the exercise of delegated functions annually. With effect from 1 September 2013, provision to similar effect was made
by regulation 18 of the School Governance (Roles, Procedures and Allowances) (England) Regulations 2013 (SI 2013/1624).

319.  The College produced a document called The Statement of Roles and Responsibilities, Financial Terms of Reference and
Scheme of Delegation (“the Scheme of Delegation”) which set out the terms of reference and roles of various committees and
of the principal. It was not clear on the evidence whether this was a public document or not, but it was not suggested that it was
a document of which the claimants were or ought to have been aware.

320.  The Scheme of Delegation identified the key responsibilities of the Governing Body as including the “authorisation of non-
budgeted expenditure and virements subject to the limits in section 2 ”. The responsibilities of the finance committee included:
(i) “to review tenders received for contracts, up to the limits in section 2 ”, to agree on which contractors are to be awarded
contracts and to make recommendations to the full governors meeting; (ii) to authorise expenditure as per limits set out in
section 2 ; (iii) to receive requests for authorisation to vire expenditure between budget headings as per limits set out in section
2 ; and (iv) “to review these terms of reference annually and propose any amendments to the Governing Body”.

321.  The role of the principal as set out in this document included “[amending] the budget by virement between any budget
headings up to the limits set out in section 2 ” and “[authorising] the purchase of individual items up to the limits indicated in
section 2 ”. Section 2 sets out a series of activities, and the relevant levels of responsibility of different persons or bodies in
relation to those activities. The activity “authorisation of expenditure over £60,000” has an entry only against the full Governing
Body which says, “with the director of finance”. There is no reference to a single governor being able to exercise any particular
powers. Section 2 also states as follows:

“Authorisation of Revenue and Leasing Contracts
 

All revenue and leasing contracts should be entered and authorised
as per the LA Scheme for Financing Schools *1998
 

“ … At all times, the principles of best value will apply, as per the schools best value statement dated …”
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322.  Mr Oldham for the College submitted that the Scheme of Delegation was not complied with: (i) in relation to the signature
of the Contract in 2013, because there was no consultation with the director of finance; (ii) in relation to the June and September
2013 variations to the Contract, because they were signed by the chairman of the Governing Body without a decision being
taken by the full Governing Body; and (iii) because the Contract and the variations were not in accordance with the Scheme
and did not achieve best value.

The non-involvement of the director of finance

323.  It is clear that the director of finance of the Council was not involved in the College's decision to enter into the *1999
Contract. As I have set out above, the mutual understanding of the College and the Council was that the decision to enter into
the Contract was a matter for the College, and was not the responsibility of the Council.

324.  Does the fact that the decision to contract was taken without the involvement of the director of finance constitute a breach
of the Scheme of Delegation? I have concluded it does not:

 (i)  First, the words “with the director of finance” presuppose the involvement of the director of finance, but do not make the
approval of the director of finance a precondition to the Governing Body's authority to authorise expenditure over £60,000.

 (ii)  Second, if the involvement of the director of finance was a condition of the Governing Body's authority, it would
effectively disable the Governing Body from entering into contracts of this kind if, for any reason, there was no director of
finance for a period or if the director of finance took the view that the issue was a matter for the College. It would take clear
words to achieve this outcome, assuming it is possible to achieve it at all. In particular, neither regulation 16 of the School
Governance (Procedures) (England) Regulations 2003 nor regulation 18 of the School Governance (Roles, Procedures and
Allowances) (England) Regulations 2013 contemplate the Governing Body being able to delegate its functions to someone
outside the College or to provide a veto to such a person.

 (iii)  Third, it is clear from the terms of the Scheme of Delegation that the Governing Body can themselves amend or vary
the Scheme. In these circumstances, it must remain open to the Governing Body to dispense with the involvement of the
director of finance if it thinks fit, particularly where the position of the Council is that the decision to contract is a matter
for the College. The power to contract is a power of the Governing Body. It is not a power that the Governing Body should
too readily be assumed to have subjected to a third party veto. The position is different from that which arises when two
parties to a contract constrain their subsequent freedom to vary the terms of their contract without meeting certain formalities
(as considered in MWB Business Exchange Centres Ltd v Rock Advertising Ltd [2019] AC 119 ) because the Scheme of
Delegation was adopted, and could be varied, by the unilateral decision of the Governing Body.

 (iv)  Fourth, the Council (through Mr Beynon's letter of 14 February 2013) confirmed the Council's approval of the College's
decision to enter into the Contract. In circumstances in which the director of finance reported to the chief executive, it would
be particularly surprising if the Contract was not binding because the director of finance had not been consulted, when the
College had obtained the approval of a more senior executive within the Council.

325.  For these reasons, I reject the College's argument that the decision to enter into the Contract in its original form involved
a breach of the Scheme of Delegation.

The June and September 2013 variations

326.  For the purpose of addressing this part of the College's argument, it is convenient to repeat some of my findings on the
process by which the Contract and the two variations to it came to be signed.

327.  On 13 February 2013 a full meeting of the Governing Body approved the College's decision to enter into the Contract and
authorised Mr Lisseter to sign both the Contract and the College's Letter. The College's Letter confirmed that the Governing
Body had authorised the execution and performance of the Contract. It stated that Mr Lisseter was “duly authorised on behalf
of the Governing Body”. The Contract which Mr Lisseter was authorised to sign recorded that modifications of the Contract
would have to be in writing.

328.  As I have mentioned, it became apparent that the construction of the sixth form centre would involve additional costs
over and above those allowed for within the Contract signed on 30 April 2013. An e-mail from Ms Williams to Mr Pierce of
10 May 2013 asked “when would you need confirmation of whether or not governors would want this rolled into hire costs?”.
There is no record of the governors’ approving the decision to roll these costs into the Contract, but a variation to this effect
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was signed by Mr Lisseter on 5 June 2013. The minutes of the Governing Body meeting of 18 July 2013 do not refer to the
first variation, but do refer to “surprising additional requirements” for the Building “as already discussed”, and express the
hope that the Council would pay for them. These costs were covered by the second variation of the Contract which Mr Lisseter
signed on 5 September 2013.

329.  There was a meeting of the Governing Body of 3 October 2013 at which the College's licensed budget plan was approved.
No copy of the minutes of that meeting has been produced, nor of any of the papers which Mrs Goodhead confirmed were
circulated in advance of such meetings. However, a letter from Mrs Goodhead to Mr Burbage of the Council dated 21 October
2013 suggests that the revision to the budget reflected the increased cost of the Building. The letter stated:

“Regrettably, the College's previous plan is no longer achievable, mainly, but not exclusively, due to the additional
expenditure associated with the sixth form centre. Therefore, the College would like to accept the local authority's kind
offer to extend the licensed deficit.”

330.  Some of those costs featured in discussion with the Council on 4 April 2014 when the College's budget deficit came
under discussion.

331.  Mrs Goodhead gave evidence that, to the best of her recollection, she did not receive or was not aware of the June and
September 2013 variations to the Contract, and that they were not discussed with the College before *2000  Mr Lisseter signed
them. She was not cross-examined on this evidence. The College's other witness, Ms Williams, gave evidence that she was not
aware of legal advice being taken prior to the signature of the two variations, but other than that she said nothing about them.
She was not cross-examined on this topic.

332.  While I accept that her evidence was given in good faith and represented Mrs Goodhead's best recollection some six years
later, I have concluded that Mrs Goodhead's recollection is likely to be mistaken and that the full Governing Body are likely
to have become aware at some point that increased costs had arisen after the preparation of the budget, that attempts to raise
alternative funding for these costs had failed, and that they had been rolled into the Contract through the two variations as a result:

 (i)  Mrs Goodhead was clearly aware in 2013 that additional costs had arisen which needed to be provided for, and in my
view it is likely that she was aware of the decision to roll these into the Contract. Her own evidence was she worked closely
with Ms Williams as the business manager.

 (ii)  The revisions to the budget in October 2013, which resulted in part from the increase in costs reflected in the two
variations, are likely to have been considered by all of the governors. This would inevitably have involved some discussion
of the fact that the College had now agreed to pay larger hire instalments than when the budget was originally drawn up.

 (iii)  The decision communicated in the College's letter of 21 October 2013 to accept the Council's offer to increase the
amount of the licensed budget deficit is also likely to have been reached with the approval of the full Governing Body
after discussion.

 (iv)  The College have produced no minutes or evidence of what was discussed at that meeting, nor adduced any evidence
as to what was said at it.

 (v)  It would be very surprising if Mr Lisseter, who (as chairman of the Governing Body) had signed the two variations to
the Contract to accommodate unbudgeted costs which had contributed to the revision of the budget in October 2013, had
never mentioned that fact to the full Governing Body, not least at the October 2013 Governing Body meeting when the
revised budget was approved. Certainly I would not be willing to find that Mr Lisseter had not informed the full Governing
Body of these obviously material matters without a much more secure evidential base than Mrs Goodhead's uncorroborated
recollection some six years after the event.

 (vi)  Mrs Goodhead confirmed that in 2017, the Governing Body remained committed to honouring the Contract. In my
view it is highly unlikely that, by this date, the full Governing Body was not aware of the revisions to the amounts payable
under the Contract effected by the two revisions (and, as I have mentioned, no member of the Governing Body was called to
suggest otherwise). If Mr Lisseter (who remained on the Governing Body until February 2018) had signed the two variations
increasing the amounts payable under the Contract without this coming to the knowledge of, and being approved by, the
full Governing Body before 2017, it is inevitable that the issue would have surfaced and left its mark at this point.

 (vii)  Not only is there no evidence that it did so, but there was no suggestion in the College's pre-action correspondence that
Mr Lisseter had signed either variation without authority. The College's position was to the contrary effect: Stone King's
letter of 9 April 2018 stated “on 5 June 2013 *2001  and 5 September 2013, our client entered into two supplemental
contracts with you”.
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333.  In these circumstances, I find that it is not clear on the evidence whether Mr Lisseter had obtained the approval of the
full Governing Body at the time he signed the two variations to the Contract, but that the full Governing Body is likely to have
become aware of the signature of the two variations subsequently, in particular when the budget came to be revised, and to have
approved the decision to enter into the variations at that stage.

The failure to follow the Scheme and the principles of best value

334.  I have already dealt with the status of the Scheme. I do not accept that the reference in the College's Scheme of Delegation
to the Scheme was intended to or did have any effect greater than the Scheme itself did. These provisions served as an important
reminder to those taking decisions on behalf of the College as to the obligations they were under when exercising their functions,
but they did not define the scope of their authority.

335.  I have reached the same conclusion in relation to the principles of “best value”. However, the College's reliance upon this
provision suffers from the further difficulty that this was not intended to be a reference to the concept of “best value” at large (an
inherently vague concept), but to a specific document which was not identified, and which no one suggested was ever drawn up.

336.  In relation to both of these arguments, I have been fortified in my conclusions that they do not provide the College with a
defence to a claim under the Contract by the observations of the Privy Council in Central Tenders Board v White [2015] BLR
727 , para 25 when addressing the argument that the board's failure to follow a procedural precondition of its own making had
the effect that the resultant contract was void:

“For the court to invalidate a contract entered into between a public body and a party acting in good faith, by reason
of a procedural defect in the contractual process, and moreover to do so without compensation (for it is not obvious
what compensation would be available), would be a serious denial of that person's rights. It would offend against
orthodox principles of private law (contractual rights) and public law (the right not to be deprived of property without
compensation).”

The other contractual issues

337.  Two further defences were advanced to the claimants’ claim in contract, which I will deal with briefly.

The repudiation issue

338.  First, the College contends that if it was in repudiatory breach of Contract in ceasing to pay and announcing its intention
not to pay hire, only GCP could accept that repudiation, as the assignee of the right to the hire payments under the RSA, but
it was SFM who purported to do so.

339.  There is nothing in this point:

 (i)  The notice of assignment provided by SFM to the College on 12 September 2013 and countersigned by the College
stated that SFM “may not agree to amend, modify or terminate the Contract without the prior written consent of GCP” but
that the College “should continue to deal with *2002  [SFM] in relation to the Contract until you receive written notice
to the contrary from GCP”.

 (ii)  The notice thereby held SFM out to the College as being able to represent GCP for the purposes of the Contract. No
written notice to the contrary was ever served with the result that SFM was entitled to terminate the Contract as against
the College and did so.

 (iii)  In any event, clause 4.9.7 of the RSA allowed SFM to act on GCP's behalf in terminating the Contract, which provided
SFM with GCP's written consent to terminate the Contract.

 (iv)  Further, the claimants have at all times proceeded on the basis that SFM's termination of the Contract was valid as
between SFM and GCP with the result that if, contrary to the view I have reached, SFM's termination of the Contract was
not originally binding on GCP and for that reason ineffective as against the College, GCP has since approved and ratified
SFM's termination.
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The penalty issue

340.  The second issue is whether clause 2.6.2.2 of the Contract constitutes a penalty. By way of a reminder, this provides that
upon termination of the Contract for repudiation:

“The customer will immediately pay to BOSHire, as an agreed pre-estimate of loss suffered by BOSHire as a consequence
of the termination, an amount equal to the aggregate of all hire charges then due but unpaid together with interest due
under clause 2.2.5; plus all costs incurred by BOSHire in enforcing or seeking to enforce this Contract and in locating
and recovering the equipment; plus the sum of all further hire charges which, but for termination, would have fallen due
during the minimum hire period, each discounted at 3% per annum for accelerated payment; plus all other sums due under
this Contract.”

341.  It will be apparent that this provision gives the claimants the full value of the bargain lost, without requiring them to
give credit for any benefit which the claimants might obtain as a result of recovering the Building before the expiry of the 15-
year period.

342.  A failure to allow for benefits of this kind is capable of rendering an agreed damages clause penal in nature. In Campbell
Discount Co Ltd v Bridge [1962] AC 600 , 625 one of the grounds given by Lord Radcliffe for finding the clause in that case
penal was that “the compensation is paid immediately, and the vehicle comes back into the owner's possession with a realisable
value that, in many circumstances, may exceed the one-third balance of the price which the owner has not got in”.

343.  It was common ground before me that the approach which now falls to be adopted in determining whether a liquidated
damages clause is unenforceable as a penalty is that set out in the joint judgment of Lord Neuberger of Abbotsbury PSC and
Lord Sumption JSC in Cavendish Square Holdings BV v Makdessi [2016] AC 1172 , para 32, namely to ask

“whether the impugned provision is a secondary obligation which imposes a detriment on the contract-breaker out of all
proportion to any legitimate interest of the innocent party in the enforcement of the primary obligation. The innocent
party can have no proper interest in *2003  simply punishing the defaulter. His interest is in performance or in some
appropriate alternative to performance. In the case of a straightforward damages clause, that interest will rarely extend
beyond compensation for the breach.”

344.  However, in upholding the defendants’ argument that the Contract was ultra vires the College, I have found that the
Building was constructed to the College's individual specification, and that the prospects of realising value from the Building
in the event that the College no longer wanted it were remote. Against the background of those findings of fact, the failure
to make allowance for the remote possibility of some further re-letting of the returned Building cannot be said to involve a
benefit to the claimants or a detriment to the College “out of all proportion” to the claimants’ legitimate interest. For the same
reason, clause 2.6.2.2 cannot properly be described as penal or intended to punish. The failure to make provision for the benefits
of the claimants being able to re-let the Building was not an attempt to generate a windfall for the claimants or to punish the
College, but reflected the reality of the matter which was that the only commercially viable user of the Building as designed
and installed was the College itself.

345.  The College also suggested that the provision in clause 2.6.2.2 which required the College to indemnify BOSHire against
“all costs incurred … in enforcing or seeking to enforce this Contract and in locating and recovering the equipment” and the
right to recover interest on outstanding amounts at 4% over base were penal. However, there is nothing in this suggestion. Both
provisions protect legitimate interests on the part of the claimants (of being made whole in respect of the costs of enforcing its
rights following a breach, and in respect of the time value of money of debts which are outstanding, in circumstances in which the
failure to pay on time involves an enhanced credit risk). Provisions of this kind are routinely found in many kinds of contracts.

The misrepresentation and misstatement claims
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Introduction

346.  If (as I have found) the Contract is void, the claimants bring alternative claims under section 2(1) of the Misrepresentation
Act 1967 and in the tort of negligent misstatement based on what are alleged to be statements made in the College's and Council's
Letters of 13 and 14 February 2013.

347.  The College's letter provided:

“I certify to you as follows:

“1.  The school is a maintained school for the purpose of the School Standards and Framework Act 1998 (as from
time to time amended, varied or re-enacted) and has the power and capacity to enter into leases and lease assets of
the type represented by the asset on the terms set out in the lease by virtue of the budget delegated to it by The Isle
of Wight Council and the expenditure will fall within that budget.

“2.  The Governing Body has taken all necessary corporate and other action required by applicable law or regulations
to authorise the execution of and performance under the lease.

“3.  In my view and that of the Governing Body, the transaction embodied in the lease is not one which will result in
the school being  *2004  required, in accordance with proper practice, to recognise a fixed asset in any balance sheet,
the Governing Body having concluded that the lease is ‘an operating lease’ for the purposes of applicable guidance
and standards. Accordingly, the school will not by entering into and performing its obligations under the lease be in
breach of any restriction upon its power to incur capital expenditure or expenditure on capital financing.

“4.  So far as the Governing Body is aware, all relevant provisions in the Education Act 2002 and the Schools Finance
(England) Regulations 2012 (as from time to time amended, varied or re-enacted) and all other relevant legislation
and regulations, together with the Isle of Wight Scheme for Financing Schools (revised April 2012) have been and
are being complied with by the school;

“5.  To the extent applicable, all legislative and/or regulatory requirements relating to competition have been complied
with in approving the Lease; and

“6.  The leasing of the Asset under the Lease will facilitate or is conducive or incidental to discharge the statutory
function(s) of the school. I am sending you under cover of this certificate copies of the minutes of the Governing
Body authorising the execution and delivery on behalf of the school of the lease and certificate.

“I have made all inquiries and obtained all advice necessary to enable me to issue this certificate to you. I acknowledge
that if you enter into the lease you may do so in full reliance upon this certificate.”

348.  The Council's Letter provided:

“1.  The Council agrees that the expenditure to be incurred by the Governing Body under the hire contract and otherwise in
connection with the project falls within the delegated budget and is not the responsibility of the Council under the Schools
and Standards Framework Act 1998 , or otherwise.

“2.  The Council is satisfied that the Governing Body has complied with the requirements of the Council's Scheme for
Financing Schools in relation to the procurement of the project.

“3.  The Council accepts and agrees the Governing Body's assessment of the Hire Contract as an ‘operating lease’ for the
purposes of applicable guidance and standards.

“4.  The Council approves the entry into the hire contract by the Governing Body and agrees that the same will not cause
the Governing Body to be in breach of any restrictions or obligations stated in the Scheme for Financing Schools or exceed
any limitations on the powers of the Governing Body stated in the Schools and Standards Framework Act 1998 .”
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“The Council … have no objection to the Governing Body providing a copy of the letter to BOSHire Ltd.”

349.  The claimants’ claim that, if the defendants’ “no capacity” defence succeeds, these statements were untrue, that they
entered into the Contract in reliance upon them, and suffered loss as a result.

350.  The claimants’ pleaded reliance case is as follows: *2005

“But for the negligent representations which were made by the College and/or Council … BOSHire would not have entered
into the hire contract with the Council and/or College and would have sought to hire the equipment out to an entity with
legal capacity.”

351.  The case, therefore, was not that, but for the alleged misrepresentations and misstatements, BOSHire would not itself
have acquired the Building from BOS (avoiding whatever expenditure it incurred by doing so), nor that that it would not have
taken out financing. The case is that loss would have been avoided because BOSHire would have entered into an equivalent
contract with a counterparty who did have capacity.

352.  When the claim was amended to join BOSHire and GCP as parties, a further act of reliance was pleaded, namely they
would not have accepted the assignment but for the misrepresentation. However, no reliance case was formulated on the basis of
the loss suffered by SFM or GCP in entering into the assignment. The bare act of entering into the assignment (which involves
a transfer of rights, but, of course, not obligations), would not appear to involve any detriment to SFM.

353.  The nature of the claimants’ reliance case, as explained in the claimants’ supplemental opening argument, was that, absent
the alleged misrepresentations and misstatements, the position the claimants would have been in “is one of having had a valid
Hire Contract for, at least, its minimum term. This is the sum of £6,678,410”.

354.  By the time the case closed, the claimants put the case as follows:

“The claimants would have entered into an agreement for, substantially if not the exact, same value, as the agreement in
question. Asking the court to find that a commercial party whose very business is in the design, manufacture and funding
of relocatable modular hire, that it would simply have done nothing at all, flies in the face of commercial common sense
and reality. Obviously, BOSHire was ‘in the market’ to do a deal, in joint venture with built offsite, to the tune of the
value of the agreement.

“The claimants plainly suffer an evidential disadvantage in demonstrating that they would have entered into the agreement
with a party with capacity, because it did engage, for a lengthy period of time, with the College and so no evidence can
really be adduced that a third party was waiting in the wings, as business resources were directed towards the agreement.
Obviously, if that had not been the case and the College and Council had not been prepared to provide the relevant
assurances then BOSHire would have directed those resources to the hypothetical third party. This ought not to pose a
difficulty for the court. The notion of a ‘fair wind’ is now well-established in the case law. The basic justification for the
fair wind principle is that, because it is the defendants’ fault that the claimants have lost the opportunity of entering into the
agreement, the burden falls to them to demonstrate that no loss is really caused thereby. This works to give the claimants
a fair wind in terms of the value of what they have lost. It is submitted that, in this case, that fair wind should operate such
as to encompass the lost hire charges that would have been recovered over the minimum hire period from the defendants.
That is what would have been recovered had the *2006  claimants not relied upon the defendants’ misrepresentations,
albeit that the specific quantum looks like an expectation measure …”

Are the misrepresentation and misstatement claims barred by the ultra vires finding?
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355.  Clearly, if creatures of statute (be they public or private bodies) could make legally enforceable promises that they had
the capacity they lacked, there would be little room for the ultra vires doctrine to operate. The same would be true if the public
body could be held, by a doctrine of estoppel, to a representation it had made that it had the capacity it lacked.

356.  When an attempt was made to advance an estoppel argument in response to a local authority's lack of capacity in Rhyl
Amusements [1959] 1 WLR 465 , 473 Harman J observed:

“It would destroy the necessity of ever obtaining consent if a statutory body omitting to obtain it could thereafter be held
estopped. Such a body could by these means confer on itself a power which it had not got, and the ultra vires doctrine
would be reduced to a nullity.”

357.  The rationale of that rule, as summarised in a passage from Halsbury's Laws of England which was cited with approval
by the Court of Appeal in Janred Properties Ltd v Ente Nazionale Italiano per il Turismo (unreported) 14 July 1983 , is that “a
party cannot by representation, any more than by other means, raise against himself an estoppel so as to create a state of things
which he is legally disabled from creating” (vol 16, para 1596).

358.  A similar rule must apply where the claimant seeks to enforce a promise that a transaction is intra vires, so as to require
the defendant to put it in the same position as if the transaction had been intra vires. Once again, such a promise, if enforceable,
would create the very state of things which the promisor is legally disabled from creating. For this reason, Rix LJ in Eastbourne
Borough Council v Foster [2002] ICR 234 , para 32, when referring to an agreement which the Council had purported to enter
into which it was agreed was ultra vires, observed that “no reliance can be placed on any promise or representation that merely
reflects an alternative legal foundation for binding the council to an undertaking it had no power to give”.

359.  Is the rule confined to cases where the claimant seeks to place itself in the same position as if the defendant had had vires
(ie when a claimant seeks to vindicate a performance interest eg by claiming an expectation measure of damages?) In South
Tyneside Metropolitan Borough Council v Svenska International plc [1995] 1 All ER 545 , 565 Clarke J had to consider a claim
in unjust enrichment to recover sums paid under an interest rate swap which was ultra vires the claimant council. The bank
defended those claims on the basis that it had changed its position, claiming the cost of closing out hedging transactions which
had been entered into at or about the same time as the swap to manage the bank's exposure. At p 565, Clarke J rejected the
bank's contention that it could rely upon a representation or assumption that the transaction was valid:

“Mr Mann submits that in so far as he relies upon the representation or assumption the only defence available to him would
be one of estoppel. However he submits that both in principle and on the *2007  authorities a plea of estoppel would
fail. The reason is that the representation or promise that the transaction was valid and any assumption to the same effect
would be void. Since … the transaction is ultra vires and void, it follows that any promise, representation or assumption
to the contrary is also void. I accept that submission. It appears to me that in principle the one follows from the other. The
submission is also in my judgment supported by the authorities …”

“In my judgment in circumstances such as these the bank is not entitled to rely upon the underlying validity of the
transaction either in support of a plea of estoppel or in support of a defence of change of position. That is because the
transaction is ultra vires and void. It is for that reason that in a case of this kind, save perhaps in exceptional circumstances,
the defence of change of position is in principle confined to changes which take place after receipt of the money. Otherwise
the bank would in effect be relying upon the supposed validity of a void transaction.”

360.  Svenska , therefore, is a case in which it was held that the bank could not advance a change of position defence on the basis
that it had entered into a further transaction in reliance on a representation made by a public body that the initial transaction
was valid, because the representation was also void.

361.  In Salmon Harvester Properties Ltd v Metropolitan Police Authority [2004] EWHC 1159 (QB) , Owen J heard a strike-
out application in a case in which the claimant brought a claim for damages for a misrepresentation and negligent misstatement
that the defendant “had or would obtain, power to enter” an agreement with the defendant to redevelop Bow Street police
station which the defendant was later advised was ultra vires. The defendant sought to strike out the claim on the basis that
any misrepresentation or misstatement as to its ability to enter into the transaction was also caught by the ultra vires rule and
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therefore void. In response, the claimant submitted that it was not seeking to claim “the loss of profit that the claimant would
have made had the relevant representations been true and the agreement been valid and enforceable (expectation loss)” but
“expenditure wasted as a consequence of the representations being made (reliance loss)” (para 11). Owen J refused to strike out
the claim on the basis that it was “clearly arguable” that Svenska and Rhyl Amusements [1959] 1 WLR 465 could be distinguished
in the manner suggested because “[the] critical point is that the claim is not based upon a representation or assumption that the
transaction in question was a valid and enforceable contract” (para 12).

362.  The arguments in Salmon Harvester disclose two possible grounds of distinction between the facts of that case and the
decision in Svenska . The first is between expectation loss and reliance loss. However, as I have indicated, the decision in
Svenska , although not concerned with a claim to recover loss, did involve a failed attempt to assert a reliance interest. If an
attempt to rely on an additional transaction concluded in reliance on a representation by a public body as to the validity of the
first fell foul of the ultra vires doctrine, I find it difficult to see why reliance constituted by the failure to enter into an alternative
transaction with a third party in reliance on such a representation should be any different. Indeed the argument that, if a claimant
had not been led to believe it could contract and had contracted with the public body, *2008  it would have done the same
or similar deal with someone else might be thought to come even closer to an attempt to visit on the public body the very
responsibilities it did not have legal capacity to undertake than the argument advanced before, but rejected by, Clarke J.

363.  The second potential ground of distinction is between a representation that the transaction was valid, and a representation
that the public body had or would obtain power to enter into a transaction. On its own, this distinction cannot be decisive: it
might be said to be implicit in any representation by a public body that it was entering into a valid transaction that it had power
to enter into that transaction. However, the facts of Salmon Harvester involved a case in which the transaction which would
have been ultra vires was never entered into, but the claimant was led some way down the garden path on the basis that it could
and would be concluded, incurring expenditure along the way. I can well understand why Owen J thought that was a factual
scenario in which the application of the principle in Rhyl Amusements and Svenska merited consideration after the facts had
been found at a trial.

364.  In the present case, I do not believe that it is possible to distinguish Rhyl Amusements and Svenska so far as the statement-
based claims against the College are concerned. The substance of the claimants’ case is that it was led to believe that it could
and had entered into a valid contract with the College. The fact that the representation in question was based on a letter provided
by the College at or around the same time as the College signed the Contract cannot provide a meaningful distinction from those
cases where the representation is as to the validity of the contract itself, and I do not think that the decisions in Rhyl Amusements
and Svenska can be circumvented by this simple drafting device. Further, the form of reliance loss which the claimants seek, and
which is the only claim advanced under the misrepresentation and misstatement heads, is one which protects their expectation
interest, and which visits the cost of fulfilling those expectations on a public body which lacked capacity to create and fulfil
those expectations in a legally relevant sense.

365.  However, the statement-based claims against the Council , in relation to a transaction to be entered into (as I have found)
by the College, does not give rise to this difficulty. While there are likely to be circumstances in which enforcing a claim against
one public body on the basis of a representation or promise by it that a transaction to be concluded by a different public body
was intra vires might fall foul of the ultra vires doctrine (eg two public bodies, each lacking the capacity to transact and each
promising or representing that the other had it), in this case the Council did not seek to establish that it would have been outside
its own capacity to enter into a transaction of this type. There was no attempt to argue that it would have been ultra vires for
the Council itself to enter into the Contract by reference to the statutory provisions applicable to it, nor to establish that the
Council's decision to sign the 14 February 2013 letter was unlawful as a matter of public law.

366.  For these reasons, my finding that the Contract was ultra vires the College precludes the statement-based claim advanced
against the College by reference to the terms of the College's Letter, but does not preclude a statement-based claim against the
Council by reference to the terms of the Council's Letter. *2009

The claim under the Misrepresentation Act 1967

367.  I can deal with this claim briefly because there are two threshold difficulties with it.

368.  First, the claimants advance this claim on the premise that the Contract is void. However, if there is no contract, there
can be no claim under the Misrepresentation Act 1967 . I shall not labour the point by extensive reference to the Act, but its
provisions make it absolutely clear that it only applies between parties to a contract which is entered into after one contracting
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party has made a misrepresentation to the other. None of these preconditions to its application can be satisfied if, as I have
found and as this part of the claimants’ case assumes, no contract was ever concluded. This is also fatal to a section 2(1) claim
against the College.

369.  Second, I have found that the Council was not the actual (or putative) contracting party, which is itself fatal to a claim under
the 1967 Act against the Council: Atlantic Lines and Navigation Co Inc v Hallam Ltd (The Lucy) [1983] 1 Lloyd's Rep 188 .

The claimants’ case on loss

370.  I am going to take the remaining elements of the misrepresentation and misstatement claims out of their logical order,
because I have concluded that the claims face insuperable evidential difficulties in relation to the sole basis on which it is
asserted that loss was suffered, with the result that I will be able to deal more briefly with the “upstream” issues of what duties
were owed, what representations were made, whether any duties were breached and whether there was reliance.

371.  The claimants have adduced no evidence capable of supporting the claim that it would, but for the alleged misrepresentation
by the Council, have entered into an alternative transaction on the same or substantially the same terms with a third party.
Neither Mr Pierce nor Mr Spring gave any evidence to this effect. The only evidence given by Mr Spring was that if the Council
had not provided its letter, BOSHire would not have entered into the Contract.

372.  The suggestion that, but for this transaction, BOSHire would have entered into a contract with a third party on essentially
similar terms, is inherently unlikely:

 (i)  As I have set out above, I am satisfied that to a significant extent, the Building was constructed to the bespoke
requirements of the College. The suggestion that another entity would have leased the same structure on the same terms
is implausible.

 (ii)  On the evidence, the Contract represented an unprecedented and unusual transaction for BOSHire. Mr Spring stated that
“the value of the project was significantly greater than the projects we usually engaged in”, BOSHire's previous experience
being of transactions which “ranged from £250,000 to £1·5m”. The claimants have not begun to establish the likely existence
of an available alternative transaction of a similar kind.

 (iii)  Further, the reliance case presupposes not simply the existence of another opportunity of this unprecedented size, with
a counterparty able to enter into a Contract on the same economic terms without facing the same capacity issue, but also
that, had such an opportunity existed, it was one which the entry into the Contract foreclosed. However, I heard no evidence
*2010  to substantiate that, had any such opportunity existed, BOS and BOSHire would not have been able to enter into it

in any event (cf the position in contract damages in WL Thompson Ltd v Robinson (Gunmakers) Ltd [1955] Ch 177 ).

373.  Against this background, it would take considerably more than a “fair wind” to lift the claimants’ quantum case on
its misrepresentation and negligent misstatement claims off the ground. I find that the claimants have failed to establish this
essential element of their statement-based claims.

The factual background to the College's and Council's Letters

374.  There can be no doubt that BOSHire knew considerably more about the vires risk than the College. Mr Spring accepted
that he was “well versed in the ultra vires issue”. This is scarcely surprising, given that a central aspect of BOSHire's business
was making contracts with “local authorities and with quasi organisations like schools and colleges”. In its early dealings with
the College, it must have been apparent to BOSHire that the College had, at best, a rudimentary understanding of this issue,
not least from the fact that the College used terminology and made requests which would not be appropriate on the intended
accounting treatment (viz the requests for an option to purchase). BOS's salesman, Mr Blow, appears to have shared some of the
same misapprehensions. However, BOSHire was clearly keen that the College acquire a better understanding of the issues, and
the informational imbalance was redressed to some extent when the College received legal advice from Mr McGruer of Blake
Lapthorn (although I note that unlike BOSHire's adviser Ms Yardley of Watson Farley & Williams llp, Mr McGruer appears
to be primarily a planning rather than an asset finance specialist).

375.  However this was not a case in which BOSHire looked to the College for advice or guidance on the law, or for information
as to what the legal constraints on the College's power to contract were. Mr Spring was aware of the prohibition on borrowing
under paragraph 3(4) of Schedule 1 to the Education Act 2002 , and of the terms of the Scheme. He was fully aware of the
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accounting issues which arose in relation to the classification of leases into operational and finance leases. And so far as the
key inputs into that accounting assessment were concerned—the terms of the Contract (which Mr Spring drafted with an eye
to the distinction between operating and finance leases), the value of the Building, the extent to which it had been specially
modified for the Council's requirements, its economic life and the extent of any likely residual value of the Building after 15
years—BOSHire was considerably better placed than the College to form a view on these issues, and I find that it did so relying
on its own knowledge, experience and the legal advice it received.

376.  It is significant that BOSHire never asked the College to explain what, if any, calculations it had done in satisfying itself
that the Contract was not a finance lease, nor did the College ever ask BOSHire for the inputs necessary to perform such a
calculation. It must have been obvious to BOSHire that the College had not undertaken any assessment of this kind before
issuing the College's Letter.

377.  It was BOSHire which set the economic parameters of this transaction, which were barely negotiated by the College, and
BOSHire knew that the status of the Contract as an operating or finance lease would to *2011  a significant extent depend on
those economic parameters. Mr Spring was commendably frank on this issue when giving evidence:

“ Q . Yes, and of course it's open to you to be very cautious and to make sure you don’t get anywhere near whatever you
think the PVLMP bright line is; correct?

“ A . Correct, yes. But of course, the more cautious I am, the less financial reward there is. It's a typical customer/supplier
quandary or conflict, which is where—you know, my duty to my shareholders is to get the best price and the customer
is always looking at the best price for them.

“ Q . So it's a commercial decision?

“ A . Yes.”

378.  I accept that BOSHire was keen to ascertain that the College took the same view of the classification of the lease that it took
albeit, as I have stated, it must have been obvious to BOSHire that the College's view was not an informed one resulting from
any close analysis of the issues. Had the College entered into the Contract, and then immediately classified the lease as a finance
lease, the consequences for the Contract and BOSHire were obvious. Obtaining the College's Letter provided some comfort
on this score, as well as providing BOSHire with evidence that the College was intending to adopt this classification which
BOSHire could deploy when seeking to raise funding. Finally, the College's Letter may have been seen as providing BOSHire
with some protection against any argument that the College had relied on BOSHire's advice in entering into the transaction.

379.  Ultimately, however, BOSHire knew that the ultra vires risk existed whatever the College said, and that the playing out
of that risk would turn upon the application of the relevant legislation and accounting standards in the light of the economic
parameters of the transaction. BOSHire did not rely upon the College's assessment in respect of any of those three matters, on
each of which it rightly regarded itself as better placed to make an informed assessment.

380.  The position in relation to the Council's Letter is even more stark. It is clear on the evidence that the terms of the Council's
Letter were prepared by Mr Spring of BOSHire, with input from Ms Yardley of Watson, Farley & Williams llp. While BOSHire
had originally hoped for a more comprehensive and direct assurance from the Council (including a statement that the Council,
its legal advisers and auditors agreed with operating lease classification under IAS 17), discussions between Mr Spring and
the College and its adviser Mr McGruer culminated in the recognition that this was unlikely to be forthcoming. BOSHire was
aware that the more it sought by way of reassurance from the Council, the greater the risk that not only would that request meet
with refusal, but that the Council might seek to discourage the College from going ahead. It was decided that the Council was
likely to respond more favourably if the request to sign a letter came from the College rather than BOSHire.

381.  On 14 February 2013 Ms Goodhead provided the Council with the draft letter from the College to the Council, saying
that the College had been asked to provide “certain formal assurances regarding the Governing Body's powers” to enter into
the Contract and that the College had in turn sought “assurances” from the Council as to the College's powers “in order *2012
to complete the College's records and as support for the assurances to be provided by the Governing Body”. That language was
criticised by the Council, on the basis that it did not fairly reflect the process by which the request had come to be formulated
and put forward nor the reasons why the Council was being asked to provide the Letter. However, the purpose of the Council's
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Letter, and the fact that it was being sought to provide reassurance to BOSHire, was clear from its terms, and I do not think the
Council can have been in any real doubt as to who wanted the Council's Letter and why.

382.  The Council drafted and returned a response which expressed its “agreement” with the “assurances which have been given
to the Governing Body”. The letter was produced and returned on the same day as the request was made. BOSHire received
the signed letter the next morning, which Mr Spring recognised at the time was “really quick”. Mr Spring accepted in evidence
that he had no idea whether the Council had undertaken any detailed consideration or obtained any advice on the contents of
the Council's Letter. Given the turn-around time, it should have been obvious that it had not. The dilution of the reassurance
BOSHire decided to seek from the Council, and the removal of any references to the directors of finance and legal services and
the Council's auditors, reflected a recognition that the Council would be reluctant to provide reassurance on this basis, and a hope
that, in its diluted form, the letter would not receive significant scrutiny within the Council. It would be wholly inappropriate
in these circumstances to give BOSHire, through an implied representation, the higher level of reassurance which BOSHire
had decided not to seek in express terms. The Council's Letter would have given BOSHire reassurance that the Council was
unlikely to put a spoke in its wheels, and it gave it a document to show potential funders which evidenced a benevolent attitude
on the Council's part to the project, but no more.

383.  Mr Spring accepted that the Council's Letter gave BOSHire reassurance that the Council took “the same view as the
College”—and, he might have added, as BOSHire—“about the status of the hire contract as an operating lease”. However, once
again I reject any suggestion that BOSHire relied on the Council's Letter for the purpose of forming its own view as to the
College's power to enter into the Contract. As I have said, it relied upon its own knowledge, expertise and the advice it received.

What representations were made?

384.  Against this background, I turn to consider the issue of what representations were made in the College's and Council's
Letters. In determining what representations, if any, are made by a document, context is key. In Bankers Trust International plc
v PT Dharmala Sakti Sejahtera [1996] CLC 518 , 531 Mance J stated:

“The meaning and effect of words never falls to be viewed in a vacuum. It is shaped by the context of their communication,
including the parties’ respective positions, knowledge and experience. A description or commendation which may
obviously be irrelevant or may even serve as a warning to one recipient, because of its generality, superficiality or laudatory
nature, or because of the recipient's own knowledge and experience, may constitute a material representation if made to
another less informed or sophisticated receiver. Even in the *2013  case of a written description, there may be cases where
a proposal or presentation misrepresents the nature or working of a transaction to a particular reader, although another
sophisticated, more analytical or legally qualified reader would have been expected to appreciate the real nature or working
of the transaction. What is fair and adequate presentation in one context between one set of negotiating parties may be unfair
or inadequate in another context. Whether there was any and if so what particular representation must thus depend upon
an objective assessment of the likely effect of the proposal or presentation on the recipient. In making such an assessment,
it is necessary to consider the recipient's characteristics and knowledge as they appeared, or ought to have appeared, to
the maker of the proposal or presentation. A recipient holding himself out as able to understand and evaluate complicated
proposals would be expected to be able to do so, whatever his actual abilities. These are problems on which it is commonly
not necessary to focus in a commercial context. The assumption on which most business is conducted is that both parties
understand, or avail themselves of advice about, the area in which they are operating and the documentation which they
use. Business could not otherwise be carried on.”

385.  On the basis of the findings I have made, I am satisfied that the College's and Council's Letters involved nothing more
than representations of the College's and Council's opinions on the issues addressed at that point, but involved no representation
as to whether there were reasonable grounds for those opinions. The issues addressed in the Letters were essentially matters
of professional judgment, and BOSHire knew that it was significantly better placed than the College and the Council to make
that judgment. Given that imbalance in knowledge and expertise on the key issues, and the fact, as I have found, that it must
have been obvious to BOSHire that neither the College or the Council had undertaken any significant independent investigation
of the operating lease/finance lease dichotomy, it would not be appropriate to imply a further representation that the College
or Council had reasonable grounds for their views. As Mance J noted in the Banker's Trust case at p 531, such an implication
will ordinarily only be appropriate where it is reasonable for “the representee to rely on the representor's statements rather than
on his own judgment”. Such an implication would be fundamentally inconsistent with the realities of the parties’ exchanges,
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which did not involve BOSHire seeking to ascertain the view of more knowledgeable parties so that it could rely upon those
views, but BOSHire seeking the reassurance from obviously less knowledgeable parties that they were both on the “same page”
in relation to the view BOSHire had independently formed.

386.  That limited reassurance was given, but it did not prevent the College or Council from revising its views in the future on
further consideration. It would take a promise or an estoppel to achieve that effect, but neither offers a viable legal argument
to the claimants in this case.

Were such representations as were made untrue?

387.  The claimants do not suggest that the College and the Council did not, at the date they issued their respective letters,
honestly hold the views set *2014  out in those letters. Accordingly, the only representations which were made were true.

388.  If I am wrong in my conclusion that the College and/or the Council did not make any implied representation that they
had reasonable grounds for the opinions they stated they held, then such further representations would have been untrue in each
case. There was no evidence of either the College or the Council undertaking any consideration of the Contract by reference to
IAS 17 for the purpose of applying the operating lease/finance lease classification, still less of seeking to obtain the input data
necessary to perform such an assessment with reasonable skill and care.

Did the College and/or the Council owe BOSHire a duty of care in making such representations as they made?

389.  Had the Misrepresentation Act 1967 applied, there would have been no need for the claimants to establish a duty of care
in relation to representations made to it by its contractual counterparty which led BOSHire to enter into the Contract. However,
a claim under the 1967 Act is not available for the reasons I have set out.

390.  The claimants advance an alternative claim based on a Hedley Byrne duty of care ( Hedley Byrne & Co Ltd v Heller &
Partners Ltd [1964] AC 465 ). I accept that the College and the Council were obliged accurately to set out their honest opinions
on the status of the Contract in their respective letters, and I have found that they did so. However, I reject the suggestion that
they owed the claimants any wider duty to take care, and I also reject any suggestion that either the College or the Council owed
any form of advisory duty to BOSHire in relation to the contents of their respective letters.

391.  I was referred on this issue to the following statement of the relevant legal principles by Lord Oliver of Aylmerton in
Caparo Industries plc v Dickman [1990] 2 AC 605 , 638:

“What can be deduced from the Hedley Byrne case, therefore, is that the necessary relationship between the maker of a
statement or giver of advice (‘the adviser’) and the recipient who acts in reliance upon it (‘the advisee’) may typically be
held to exist where (1) the advice is required for a purpose, whether particularly specified or generally described, which
is made known, either actually or inferentially, to the adviser at the time when the advice is given; (2) the adviser knows,
either actually or inferentially, that his advice will be communicated to the advisee, either specifically or as a member of
an ascertainable class, in order that it should be used by the advisee for that purpose; (3) it is known either actually or
inferentially, that the advice so communicated is likely to be acted upon by the advisee for that purpose without independent
inquiry, and (4) it is so acted upon by the advisee to his detriment.”

392.  I was also referred to the statement by Lord Wilson JSC in NRAM Ltd (formerly NRAM plc) v Steel [2018] 1 WLR 1190
, para 19:

“If it is not reasonable for a representee to have relied *2015  on a representation and for the representor to have foreseen
that he would do so, it is difficult to imagine that the latter will have assumed responsibility for it. If it is not reasonable
for a representee to have relied on a representation, it may often follow that it is not reasonable for the representor to have
foreseen that he would do so. But the two inquiries remain distinct.”
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393.  In his judgment, Lord Wilson JSC referred with approval to the observations of Neill LJ in James McNaughton Paper
Group Ltd v Hicks Anderson & Co [1991] 2 QB 113 , 126–127:

“One should therefore consider whether and to what extent the advisee was entitled to rely on the statement to take the
action that he did take. It is also necessary to consider whether he did in fact rely on the statement, whether he did use
or should have used his own judgment and whether he did seek or should have sought independent advice. In business
transactions conducted at arms’ length it may sometimes be difficult for an advisee to prove that he was entitled to act
on a statement without taking any independent advice or to prove that the adviser knew, actually or inferentially, that he
would act without taking such advice.”

394.  As these authorities make clear, the negligent misstatement duty is aimed at statements made by an adviser with special
skill, undertaking a responsibility to advise another, who will reasonably rely upon that advice without independent inquiry.
For the reasons already stated, that is not this case. BOSHire was not looking to the College or Council, neither of whom could
be said to have any specialist expertise on the material issues, for advice. There can be no question of either the College or
Council knowing the BOSHire would rely on the contents of their respective letters without independent inquiry, nor of it being
reasonable for BOSHire to do so. As the College's counterparty in the intended arm's-length transaction, it was for BOSHire to
form its own views and to take its own advice on these issues, and it did so.

395.  If the Council had owed a duty of care in relation to the statements made in the Council's Letter, I would have rejected
the Council's submission that this duty did not extend to BOSHire, because they were not an addressee of the Council's Letter.
In Playboy Club London Ltd v Banca Nazionale del Lavoro SpA [2018] 1 WLR 4041 , para 11 Lord Sumption JSC addressed
the position in which those making statements might owe a duty of care as to their contents to persons other than the immediate
recipient in the following terms:

“Mr Salzedo QC, who appeared for the Playboy Club, accepted that there was no evidence that BNL knew that its reference
would be communicated to or relied on by anyone other than Burlington. He also accepted that in the ordinary course
where a statement is relied upon by B to whom A has passed it on, the representor owes no duty to B unless he knew that
the statement was likely to be communicated to B. That concession was plainly justified. I would go further and say that
the representor must not only know that the statement is likely to be communicated to and relied upon by B. It must also
be part of the statement's known purpose that it should be communicated and relied upon by B, if the representor is to be
taken to assume responsibility to B.”  *2016

396.  In the present case, the College had sought assurances from the Council on matters of obvious potential significance in
relation to a proposed transaction between the College and BOSHire, the content of those assurances being directly concerned
with BOSHire's rights under that transaction, and permission was sought and given to show the Council's Letter to BOSHire.
This was a case, therefore, in which the Council not only knew that the Council's Letter was being shown to BOSHire, but
knew that one of the purposes of seeking the Council's Letter was in order that it could be so shown. In these circumstances,
it was part of the Council's known purpose in issuing the Council's Letter that it be provided to and relied upon (for whatever
it was worth) by BOSHire.

397.  Finally, if the College and/or the Council had owed BOSHire a duty to provide advice to them in relation to the matters
stated in their respective Letters, and to do so with reasonable skill and care, both the College and the Council would have been
in breach of that duty, essentially for the same reasons as I have concluded that any representation by the College or the Council
that they had reasonable grounds for the opinions set out in their respective letters would have been untrue.

Did BOSHire rely on such misrepresentations or misstatements as may have been made?

398.  I have already found that BOSHire did not rely on the statements in the College's and Council's Letters in the sense that
the making of the statements caused or influenced BOSHire's belief as to the correctness of the matters they asserted. BOSHire
formed its own view, and (rightly) proceeded on the basis that it knew a good deal more about the issues canvassed in the Letters
than either the College or the Council.
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399.  However, I accept Mr Spring's evidence that BOSHire would not have gone ahead with the transaction if the College and
the Council had refused to provide the Letters. Mr Spring had certain minimum documentary requirements for the transaction,
influenced to a significant degree by the documents he thought he would need to raise funding, and the Letters formed part
of those minimum requirements.

400.  However, in my view that is not sufficient to constitute reliance for the purposes of claims in misrepresentation or
misstatement if the statements in the Letters proved to be untrue. It has been held that someone with strong suspicions that a
statement is untrue may nonetheless rely on that statement for the purposes of the tort of deceit and as a basis for obtaining
rescission of a contract ( Zurich Insurance Co plc v Hayward [2017] AC 142 ). Giving the main judgment, Lord Clarke of Stone-
cum-Ebony JSC held that “it is not necessary, as a matter of law, to prove that the representee believed that the representation
was true” to establish the tort of deceit (para 18). In that case, the tort of deceit was made out when an insurer entered into
a compromise agreement because of a risk that a third party (the court) would accept as true a statement made to the insurer
and which would be repeated to the court which the insurer strongly suspected was false. In Holyoake v Candy [2017] EWHC
3397 (Ch) at [391]–[392] Nugee J identified two important features of the Zurich decision: (a) that the insurers did not know
that the claim was false and (b) that the insured's lies might influence the court that would fix the value of the claim (at paras
391–392). He concluded, at para 393: *2017

“[It] was a case where A lies to B and B is induced to act in a particular way because of the risk that A might tell the same
lie to C and the effect that that might have on C. It is difficult to see that that principle can have any application where
there is no third party or C involved. Where all that happens, as in the present case, is that A tells a lie to B, it is difficult
to envisage the circumstances in which that can induce B to act in a particular way unless B is taken in and believes that
what A says is true, or at least might be true.”

401.  The decision in Zurich has not been without its critics (see for example Paul S Davies and William Day, “A Mistaken Turn
in the Law of Misrepresentation” [2019] LMCLQ 390). However, it is a case in which the significance of the misrepresentation
lay in the fact that the making of the misrepresentation might cause someone (in that case, a court) to believe that the matters
asserted were true. Where the only significance of a representor's assertion of the truth of a state of affairs is the fact that it is
made, not that the making of the statement would cause someone to accept the truth of the matters represented, that is not, in
my view, capable of supporting a cause of action in misrepresentation or misstatement. It would involve a fundamental, and to
my mind unjustified, expansion of the traditional scope of representation-based torts if a contracting party could protect itself
against a known risk of an intended transaction by requiring someone to make a representation as to the absence of that risk as
a condition of proceeding, in circumstances in which the statement did not cause or influence the contracting party's evaluation
of the risk. A party who wishes to allocate a risk of contracting of this kind must do so by contract, or not at all. When, as
in the present context, it is not possible to allocate the risk to the contractual counterparty by a binding promise because the
counterparty lacks the capacity to give such a promise, it would be particularly surprising if the risk of lack of capacity could
nonetheless be transferred to that party by requiring it to make a statement on the truth of which the claimant did not rely.

The position as between the first to third claimants

402.  Given the findings I have made, which involve the misrepresentation and misstatement claims failing at a number of
levels, it is not necessary for me to expand an already long judgment by addressing the issue of which of the three claimants
had the right to claim in misrepresentation and misstatement and for what loss. I would only observe that if a viable claim for
substantial damages had survived this far in its analytical journey, it is unlikely it would have fallen down a black hole at the
finishing line (see Offer-Hoar v Larkstore Ltd (Technotrade Ltd, Part 20 defendant) [2006] 1 WLR 2926 ). Nor is it necessary
to consider the arguments on whether BOSHire failed to mitigate any loss which it may have incurred, or whether any damages
it can recover fall to be reduced by reason of contributory negligence.

The claimants’ claim in unjust enrichment

403.  If, as I have held, the Contract is void because it fell outside the College's capacity to contract, and there is no remedy in
misrepresentation *2018  or negligent misstatement, the claimants bring a claim in unjust enrichment against the College, on
the basis that the College has been unjustly enriched at the claimants’ expense through the retention and use of the Building.
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404.  The unjust enrichment claim is advanced by each of BOSHire, SFM and GCP. No defence of change of position is
advanced, but the College does say that (a) only GCP is entitled to claim; and (b) that BOSHire and/or SFM and/or GCP acted
at their own risk, and for that reason are not entitled to make any recovery.

Who is the correct claimant?

405.  The proper claimant in an unjust enrichment claim is the party at whose expense the other party has been unjustly enriched.
In this case there are three candidates: BOSHire, SFM and GCP.

406.  Lord Reed JSC in Investment Trust Companies v Revenue and Customs Comrs [2018] AC 275 , para 37 observed that:
“Decisions concerning the question of whether an enrichment was ‘at the expense of’ the claimant demonstrate uncertainty as
to the approach which should be adopted”. He noted at para 42 that unjust enrichment was “designed to correct normatively
defective transfers of value, usually by restoring the parties to their pre-transfer positions”. Lord Reed JSC observed that “the
expression ‘transfer of value’ is … too general to serve as a legal test”, but that unjust enrichment presupposes that the defendant
has received a benefit from the claimant, with the claimant having suffered a loss through the provision of the benefit (para
43). The editors of Goff and Jones, The Law of Unjust Enrichment , 9th ed (2016), para 6.03 also use the concept of “transfer
of value” to identify at whose expense a particular benefit has been conferred, as does Professor Burrows QC in The Law of
Restitution , 3rd ed (2010), pp 66–67. In a case of so-called “direct providers” of benefit (in contrast to the third-party case
where a benefit which should have gone from A to B goes from A to C), the enrichment enjoyed by the recipient will generally
come at the expense of the person who directly transferred that value to the recipient.

407.  In this case, there was a direct transfer of value by the owner of the Building, who had the right to reclaim possession of
it, to the College, who enjoyed that possession. The original owner of the Building was BOSHire—the terms of the Contract
record that BOSHire was acquiring the Building from BOS for the purposes of the Contract. However, the notice of assignment
of 5 June 2013 provided that “SFM will be or become the legal owner of the equipment in due course”. While I have not seen
the document by which this transfer was effected, this had clearly happened by 4 July 2013, when SFM entered into the RSA
with GCP, clause 3.1.6 of which warranted that SFM was the legal and beneficial owner of the Building. Accordingly I am
satisfied that by the time the College took possession of and began to use the Building in September 2013, SFM was the owner.

408.  In the period after September 2013, the transfer of value to the College in the form of possession and use of the Building
has involved loss to SFM as the owner, because SFM as owner would otherwise have enjoyed those rights, and would have been
able either to use the Building itself or sell or lease the Building to someone else. By contrast, GCP has transferred nothing to the
College, and the College's enjoyment of the Building has not been occasioned by any loss to GCP. Even if the College's failure to
pay for such enjoyment since September 2017 might in some sense be treated as a *2019  loss to GCP, it is not a loss occasioned
by the transfer of the benefit of the Building to the College, but by the College's failure to pay for the benefit so transferred.

409.  I do not believe that the identification of the party at whose expense the enrichment occurred changes simply because SFM
(proceeding on the erroneous basis that the Contract was valid) assigned its rights to payment under the Contract to GCP. While
the College submits that “only GCP can have any claim in restitution for the College's use of the building since September
2017, because only GCP has had any right to receive hire payments in that period”, this analysis takes no account of the fact
that (i) GCP has itself transferred no value to the College; (ii) the assignment by SFM of rights arising from its transfer of value
is not a matter between it and the College as the enriched party but something SFM did for its own purposes; and (iii) as the
Contract is void, there was never any contractual right to hire payments capable of being assigned to GCP.

410.  There is, however, a separate and subsequent question of whether SFM has assigned its claim in unjust enrichment to
GCP. When such an assignment takes place, Lord Reed JSC suggested in Investment Trust Companies v Revenue and Customs
Comrs [2018] AC 275 , para 48 that “the claimant stands in the shoes of the assignor, and is therefore treated as if it had been
a party to the relevant transaction, and the defendant's enrichment had been directly at his expense”.

411.  By clause 2.1 of the RSA, SFM assigned “all of the vendor's right, title and interest in and to the receivables [ie hire due
under the Contract]”. In my view, those words do not encompass SFM's claim in unjust enrichment against the College. They
merely assign the contractual right to payment which all parties believed had arisen.

412.  In summary:
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 (i)  The enrichment which the College enjoyed and is continuing to enjoy through the use of the Building was and is at the
expense of SFM as the owner of the Building throughout the period of possession and use by the College.

 (ii)  SFM has not assigned any claim in unjust enrichment to GCP.
 (iii)  The proper claimant is, therefore, SFM.

Does the claim in unjust enrichment fail because SFM knowingly took the risk that the Contract was ultra vires?

413.  The College alleges that any claim in unjust enrichment is precluded because SFM was aware of the ultra vires risk when
the Building was provided to the College.

414.  The suggestion that claim in unjust enrichment might fail for this reason appears to have been first articulated in Kleinwort
Benson Ltd v Lincoln City Council [1999] 2 AC 349 , one of the cases concerned with local authorities who had purported to
enter into ultra vires swaps transactions. Lord Hoffmann noted, at p 401:

“There may be cases in which banks which have entered into certain kinds of transactions prefer not to raise the question of
whether they involve any legal risk. They may hope that if nothing is said, their counter-parties will honour their obligations
and all will be well, whereas any suggestion of a legal risk attaching to the instruments they hold might affect their credit
ratings. There is room for a spectrum of *2020  states of mind between genuine belief in validity, founding a claim based
on mistake, and a clear acceptance of the risk that they are not.”

415.  It will be noted that Lord Hoffmann appears to have had in mind a position where a bank becomes aware of a legal
risk to a swap transaction which it had already entered into, but prefers to carry on paying out for fear that raising the issue
might have adverse consequences (either from the notional counterparty or in evaluations of the bank's assets). In the same
case, Lord Hope of Craighead, at p 410, addressed the position of a payer who is aware that there is doubt as to whether a
particular payment is due, but who pays “without waiting to resolve that doubt”, stating “a person who pays when in doubt
takes the risk that he may be wrong”.

416.  Both judges returned to the issue when considering payments of tax demanded and made on the basis of a mistaken
understanding of the law in Deutsche Morgan Grenfell Group plc v Inland Revenue Comrs [2007] 1 AC 558 . Lord Hoffmann
at para 26 said that “the real point is whether the person who made the payment took the risk that he might be wrong. If he did,
then he cannot recover the money”. He noted the finding at first instance that the person who had authorised the payments in
that case—a Mr Thomason—had personally been in no doubt that the payments were due, and observed that this was sufficient
to establish a mistake. As is clear from the judgment of Lord Brown of Eaton-under-Heywood at para 175, a specific concern in
that case was the effect on settled transactions if those who had made payments on a legal basis which they were aware might be
false could thereafter seek to recover those payments once the definitive legal position was established with the benefit of the
extended limitation period for recovering amounts paid under a mistake provided by section 32(1) of the Limitation Act 1980 .

417.  However, on the formulation adopted by Lord Hoffmann (with the support of Lord Hope), where a payer takes the risk
that the payment may not be due the effect is not simply to take the payment outside section 32(1) for limitation purposes, but
to render the payment irrecoverable from the outset. This was confirmed by Lord Walker of Gestingthorpe in Pitt v Holt [2013]
2 AC 108 , para 114, who further noted:

“It does not matter if the mistake is due to carelessness on the part of the person making the … disposition, unless the
circumstances are such as to show that he deliberately ran the risk, or must be taken to have run the risk, of being wrong.”

418.  The editors of Goff and Jones at para 9-37 doubt that “‘assumption of risk’ should be elevated to the status of an independent
bar”, noting that “[there] is also a danger that assumption of risk will only function as a conclusory label” (para 9-38). Frederick
Wilmot-Smith has also criticised the circular nature of “assumption of risk” reasoning (because the payer can only be said to
have taken the risk of non-recovery if there is no claim in unjust enrichment): “Replacing risk-taking reasoning” (2011) 127
LQR 613.
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419.  The cases in which the concept of “assumption of risk” has featured have generally involved attempts to recover mistaken
payments or where one party does work in anticipation of the conclusion of a contract, rather than a case such as the present
in which goods or services are provided pursuant to the terms of a contract which the parties purport to enter into but which
is *2021  in fact void. Unjust enrichment claims of this kind are generally categorised as “failure of basis” claims, restitution
being appropriate because the benefit was conferred on a joint understanding that the recipient's right to it was conditional on
counter-performance. Where this basis for unjust enrichment is relied upon, and the failure of basis established, it might be
thought that there is limited scope for the claim to fail because the claimant has assumed the risk of its failure. The very fact that
the conferring of the benefit was, to the parties’ joint knowledge, conditional in this sense involves an allocation of risk, and
one which is inconsistent with the party rendering the benefit having assumed the risk of the absence of counter-performance.

420.  The attempt to distinguish between mistaken payment cases (where a claim in unjust enrichment would be precluded if
the payer took the risk the payment might not in fact be due), and cases where the benefit is transferred on the basis of a void
contract (where it would not) runs into the immediate difficulty that the cases concerned with ultra vires swaps (unlike those
concerned with payments of tax demanded but not due) involve both elements. A party who has made payments under a swap
agreement on the basis of a mistake that there is a binding contract has also made those payments on the basis that there will
be counter-performance from the opposing party.

421.  It is clear from the treatment of unjust enrichment claims in respect of payments made under wholly executed ultra
vires swaps that the mere fact that the anticipated counter-performance has been received does not preclude a claim in unjust
enrichment by the net payer based on the mistake as to the existence of the contract ( Guinness Mahon & Co Ltd v Kensington and
Chelsea Royal London Borough Council [1999] QB 215 ). This case can be seen as treating payments under void swap contracts
as conditional in two respects: conditional on the receipt of counter-performance, but conditional also on the conclusion of a
binding contract and the legal rights which would follow from that. I can see no objection in principle to the transfer of a benefit
being subject to more than one condition, failure of any one of which will generate a claim in unjust enrichment. This analysis
is supported by the editors of Goff and Jones (paras 13.14–13.15) and also by the Singapore Court of Appeal in Benzline Auto
Pte Ltd v Supercars Lorinser Pte Ltd [2018] 1 SLR 239 , para 52 in which Judith Prakash JA observed: “[Although] it is usual
and convenient to refer to the basis of a transfer, the reality is that, as the learned authors of Goff & Jones observe at para 13-14,
a transfer may have more than one basis.”

422.  In those cases where the claimant is aware of and can be taken to have assumed the risk that there is no binding contract,
that may have the effect that the claimant cannot allege that the payment was conditional on the existence of a binding contract.
However, it does not necessarily follow that a claimant who has assumed the risk that there is no binding contract has also
assumed the risk of absence of counter-performance if the transfer of benefit is also conditional in this respect (as benefits
provided on the basis of a void contract will generally be). This is an issue which is unlikely to arise in void swaps cases where
the claim in unjust enrichment is invariably asserted by the net payer for the net payment, and the ultra vires argument will only
be raised when the public body is “out of the money”. While Tomlinson J in Haugesund Kommune v Depfa ACS Bank (Wikborg
Rein & Co, Part 20 defendant) [2010] Lloyd's Rep PN 21 , paras 142 and 145 *2022  described the suggestion that assumption
of risk might operate differently as between different “unjust factors” as “a somewhat arid controversy”, and observed that the
nature of the enquiry in respect of both mistake and failure of condition was “the same” on the case before him, he accepted
that “that might not in all cases be so”.

423.  Turning to the present case, the provision of the Building to the College was clearly conditional in the sense that it was the
joint understanding of SFM and the College that it was to be paid for, and that the Building was being provided on the condition
of such payment. That condition having failed in respect of the period after September 2017, SFM is entitled to a remedy in
unjust enrichment. I do not believe that it would be an answer to that claim if it was not open to SFM to contend the transfer
of benefit was also conditional in a second respect (namely that the Contract was binding) because SFM had taken the risk that
the Contract was void. Each argument of failure of condition has to be considered on its own merits. The fact that the transferor
had assumed a risk in relation to one matter, so as to preclude an argument that the transfer was conditional in that sense, is no
reason why it cannot point to a different respect in which the transfer was subject to an unfulfilled condition.

424.  In any event, in respect of the position up to judgment, I am satisfied that SFM cannot be said to have known of and
chosen to take the risk that the Contract was not valid, whether that issue is approached subjectively or objectively (cf Goff and
Jones , para 10-037). I accept Mr Spring's evidence that it was his belief when the Contract was concluded, and thereafter, that
sufficient steps had been taken to ensure that the Contract was within the College's capacity. Just as this factual finding was
conclusive of the position in Deutsche Morgan Grenfell Group plc v Inland Revenue Comrs [2007] 1 AC 558 , so it is here.
While it would not matter whether or not what I have found to be a mistaken understanding was the result of carelessness (cf
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Pitt v Holt [2013] 2 AC 108 , para 114), it is clear that Mr Spring took legal advice on the issue, and paid close attention to the
terms of the Contract, all with a view to seeking to ensure it was appropriately classified as an operating lease and not a finance
lease. While I accept that the desire to maximise profit meant that Mr Spring sought to get as close to the line as he could,
I am quite satisfied that he took steps to ensure and firmly believed that SFM had not crossed it. I am also satisfied that the
College could never have reasonably understood that, if the Contract proved to be outside the College's capacity, SFM intended
to provide the use of the Building gratuitously.

How is any claim in unjust enrichment to be valued?

425.  The proper approach to valuing a benefit conferred in these circumstances is set out by the Supreme Court in Benedetti v
Sawiris [2014] AC 938 . Lord Clarke JSC at para 34 concluded that “the starting point for identifying a benefit which has been
conferred on a defendant, and for valuing that benefit, is the market price of the services”. That value would ordinarily be what
a reasonable person in the position of the defendant would pay for the services provided (para 17), subject to considerations of
subjective devaluation which do not arise in this case (para 18).

426.  In cases where the parties proceed on the basis that they have concluded a contract for the provision of services, but in
fact they have not, or where the parties are in negotiations for a contract which is not concluded, *2023  reliance is sometimes
placed on the “contractually agreed” rate or the rate offered in negotiations as the best guide to the market value of the benefit
conferred. In Benedetti Lord Neuberger PSC stated at para 168:

“in the absence of any other evidence or any good reason to the contrary, where two parties agree, at arm's length, that one
of them will pay a certain sum, or at a certain rate, for a type of benefit to be provided by the other, there must be a prima
facie presumption that that amount is, or at least is good evidence of, the market value of that type of benefit.”

427.  However, in this case there is expert evidence of the market value of the benefit, albeit only from the defendants’ expert,
Mr Manley. His valuation—a figure rising from £250,000 per year in 2013 to £270,000 a year by 2019—is far removed from
the amount which the College agreed to pay under the Contract, namely £667,841 plus VAT per year. In circumstances in which
there is such a significant discrepancy between the Contract price and the objective evidence of value, the decision in Benedetti
suggests that the contract price will only be of limited use in valuing the benefit. Lord Reed JSC (at paras 139–140) suggested
that it would be important to know the reason for the discrepancy, which might reflect an imbalance in the bargaining skills
of the parties. He cautioned against placing reliance on the agreed price “in the absence of any identified circumstances which
could account for the divergence from the value indicated by other evidence”.

428.  In this case, I am unable to place any significant reliance on the Contract price when valuing the benefit which the College
has obtained for the following reasons:

 (i)  First, as I have set out above, there is no evidence of the College taking any steps to seek to negotiate the prices proposed
by BOSHire. It simply accepted the prices which were put forward. The comfort which a court may sometimes draw from
a price arrived at between two parties bargaining at arm's length is absent here.

 (ii)  Second, there is a very significant difference between the terms under the Contract—under which the College had the
benefit of a 15-year period as hirers of the Building, an assignment of BOS's warranty as to the life of the modules, and a
strong expectation, at the end of that 15-year period, of purchasing the Building—and the circumstances which prevail in
the absence of a contract, in which the College's use of the Building is subject to the risk that BOSHire/SFM might request
its return on reasonable notice at any time. As Lord Clarke JSC noted in Benedetti at para 99, any contract which the parties
to the unjust enrichment claim have entered into “might have included many other terms and conditions besides a price”.

 (iii)  Third, it is important that the valuation of the claimants’ unjust enrichment claim remains consistent with the basis on
which I have found that the Contract was beyond the College's capacity. I have found that the Contract was a finance lease
because substantially all of the risks and rewards of ownership were assumed by the College. In valuing the benefit which
the College received for the purposes of a claim in unjust enrichment, the price payable under a contract which the College
lacked the capacity to enter into is, necessarily, a poor guide to the value of the benefits it did receive. For the purposes
of the claimants’ claim in unjust enrichment, those benefits fall to *2024  be valued on a fundamentally different basis
(namely of benefits of a kind for which the College could have obtained by way of an operating lease), with the result that
the economics of the benefit being valued are fundamentally different from those inherent in the Contract.

 (iv)  In this regard, it is significant that while the use of property can constitute the transfer of benefit for the purposes of a
claim in unjust enrichment when a contract for hire has been found to be unenforceable, no claim in unjust enrichment will
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be allowed where this would be inconsistent with the policy which led to the contract of hire being void in the first place.
It was for this reason that a claim in unjust enrichment for the benefit of using a car failed in Dimond v Lovell [2002] 1 AC
384 , 397–398 when the hire contract was unenforceable under the Consumer Credit Act 1974 . In this case, the Contract
was void because it amounted to a finance lease and therefore borrowing. It would not be inconsistent with this finding to
value the enrichment by reference to the market price of the right to use the Building under an operating lease. However,
the ultra vires nature of the Contract counts strongly against any use of the Contract hire rate as evidence of market value.

429.  In supplemental submissions which I asked the parties to file to address the College's claim in unjust enrichment, and which
were filed on 1 April 2020, the claimants made the following comment on Mr Manley's valuation of their unjust enrichment
claim:

“For the avoidance of doubt, the sum identified by Mr Manley at paras 6.15–6.27 and para 8.2 of his report (£250,000–
£270,000) was reached by reference to rental of entirely incompatible buildings and did not consider the appropriate market
value for the particular Equipment in question (which would obviously have been a great deal higher to account for the
specifications and particularities by the College). This was not just a building but a series of relocatable structures compiled
to the specific and exact specifications of the College.”

430.  However in circumstances in which the claimants had not adduced any evidence themselves of the objective value of
the benefit received by the College from possession and use of the Building, nor cross-examined Mr Manley on his evidence
on this issue, it is not open to the claimants to advance these points some three weeks after trial concluded (whether “for the
avoidance of doubt” or for any other purpose). In any event, the claimants still advanced no alternative figure save (implicitly)
to contend that I should use the price payable under the Contract. For the reasons I have set out above, I am unable to place
any reliance on that figure.

431.  In these circumstances, the only evidence of the objective value of the benefits which the claimants provided to the College
is that of the defendants’ expert, Mr Manley of a market rate per annum of £250,000 in September 2013, rising to £270,000 per
annum by November 2019. Accordingly I will ask the parties to agree a calculation of the benefit for each year of hire as follows:

 (i)  For September 2013 to August 2014, £250,000.
 (ii)  For each subsequent year from September 2014 to 4 September 2019, a figure which reflects a straight line extrapolation

on the basis that the market value rose on a linear basis from £250,000 to £270,000 over that period. *2025
 (iii)  For the period from 5 September 2019 to the date of judgment, a pro rata proportion of £270,000 per annum.

432.  For reasons which I explain below, I am satisfied that SFM has a defence of change of position to the College's claim
to recover payments from SFM. This raises an issue as to the interrelationship of SFM's and the College's claims in unjust
enrichment. I return to that issue below after I have considered the College's claim in unjust enrichment.

For what period can SFM claim?

433.  The unjust enrichment claim is pleaded on the basis that the College has been unjustly enriched by the retention of the
equipment. The particulars of claim assert a claim in respect of unjust enrichment “to date”, albeit one only quantified “as of”
30 October 2018. The reply similarly notes that the claim for unjust enrichment is one brought “up to and including today's date
(the College having insisted on wrongfully retaining the equipment)”.

434.  In my view, this involves the assertion of a continuing claim for unjust enrichment for so long as the College continues
to insist on retaining the Building. It follows that I reject the College's submission that SFM is only entitled on its statement of
case to assert an unjust enrichment claim in respect of the period up to trial and not thereafter.

435.  However, the position with regard to any claim by SFM following judgment gives rise to a number of potential difficulties.

436.  First, once it is established that the Contract is void, it might be said that any complaint by SFM in relation to subsequent
use of the Building by the College is properly the domain of the law of tort. SFM is able to assert its right as owner to recover the
Building (albeit, given that the Contract is void, it cannot seek to enforce as it has previously a contractual obligation requiring
the College to dismantle and return the Building). If the College refuses to comply with such a demand, then that is likely to
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constitute conversion of the Building, triggering a right to user damages (see One Step (Support) Ltd v Morris-Garner [2019]
AC 649 , paras 25–30). If, however, SFM does not choose to seek to reclaim its property, it might be said that any continuing
possession on the College's part is not the result of any unjust factor capable of supporting an unjust enrichment claim, but
simply a consequence of SFM's own decision not to try and get its property back.

437.  Second, if a claim in unjust enrichment is hereafter pursued in respect of the period after judgment, it might be argued that
the College's continuing use of the Building after judgment does not involve a separate and independent transfer of value (cf
Prudential Assurance Co Ltd v Revenue and Customs Comrs [2019] AC 929 ). In my view, the preferred analysis is that where
the benefit conferred is not the transfer of property outright, but the transfer of the right of possession (and the concomitant right
of use) of property which the transferor is entitled to terminate at will, it is appropriate to treat each period during which the
right of possession and use subsists as an independent transfer of value. That would be consistent with the fact that the objective
valuation of the benefit is itself time-dependent (viz a market rate for use for a particular period). That is very different from
the position where there is an outright transfer of money or property, which the transferee subsequently uses (in which case
the subsequent use of the money or property will not involve a further and independent transfer of value: cf Professor Stevens,
“The Unjust Enrichment Disaster” (2018) 134 LQR 574, 596–597). *2026

438.  Third, if an unjust enrichment claim is to be brought, the effect of my judgment is that it will not be possible for SFM to
contend hereafter that it is conferring the right to possess and use the Building on the College on the basis of a mistaken belief
as to the status of the Contract. However, for the reasons I have set out above, it may be said that that of itself does not preclude
an unjust enrichment claim for the period after judgment. It might still be said that there was joint understanding that one of
the conditions on which the Building was provided—that its use would be paid for—was a continuing condition, capable of
operating even after it has been definitively determined that the Contract is void.

439.  Finally, the position might arise in which SFM was offered a reasonable opportunity to disassemble and remove the
Building, but refused to take it, raising the issue of whether use of the Building by the College thereafter would be capable of
generating an unjust enrichment claim in circumstances in which it had made it clear it no longer wanted the Building (see the
discussion in Goff and Jones at para 17-10).

440.  These are potentially deep waters, which were not navigated at the trial, and which are best left for final determination
as and when the precise facts prevailing in the period after judgment are known. The observations in paras 436–439 are not
intended to determine any of these issues, but are made in the hope that they might be of some assistance to the parties in
reaching agreement on the future position.

The College's counterclaim in unjust enrichment

441.  The College also brings an unjust enrichment claim, seeking to recover the payments it has made. Its pleaded case is that
it has made: (i) payments to BOSHire of £2,001,613·75 (inclusive of VAT) over the period November 2011 to January 2014;
and (ii) payments to SFM of £2,003,522·40 (inclusive of VAT) over the period from August 2014 to September 2017.

442.  The claim for repayment was originally advanced by the College solely against SFM (the only claimant at the relevant
time), with the result that the defence of change of position to that claim was only pleaded by SFM. Once BOSHire and GCP
were amended into the claim form as additional claimants, the College amended its counterclaim to seek repayment from all
three claimants. However, no amendment was made to the change of position defence, which continued to be advanced only by
SFM. This has led to extensive debate in post-hearing submissions as to whether the defence of change of position is available
in respect of any of the payments, and thrown up a number of further issues which were not fully explored during the hearing.

How much was paid and to whom?

443.  In a supplemental statement served on 10 February 2020, Ms Williams gave evidence about the invoices paid by the
College, identifying amounts said to have been paid to BOSHire and amounts said to have been paid to SFM. *2027

444.  The statement gave the following information:

Invoice No
 

Date
 

Amount
 

Supplier
 

BOS11884 [A] 30/11/2011 £36,000 BOSHire
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BOS2268 [B]
 

12/02/2013
 

£348,000
 

BOSHire
 

BOS2286[C]
 

11/03/2013
 

£372,000
 

BOSHire
 

BOS2424 [D]
 

11/09/2013
 

£1,202,114·40
 

BOSHire
 

BOS2452C [E]
 

11/09/2013
 

(£720,000)
 

BOSHire
 

  CREDIT
 

 

5395228 [F]
 

20/01/2014
 

£48,499·35
 

BOSHire
 

008 [G]
 

01/08/2014
 

£380,230·80
 

SFML
 

0010 [H]
 

03/09/2014
 

£20.473·20
 

SFML
 

0011 [I]
 

01/08/2015
 

£801,409·20
 

SFML
 

0012 [J]
 

22/08/2016
 

£801,409·20
 

SFML
 

I have added the letters in the first column to make it easier to identify the specific invoices under consideration in the discussion
which follows.

445.  Mr Spring said that payments A and F had been made to BOS and not to BOSHire. Mr Spring gave the following evidence
about invoices D and E:

“ A . The two payments under 242 … invoice numbers 2424 and 2425 … were … they ended up with BOSHire, but they
were actually … or they ended up with SFM rather.

“ Q . When you say ‘ended up’, do you mean?

“ A . Well, because I think Built Offshore actually …

“ Q . … paid by them or …

“ A . Yes, but BOSHire ended up with the money or SFM received the benefit of the cash but I think the invoicing was
done on those two payments by Built Offshore, just as an accident of the way the administration worked.”

446.  By the time closing submissions came to be made, there was no dispute that payment under invoice A issued in November
2011 was made to BOS. Further, the invoice was not paid pursuant to the Contract (which was not signed for another 16 months).
In these circumstances, the College realistically accepted that it was not in a position to seek recovery of this amount against the
claimants on the basis of a finding that the Contract was ultra vires. However, the position of invoices B to F remained in dispute.

447.  It is clear from the documents that the invoices which Ms Williams had identified as having been paid to BOSHire were
issued by BOS which provided its own bank account details for payment. It is also clear that the credit note which Mrs Williams
identified as having been received from BOSHire was a credit note from BOS. That credit note was issued in the amount of
£720,000 as a means of giving credit for the payments made under invoices B and C (which totalled £720,000), with the result
that invoices B and C, and credit note E cancel each other out. For that reason, I do not consider them further. That leaves
invoices D and F.

448.  So far as invoice D is concerned:

 (i)  In supplemental closing submissions, the claimants produced a further invoice from SFM to BOS in the amount of
invoice D, which was described as follows: “Hire charge for period from 05.09.13 to 04.09.14 due from Christ the King
under hire contract ref 1022—invoiced by Built Offshore as agent.” *2028

 (ii)  As this invoice suggests, invoice D is in the amount of the first hire payment as set out in the September 2013 supplement
to the Contract.
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 (iii)  At the date this payment was made, BOS had no entitlement to it (because it was never a payee under the Contract)
and BOSHire had no right to it because it had assigned its right to rent to SFM, and the College had been notified of that
assignment.

 (iv)  The evidence of Mr Spring, with which the invoice produced by the claimants following the trial is consistent, is that
this amount found its way to SFM.

 (v)  In these circumstances, I reached the provisional conclusion that invoice D was paid by the College to BOS who received
it as agent for and accounted for it to SFM. However, given that the fact and transmission of the payments ought to be
matters of record, I decided to allow the claimants and the College the opportunity to check the position before reaching
a final conclusion. After checking the position, the College confirmed that invoice D had indeed been paid to BOS, with
the College's accounting system showing that credit note E came from “Built Offsite Ltd” and that invoice D was paid to
“Built Offsite Ltd”. SFM provided a copy of its bank statement for the relevant period which confirmed that the amount
had been accounted for by BOS to SFM.

449.  That leaves invoice F which, on Mr Spring's evidence, was paid to BOS and not BOSHire and for which there is no
evidence to suggest it was ever re-billed to SFM. I accept Mr Spring's evidence:

 (i)  As I have noted, invoice D was in the amount of rent due on the commencement date of the Contract. Similarly, invoices
G and H, added together, are exactly equal to the amount of rent payable on the first anniversary of the Completion Date
under the Contract. Invoices I and J respectively are equal to the payments due under the Contract in September 2015 and
September 2016 respectively.

 (ii)  By contrast, invoice F is not referable to any amount payable under the Contract. This corroborates Mr Spring's evidence
that this amount was not paid under the Contract.

 (iii)  In these circumstances, I have concluded that the College had no right to recover the amount paid under invoice F,
which (a) was not paid under the Contract, and therefore is not susceptible to a claim in unjust enrichment on the basis that
the Contract was void; and (b) was not paid to or for the benefit of SFM, but to BOS.

450.  As I have noted, through the RSA, SFM entered into an agreement to assign its right to payments under the Contract
to GCP. The effect on that purported assignment of my conclusion that the Contract was void, with the result that SFM had
no right to rent to assign, was not explored before me. The notice of the assignment given to the College provided that the
College should make payments into a bank account in the name of GCP, but also provided that the College should continue to
deal with SFM until they had received written notice from GCP to the contrary. Further, the invoices in question were issued
by SFM and not by GCP.

451.  As I have noted, the College's evidence was that it made the payments to BOSHire or SFM. The College's case in opening
was that “no payments were in fact ever made to GCP”, and its case in closing was that the amounts it had paid fell “to be
recovered from BOSHire and SFM” and *2029  that “no payments were made to GCP”. That remained the College's position
in the further submissions which I asked it to file after the hearing.

452.  In these circumstances, I have concluded that I should proceed on the basis that the College's unjust enrichment claim
is being advanced against BOSHire and SFM, and I have not considered the issues which would arise if the claim were to be
advanced against GCP instead. If, however, I had concluded that it was necessary to consider the College's unjust enrichment
claim on the basis that GCP was the appropriate defendant, I would have given GCP the opportunity to make an application
for permission to amend to advance a change of position defence.

453.  In summary:

 (i)  The College cannot bring an unjust enrichment claim in respect of invoices A and F.
 (ii)  The College can bring an unjust enrichment claim in respect of invoices D, E, G, H, I and J in the total amount of

£2,485,636·80 inclusive of VAT, and the appropriate defendant to those claims is SFM.

454.  Unless SFM can establish one of the recognised defences to an unjust enrichment claim, the College is entitled to recover
these payments. The basis of the claim can be analysed in a number ways: that the payments were made under a mistake of law
or subject to a condition (which failed) that the College was acquiring legal rights ( Kleinwort Benson Ltd v Lincoln City Council
[1999] 2 AC 349 ) or under the principle in Auckland Harbour Board v The King [1924] AC 318 that ultra vires payments by
a public body are recoverable in unjust enrichment.
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455.  The only defence advanced to the College's claim in unjust enrichment is the defence of change of position.

SFM's change of position defence

Is it open to SFM to advance a change of position defence, and if so what basis?

456.  SFM's pleaded change of position defence is as follows:

“It is averred that SFM has, in good faith, changed its position. In particular, it is averred that such sums as were received
as hire charges pursuant to the terms of the hire contract have been spent, in good faith and in the honest belief that the
hire contract was not ultra vires, on servicing its financial obligations arising out of the manufacture, commissioning,
transportation, and construction costs involved at the beginning of the hire contract.”

457.  The College's unjust enrichment claim, and SFM's defence to it, were not addressed in the claimants’ opening skeleton
argument. For its part, the College's opening skeleton argument provided:

“It is understood from the claimants’ defence to counterclaim that SFM (alone) pleads a change of position defence
by reference to ‘servicing its financial obligation arising out of the manufacture, commissioning, transportation, and
construction costs involved at the beginning of the Hire Contract’. No evidence has been advanced in this respect on behalf
of SFM, which has provided no disclosure as to its finances at all, and the College does not presently understand the basis
for a change of position defence.” *2030

458.  In this case, the pre-trial directions provided for the service of supplementary opening skeletons. The claimants’
supplemental skeleton did not respond to that allegation, or otherwise address the College's claim in unjust enrichment.

459.  As the College's opening skeleton rightly observed, no witness evidence was adduced by the claimants which directly
addressed the change of position defence. While Mr Spring gave some evidence as to the financial arrangements between the
claimants and the structure of the transaction on the claimants’ side, he did not engage in any detailed explanation of what
amounts SFM had paid and when.

460.  In its written closing submission, SFM explained its case as follows:

“SFM was, under both the deed of assignment and RSA, responsible for the costs of manufacture, commissioning and
transportation and construction costs in relation to the equipment. The College criticises the claimants for failing to
advance evidence on this change of position (which is blindingly obvious from the fact of the buildings themselves and
the construction of the RSA and the deed of assignment). No further evidence is necessary. SFM might potentially have
advanced receipts for expenditure, however, there is ample evidence already before the court which demonstrates that the
costs expended by SFM in installing and erecting these units were considerable and far in excess of the hire charges paid
under the Contract.”

461.  The only evidential reference given to support the paragraph was a reference to the expert evidence of Mr Dodson which
addressed the cost of the Building, but not who had paid for it. No other submissions were made (legal or factual) and no other
evidential references were given.

462.  The editors of Goff and Jones observe at para 27.32:

“The onus of pleading and proving the change of position defence is on the defendant, who must put it forward ‘fairly and
squarely’ in his statement of case so that ‘its factual merits can be explored at trial’; he must also adduce evidence and
give disclosure in support of the defence” (quoting from Adrian Alan Ltd v Fuglers [2003] 4 Costs LR 518 , para 16 and
Prudential Assurance Co Ltd v Revenue and Customs Comrs [2017] 1 WLR 4031 , para 150).
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463.  I have given careful consideration to the question of whether it should be open to SFM to pursue its change of position
defence, given the limited attempts to develop the point in argument at trial or to point the court to any evidence said to support
it. However, there are a number of documents in the chronological bundle which are capable of supporting such a defence in the
form it was advanced in SFM's written closing (ie a defence premised on the amounts paid by SFM for the construction of the
Building). In these circumstances, I decided to allow a further round of written closing submissions on the change of position
defence as formulated in the claimants’ written closing. The claimants filed 19 pages of submissions. The College served a
responsive submission of some 11 pages, to which the claimants replied in a further eight-page document served on 8 April 2020.

464.  Understandably, the College has objected to the claimant's failure to develop their change of position defence adequately
at trial. In particular *2031  the College relies on paragraphs J8.6–J8.7 of the current edition of the Commercial Court Guide,
which provides that not all documents in the trial bundle are in evidence, and that a claimant wishing to put a document in the
trial bundle into evidence must “actively adduce the document in evidence by some other means”. The Guide also provides
that “it will not normally be appropriate for reliance to be placed in final speeches on any document not already specifically
adduced in evidence by one of the means described” (the parties’ agreement, an invitation to the judge to read the document
in opening or putting the document to a witness).

465.  This provision is clearly intended to ensure that the judge and the parties have a fair opportunity to comment upon
documents which one party (or indeed the judge) relies upon, and to take up any issues which arise in relation to those documents
either with a relevant witness or in submission. In this case, while there was no specific reference to the various interim payment
documents in opening, the expert report of Mr Dodson, which was adduced in evidence, did refer to and rely on BOS's invoices
and Bailey Partner's valuations, and Mr Dodson's evidence on the costs of construction was not challenged. Given the narrow
nature of the issue, and the absence of any genuine controversy between the parties in relation to the cost of the Building, I have
concluded that I can fairly rely upon these documents for the purpose of my judgment now that the College has been afforded,
and taken, an opportunity to make submissions about them.

SFM's change of position defence: the law

466.  So far as SFM's change of position defence is concerned, the applicable legal principles can be briefly stated:

 (i)  There is a defence of change of position to a claim in unjust enrichment where the defendant's “position has so changed
that it would be inequitable in all the circumstances to require him to make restitution, or alternatively to make restitution
in full”: Lipkin Gorman v Karpnale Ltd [1991] 2 AC 548 , 580.

 (ii)  A change of position can be established from action taken before, but in anticipation of, the receipt of the payment:
Dextra Bank and Trust Co Ltd v Bank of Jamaica [2002] 1 All ER (Comm) 193 , para 38; Commerzbank AG v Price-Jones
[2003] EWCA Civ 1663 at [38], [47].

 (iii)  “[The] mere fact that the defendant has spent the money, in whole or in part, does not of itself render it inequitable that
he should be called upon to repay, because the expenditure might in any event have been incurred by him in the ordinary
course of things”: Lord Goff of Chieveley in Lipkin Gorman , at p 580.

467.  The change of position which SFM advanced in closing at trial was based on the fact that it had paid for the acquisition
and construction of the Building which had happened by November 2013. The College did not seek to argue that a defence of
change of position was not open to SFM to the extent that its claim in unjust enrichment was premised on a failure of basis,
no doubt recognising that the nature of the change of position relied upon in this case was expenditure directly incurred in
preparation for the Contract (see the discussion in Goff and Jones , at paras 27-58 to 27-60).

468.  However, the payments which the College seeks to recover from SFM include payments made after the last amount was
paid to BOS. As I noted above, the Privy Council held in Dextra that the fact that the change *2032  of position occurs before
rather than after the receipt in question does not preclude a change of position defence. The Privy Council observed at para 38:

“It is true that, in the second case, the defendant relied on the payment being made to him in the future (as well as relying
on such payment, when made, being a valid payment); but, provided that his change of position was in good faith, it should
provide, pro tanto at least, a good defence because it would be inequitable to require the defendant to make restitution,
or to make restitution in full.”
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469.  The Court of Appeal in Commerzbank AG v Price-Jones [2003] EWCA Civ 1663 at [38] and [47] has also confirmed that
reliance in anticipation of the receipt of a payment which is then received can establish the defence of change of position.

470.  The College argued that the defence of change of position cannot be advanced by way of a defence to a claim by a
public body to recover monies paid out under an ultra vires contract where the change of position in question was effected in
anticipation of, rather than following, receipt of the payments in question. The College relied upon the decision Clarke J in
Svenska [1995] 1 All ER 545 , in which the judge rejected a defence of change of position by the bank premised on a hedging
swap which the bank had entered into at the same time as the void swap and in reliance upon the validity of the swap agreement
with the local authority. The local authority submitted that the change of position in question had occurred when the hedge
was taken out, which preceded the receipt by the bank of any payments from the local authority. At p 565, Clarke J accepted
the local authority's argument:

“In my judgment in circumstances such as these the bank is not entitled to rely upon the underlying validity of the
transaction either in support of a plea of estoppel or in support of a defence of change of position. That is because the
transaction is ultra vires and void. It is for that reason that in a case of this kind, save perhaps in exceptional circumstances,
the defence of change of position is in principle confined to changes which take place after receipt of the money. Otherwise
the bank would in effect be relying upon the supposed validity of a void transaction … It does not however follow that the
defence of change of position can never succeed where the alleged change occurs before the receipt of the money.”

471.  The Privy Council in Dextra [2002] 1 All ER (Comm) 193 observed of this passage at para 39:

“It follows that the exclusion of anticipatory reliance in that case depended on the exceptional facts of the case; though it is
right to record that the decision of Clarke J has been the subject of criticism—see, eg, Goff and Jones , Law of Restitution
… pp 823–824.”

472.  It is not clear which “exceptional facts” the Privy Council thought might justify the exclusion of anticipatory reliance
in that case. The editors of Goff and Jones suggest that it might be that the payment of money under a back-to-back hedging
contract with another bank was too remote (para 27-36, footnote 101). However, the terms of Clarke J's judgment suggest
*2033  that he attached particular significance to the fact that the swap with the local authority was void, and took the view

that allowing a defence of anticipatory change of position in those circumstances would involve the bank establishing change
of position in reliance on the existence of the swap contract (and therefore on an ultra vires transaction) rather on the fact of
payment (which had yet to occur).

473.  There can be no objection in principle to allowing a party who receives an ultra vires payment from a public body to
advance a change of position defence. The editors of Goff and Jones , at para 27-64, suggest that “the recipients of ultra vires
payments by public bodies should be allowed to raise the defence of change of position on appropriate facts”. They also note
that the defence has been upheld in response to claims by local authorities to recover amounts paid under ultra vires redundancy
agreements in Hinckley [2000] LGR 9 and Eastbourne Borough Council v Foster 20 December 2000 . As the defence does
not involve holding a public body to a representation as to its ability to make a payment which it is outside its capacity to
make, but rather a defendant-focused inquiry in circumstances in which the public body is asserting a cause of action to recover
the amounts paid, the recognition of the change of position defence does not subvert the principle propounded by the House
of Lords in Howell v Falmouth Boat Construction Co Ltd [1951] AC 837 , 844–845 that the ultra vires doctrine cannot be
subverted by allowing payees to hold public bodies to false statements by public officials as to the bodies’ vires.

474.  The College did not contend “that a change of position defence can never arise in a restitution claim based on ultra
vires”, and it accepts that in cases not involving public authorities, anticipatory change in position can give rise to the defence.
However, it contends that there can be no anticipatory change of position defence to claims to recover ultra vires payments by
public bodies. The College argues that:
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“In an anticipatory change of position context, giving effect to the defence has the effect of holding that the public authority
was legally required to make the ultra vires payments it then subsequently made. That is an infringement of the ultra vires
doctrine in the way that recognising that a payment made ultra vires which is subsequently spent, cannot be recovered
is not.”

475.  In my opinion, this submission proceeds on a misapprehension. The recognition of the defence of anticipatory change of
position does not place a party under an obligation to make payments for which the legal basis has not been satisfied, simply
because the other party has acted in anticipation of the receipt of such payments. If the failure of basis comes to the putative
payer's attention before the payment is made, there will be no obligation to make the payment, whether or not there has been
anticipatory reliance. If, however, the party makes the payments in ignorance of the failure of basis, and then requires the court's
assistance to recover the payment back, the defence of anticipatory change of position may provide an answer to such a claim,
in whole or in part. As the Privy Council noted in Dextra [2002] 1 All ER (Comm) 193 , para 38: “Since ex hypothesi the
defendant will in fact have received the expected payment, there is no question of the defendant using the defence of change
of position to enforce, directly or indirectly, a claim to that money.” *2034

476.  I note that Cranston J allowed a defence of anticipatory change of position to be advanced in response to a claim to recover
payments under an ultra vires contract in Charles Terence Estates [2012] PTSR 790 , stating at para 98: “It does not matter
that on some occasions that change of position occurred before CTE received the moneys, since it did so in anticipation of
their future payment.”

477.  Further, the defence of anticipatory change of position, as explained in Dextra and Commerzbank [2003] EWCA Civ 1663
does not rest on the payee's reliance on the validity of the void transaction, but on the payee's reliance on the future payment
(as the Privy Council observed in Dextra , para 38, “it is surely no abuse of language to say, in the second case as in the first,
that the defendant has incurred the expenditure in reliance on the plaintiff's payment”). It is for this reason that the operation of
the defence in these circumstances is sometimes described as one of “anticipatory reliance” (on the payment yet to be made)
rather than actual reliance (on the existence of an obligation to effect the payment): see for example Commerzbank , para 38,
in which Mummery LJ stated:

“As was held by the Judicial Committee of the Privy Council in the Dextra Bank case at p 204, the question whether it
would be inequitable to require restitution can arise in cases of ‘anticipatory reliance’ where a recipient of an overpayment
has already changed his position in good faith in the expectation of receiving a future benefit.”

478.  For these reasons, I have concluded that there is no principled basis for the distinction which the College invites me to
draw in its submissions between anticipatory and consequential change of position in public authority cases.

SFM's change of position defence: the facts

479.  The College are right to observe that SFM's change of position defence received little attention in the course of the trial.
However, the documents in the trial bundle clearly establish the following:

 (i)  On 30 April 2013, SFM entered into a contract with BOS under which BOS agrees to erect the Building for the contract
sum of £6,660,000 (“the Build Contract”). Variations led to the price being increased to £7,147,039.

 (ii)  “Notification of Interim Payment” were provided by the Bailey Partnership, the construction consultants responsible for
certifying when payments had been earned under the Build Contract, to SFM on 30 April 2013 (£1,892,715 plus VAT); 13
June 2013 (£3,598,640·15 plus VAT); 7 August 2013 (£767,210·85 plus VAT) and 20 November 2013 (£888,473 plus VAT).

 (iii)  Invoices were rendered by BOS to SFM on 17 May 2013 for £900,000 plus VAT; on 13 June 2013 for £695,461·29
plus VAT and on 7 August 2013 for £339,538·71 plus VAT.

 (iv)  On 13 September 2013: (a) SAM invoiced SFM for £222,491 for arrangement fees for the term and construction
funding facilities. Mr Spring's e-mail of 12 September 2013 records that SFM invoiced SAM at or around the same time in
the amount of £95,518. (b) SFM rendered invoices to BOS of £766,039 plus VAT and £597,683 plus VAT. (c) BOS rendered
a further invoice to SFM of £5,319,984 plus VAT (which invoice referred to the fact that £1,935,000 plus VAT had already
been invoiced). *2035
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 (v)  On 20 November 2013, a further interim payment notice was issued by the Bailey Partnership for an amount due from
SFM to BOS of £888,473. The notification referred to a total valuation of work done by BOS for SFM under the contract
of £7,147,039, of which £6,258,566 had already been notified.

480.  The College argued that there was no evidence that any of the invoices had actually been paid. It relies in this connection
on a statement in Goff and Jones , at para 27-32, sourced to the New Zealand case of Saba Yachts Ltd v Fish Pacific Ltd [2006]
NZCCLR 963 , that it is not enough that there is “evidence that an invoice was issued by the defendant's business associate,
unaccompanied by evidence that this was ever paid”. In Saba Yachts the defendant had relied upon an invoice rendered by a
related company for work alleged to have been done. Winkelmann J at para 65 suggested that production of an invoice at arm's
length might have been sufficient to prove a change of position because “if an invoice is issued, it is to be inferred that it is to
be paid”. However, she was not prepared to draw that inference on the facts before her.

481.  The issue of whether there is sufficient evidence to establish the defence of change of position is ultimately one of fact. I
am satisfied on the evidence in this case that the overwhelming likelihood is that the invoices were paid:

 (i)  There is clear evidence of the work done by BOS (in contrast to the position in Saba Yachts ).
 (ii)  The invoices were produced as a result of formal certification by the Bailey Partnership as an independent third party.
 (iii)  The commercial arrangements which Mr Spring describes in his witness statement could only work if BOS was paid

for the Building which was then leased by the acquirer to the College. It was Mr Spring's evidence that the purpose of the
various arrangements put in place was “to fund the purchase of the Buildings from [BOS] to that they could be leased to
the end-customer”.

 (iv)  The Notifications of Interim Payments all provided for payment within a specified period of time, were all issued
following an application by BOS for an interim payment, and in each case BOS then invoiced SFM for the payments. I can
think of no sensible reason why BOS, having sought an interim payment, established its entitlement to the same and then
issued an invoice, would not have sought and obtained payment of the amounts certified.

 (v)  It is clear from documents in the trial bundle that when SFM was late in making payments, BOS chased SFM and
demanded payment by return. By way of example, in an e-mail concerning the third interim payment in August 2013, Mr
Pierce informed Mr Spring ”payment would now be appreciated, it so offends when we come to remove furniture, fittings
and personal effects”.

 (vi)  Finally, the terms of BOS's invoices provided that property did not pass until payment. As I have noted above, it is
clear on the evidence that SFM became the owner of the Building.

482.  On this basis, I am satisfied that SFM made a net payment to BOS in anticipation of the receipt of rent under the Contract
of in excess of £5·7m plus VAT and a net payment to SAM on the same basis of in excess of £125,000. *2036

483.  In their second round of closing submissions, filed on 1 April 2020, the claimants also argued that SFM had borrowed
and paid money in reliance on the receipt of payments from the College under the Contract and that this constituted a change
of position. As the amounts paid by SFM to BOS for the Building, and for which I have invoices and/or notifications of interim
payment, are sufficient to establish a change of position defence in respect of all of the amounts paid by the College to SFM, it
is not necessary for me to address this alternative ground for a change of position defence.

Has a sufficient causal link been shown between the payments made by SFM and the receipt of payments from the College

484.  The College contends that no sufficient causal link has been established between any payments made by SFM, and the
receipt of hire charges, and also suggests that SFM took the risk in relation to any transaction it entered into.

485.  So far as the amounts expended by SFM in paying for the acquisition, transportation and installation of the Building are
concerned, it is clear on the evidence that SFM incurred this expenditure in reliance on, and anticipation of, the prospective
payments under the Contract:

 (i)  SFM was a single purpose company specifically incorporated for the purposes of this Contract.
 (ii)  The Contract specifically contemplated that the Building would be acquired from BOS for the purpose of leasing it

to the College.
 (iii)  The College was made aware that SFM was the assignee of the right to hire and was to acquire ownership of the

Building which the College was leasing in return for the payment of hire.
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486.  There is a very strong link between the expenditure relied upon as constituting change of position and the enrichment
which the College seeks to reverse in this case: much stronger, for example, than the position where a party incurs expenditure
influenced by a general sense of well-being because it anticipates receiving payments in the future; or (as in Svenska [1995] 1
All ER 545 ) where the payee enters into a back-to-back contract for its own purposes and to manage its own risk in respect of
the transaction it has purported to enter into with the payer; or (as in Haugesund Kommune v Depfa ACS Bank [2012] QB 549
) where the payee speculates for its own purposes using money paid to it under an ultra vires contract.

487.  None of the matters relied upon by the College in its submissions of 7 April 2020 negate the clear and direct connection
between the payments relied upon as constituting the change of position and the amounts which the College seeks to recover.
Taking them in turn:

 (i)  The reasons for the assignment to SFM are clear on the evidence (viz that GCP wanted the rights held by a single
purpose entity over whose assets it could have a debenture). In any event, uncertainty on this topic would not bear on the
issue of whether SFM had made the payments for the Building to BOS in anticipation of the receipt of payments for the
Building from the College.

 (ii)  The facts that there was some interchangeability between BOS and BOSHire in the parties’ contemporary dealings,
that BOS was prepared to incur significant expenditure without a written contract in place and that BOS was willing to
accept a reduced margin do not begin to establish that *2037  SFM would have paid for the Building without anticipating
the receipt of hire under the Contract.

 (iii)  The fact that payments for the period up to 1 August 2014 were paid by the College to BOS and not to SFM lends no
support to the suggestion that SFM would have been willing to pay for the Building otherwise than in anticipation of the
College's legal obligation to pay hire. On the unchallenged evidence of Mr Spring, and as confirmed by a copy of the notice
of assignment signed by BOSHire and acknowledged by the College, SFM had the benefit of an assignment of all BOSHire's
rights under the Contract by 14 May 2013, long before the first payment of hire under the Contract fell to be made.

Does SFM have a surviving asset which defeats the defence of change of position?

The legal principles

488.  Finally, the College contends that the amounts received by SFM from GCP under the RSA constitute a “surviving asset”
which negates SFM's contention that it has changed its position. This argument raises a relatively under-developed aspect of
the law of unjust enrichment first averted to by Lord Templeman in Lipkin Gorman [1991] 2 AC 548 , 560 when he noted:

“Thus if the donee spent £20,000 in the purchase of a motor car which he would not have purchased but for the gift, it
seems to me that the donee has altered his position on the faith of the gift and has only been unjustly enriched to the extent
of the secondhand value of the motor car at the date when the victim of the theft seeks restitution. If the donee spends the
£20,000 in a trip round the world, which he would not have undertaken without the gift, it seems to me that the donee has
altered his position on the faith of the gift and that he is not unjustly enriched when the victim of the theft seeks restitution.”

489.  It will be noted that Lord Templeman's example focused on surviving value at the date restitution was sought, and not the
mere acquisition of value in the past which could no longer be realised (viz the round-the-world trip). The issues raised by the
potential counter-defence of “surviving value” are discussed in Goff and Jones , at paras 27-16 to 27-23. The editors refer to
the decision of the High Court of Australia in Australian Financial Services & Leasing Pty Ltd v Hills Industries Ltd (2014)
253 CLR 560 , paras 23–25 and 95 that a test of “irreversible detriment” should determine whether a defendant's circumstances
have changed to such an extent that he should be entitled to the defence of change of position. However, the editors endorse
Henderson J's observations in Test Claimants in the FII Group Litigation v Revenue and Customs Comrs (formerly Inland
Revenue Comrs) [2015] STC 1471 , para 354:

“… It may be relevant to consider whether the expenditure or loss relied upon is reversible, and (if so) how easily the
defendant could take steps to reverse it … But it would be wrong to elevate this consideration into a general test of
irretrievability. Expenditure may well be irretrievable, for example because it is immediately consumed, or for some other
reason cannot be recouped from the payee, but that fact alone does not stamp the expenditure as a relevant disenrichment.
*2038  Among other things, it also has to satisfy the causal ‘but for’ test if the defence is to be made out.”
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490.  Professor Burrows QC also questions the suggestion that reversibility should be the touchstone of whether steps taken by
the payee in anticipation of or as a result of a payment give rise to the defence of change of position, suggesting that the defence
is concerned with “the defendant being in a worse position to pay back the money than he would have been in had the payment
not been received” (or, presumably, anticipated): The Law of Restitution , 3rd ed (2010), pp 531–532.

491.  The discussions of surviving assets, and most of the cases, are generally concerned with cases of exchange, in which
the enrichment (or its anticipation) causes the payee to exchange money for an asset of some other kind—a car, shares and
furniture, for example—or to effect an immediate reduction of an existing liability (paying an existing debt). The principle has
also been applied to readily reversible unilateral payments—for example where payments have been made to tax authorities
which are recoverable (eg Hillsdown Holdings plc v Pensions Ombudsman [1997] 1 All ER 862 , 904). However, the transaction
said to constitute the change of position may be more complex, involving the assumption on the part of the payee of additional
liabilities beyond payment in return for the acquisition of an asset or the discharge of a debt. In that case, it may be much more
difficult to conclude that there would no net adverse change in the payee's position if the payment was recovered.

SFM's acquisition of the Building

492.  The first surviving asset which the College suggest defeats SFM's change of position defence is the Building. I accept
that this comes very close to the specific example which Lord Templeman gave in Lipkin Gorman [1991] 2 AC 548 of an asset
acquired on the basis of the receipt of funds which the payer then seeks to reverse.

493.  However, I have accepted the College's case that the realisable value of this asset—which in the circumstances must mean
its ex situ value—at the date restitution is sought is negligible, and certainly nowhere near sufficient to reduce the net level
of payments which SFM has made to BOS below the amounts which the College seeks to recover *2039  from SFM. Giving
credit for the realisable value of the Building does not reduce SFM's net expenditure below the amount which the College seeks
to recover. That finding is sufficient in itself to defeat this aspect of the College's argument.

494.  Further, the evidence establishes that SFM sold residual interest participations in the building to BOS and SAM for
payments which I have already taken into account when calculating the level of net payments made by SFM. The effect of
that sale is that it is BOS and SAM who stand to benefit from the future exploitation of the Building on the expiry or early
termination of the Contract.

The amounts received by SFM from GCP

495.  The College also alleges that SFM has not changed its position to its detriment because SFM sold the right to receive
rent to GCP for a lump sum under the RSA. While the amount paid by GCP to SFM under the RSA was redacted from the
copy before the court, it is clear on the evidence that this figure substantially exceeded the amount which the College seeks to
recover from SFM. A valuation report provided by Mazars to GCP referred to GCP raising around £5m from a loan note issue
all of which would be paid by GCP to SFM under the RSA

496.  I have concluded that the circa £5m payment does not have the effect of reducing or eliminating the change of position
defence which SFM has prima facie established in the form of the payments made to BOS for the Building.

497.  The RSA involved SFM providing a series of promises to GCP in return for the payment, including transfer of the right
to payment under the RSA “with full title guarantee”, and, inter alia, warranties at the date of the RSA and on completion that
(i) the Contract was subsisting, valid, binding and fully enforceable; (ii) SFM had good and marketable title to the rent payable
under the Contract; and (iii) the College had no defence to claims for the rent. It would be unrealistic to consider the benefit
acquired by SFM under the RSA in isolation from the liabilities assumed by SFM in return. Once those liabilities are taken
into account, it cannot be said that the amount received by SFM under the RSA negates the change of position prima facie
constituted by SFM's payments to BOS.

498.  Further, if regard is to be had to the RSA in assessing whether SFM has (in the College's words) “suffered a detrimental
change of circumstances” in anticipation of the receipt of payments from the College, then it is necessary to step back and

Case 2:19-ap-01382-SK    Doc 349-1    Filed 01/14/22    Entered 01/14/22 07:52:03    Desc
Exhibit 1    Page 252 of 315



© 2021 Thomson Reuters. 90

consider the overall net effect of the transactions which SFM has entered into. Those transactions involved SFM transferring
any entitlement to payments under the Contract to GCP and making certain promises to GCP in return for the payment of a
lump sum. That lump sum was used by SFM (a) to repay the construction facility which was the principal source of the amounts
SFM paid to BOS before completion of the Building and (b) to pay BOS the amounts falling due on completion. In net terms,
therefore, SFM has acquired the Building, for which it has expended an amount in excess of the sum received from GCP. In
circumstances in which I have found that the Building has an insignificant realisable value ex situ, and SFM has in any event
sold the benefit of any residual value in the Building, the inevitable result of ordering SFM to repay the amounts sought by
the College would be to leave SFM out-of-pocket by that amount, even before account is taken of the legal liabilities which
SFM has assumed under the RSA.

499.  For these reasons, I reject the College's “surviving value” argument, and find that SFM has made out its change of position
defence to the College's claim in unjust enrichment.

The relationship between SFM's and the college's claims in unjust enrichment

500.  I have found that:

 (i)  SFM conferred a benefit on the College in respect of the period from September 2013 to trial.
 (ii)  The payments made by the College for that benefit in respect of the period from September 2013 to September 2017

are not recoverable because SFM has changed its position in anticipation of those payments.

501.  What is the combined effect of those findings?

502.  In relation to the period from September 2013 to September 2017, SFM can make no further recovery beyond the amounts
which the College has already paid and which I have held it cannot recover. This result can be *2040  rationalised in a number
of ways. It might be said that SFM has received the anticipated counter-performance in circumstances in which the College
cannot recover it (because of SFM's change of position defence), and so there has been no failure of condition. Alternatively, it
might be said that any enrichment has not come at SFM's expense because SFM had been paid for it. In the further alternative,
it might be said that in circumstances in which the College cannot recover back the amounts paid by way of rent for this period
because of SFM's change of position, the College has its own change of position defence to any claim in unjust enrichment
by SFM for that period.

503.  In respect of the period from September 2017 to trial, I have concluded that SFM can recover in unjust enrichment at the
market rate I have set out above. It is no answer to such a claim that, in respect of the preceding three years, the College will
have paid in excess of the market rate. In circumstances in which the College cannot recover the rent paid during the preceding
period because SFM has changed its position, it would not be appropriate to allow the College nonetheless to rely upon those
payments as, in effect, creating a credit which can be used to answer SFM's claim in unjust enrichment in respect of later years
for which no payment has been made.

504.  It will be apparent that my analysis treats the unjust enrichment claim for each year's hire as, in effect, severable for the
purposes of analysing the claims and defences to claims in unjust enrichment. In my view, this analysis best represents the
nature of the benefit transferred—the possession or use of property over a period of time—and the market valuation of that
benefit (which involved a period-dependent payment). It is for this reason that the amounts paid by the College for the period
from September 2013 to September 2017, and which I have found to be irrecoverable, do not provide a complete answer to
SFM's claim in unjust enrichment for the entire period of use of the Building (cf the rule that a failure of basis must be total
unless the benefit conferred is severable analysed in Goff and Jones , paras 12-26 to 12-28).

The college's and the council's Part 20 claims against each other

505.  The College's Part 20 claim against the Council was premised on the College acting as the Council's agent in entering into
the Contract, a premise which I have rejected. Accordingly this claim fails.

506.  The Council's Part 20 claim against the College was conditional on the Council being found liable to the claimants, which
I have found it is not. Accordingly, the basis of this claim does not arise.
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Conclusion

507.  For the reasons set out in this judgment:

 (i)  The Contract was ultra vires the College, with the result that the claimants’ claims against the College under the Contract
fail.

 (ii)  The claimants’ claims against the Council under the Contract fail, for that reason and for the additional reason that the
Council was not a party to the Contract.

 (iii)  The claimants’ claims in misrepresentation and misstatement against the College and the Council fail.
 (iv)  The College's claim to recover the amounts set out in Ms Williams's second witness statement from the claimants in

unjust enrichment fails. *2041
 (v)  SFM's claim in unjust enrichment against the College succeeds in respect of the period from September 2017 to

judgment, and is to be quantified on the basis set out in this judgment.

508.  The parties are asked to seek to reach agreement on the terms of an order reflecting the findings in this judgment, and on
any consequential issues. Directions will be given for further submissions to be filed on any matters which remain in dispute.

  Louise Hopson, Solicitor *2042

Declaration granted that contract ultra vires college and void.

College liable to first claimant in restitution for unjust enrichment in sum of £711,323·88, plus accrued interest in sum of
£46,225·60. Payment stayed pending determination of college's appeal.

Claimants’ claims against council dismissed.

College's counterclaim against claimants dismissed.

No order on college's and council's Part 20 claims.

Claimants’ application for permission to appeal refused.

College's application for permission to appeal granted.

No order for costs as between claimants and college, or as between college and council.

Claimants to pay 95% of council's costs of claims against it on standard basis, to be assessed if not agreed, plus interest, with
payment on account in sum of £332,000.

Footnotes

1 School and Early Years
Finance (England) Regulations
2012, reg 22 : “(1) … where
two or more schools are
federated under section 24
of the 2002 Act, the local
authority must determine a
budget share for each school
in accordance with Part 3 of
these Regulations.”

2 School Standards Framework
Act 1998, ss 48, 49 , as
amended: see post, paras 70,
71.

3 Education Act 2002, Sch 1,
para 3 : see post, para 64.
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(c) Incorporated Council of Law Reporting for England & Wales
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*681  In re Spectrum Plus Ltd (in liquidation)

Positive/Neutral Judicial Consideration

Court
House of Lords

Judgment Date
30 June 2005

Report Citation
[2005] UKHL 41
[2005] 2 A.C. 680

House of Lords

Lord Nicholls of Birkenhead , Lord Steyn , Lord Hope of Craighead , Lord Scott of Foscote , Lord
Walker of Gestingthorpe , Baroness Hale of Richmond and Lord Brown of Eaton-under-Heywood

2005 April 25, 26, 27, 28; June 30

Company—Debenture—Charge over book debts—Charge expressed to be "by way of specific charge" prohibiting disposal of
book debts and requiring proceeds to be paid into account with chargee bank—Bank permitting company to draw proceeds of
debts from account to use in course of business subject to restrictions—Whether charge fixed or floating

Judicial precedent—House of Lords decision—Effect—House of Lords overruling previous decision of lower court—Whether
jurisdiction to overrule prospectively only

The company opened an account with the bank and obtained an overdraft facility for the purpose of providing working capital
for the business of the company. By a debenture the company created a charge, expressed to be "by way of specific charge",
in favour of the bank over the company's book debts in order to secure moneys due from the company to the bank. The
obligations of the company under the debenture were to pay the proceeds of any book debt into the company's account with the
bank, not to sell, factor, discount or otherwise charge or assign any such book debt in favour of any other person without the
consent of the bank and, if called on to do so, to execute legal assignments of such book debts. The bank advanced £200,000
to the company and debited its new account accordingly. While the overdraft facility varied from time to time the company's
account was never in credit. The proceeds of the book debts were collected by the company and paid into its account with
the bank, thereby reducing the overdraft. The company drew on the account as and when required, thereby increasing the
overdraft. The company went into creditors' voluntary liquidation owing the bank £156,554. The liquidators collected book
debts to the value of £113,484 but refused to account for them to the bank. The bank sought a declaration that the debenture
created a fixed charge over the company's book debts and the proceeds thereof and an order that the liquidators account to
the bank in respect of them. The judge, declining to follow a Court of Appeal authority which had been disapproved by the
Privy Council, refused the relief sought on the ground that the charge over the book debts granted by the company to the
bank was a floating charge and therefore did not have priority over the claims of preferential creditors. The Court of Appeal
allowed the bank's appeal and held, inter alia, that the charge over the book debts was a fixed charge which gave the bank
priority over the claims of preferential creditors.

On appeal by the Revenue and Customs Commissioners and the Secretary of State for Trade and Industry as Crown creditors
—
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Held, allowing the appeal, (1) that under a fixed charge the assets charged as security were permanently appropriated to
the payment of the sum charged in such a way as to give the chargee a proprietary interest in the assets and to impose
restrictions on the chargor's use of the asset; that, by contrast, the essential characteristic of a floating charge was that the
asset subject to the charge was not finally appropriated as a security for the payment of the debt until the occurrence of
some future event, and in the meantime the chargor was free to use the charged asset and remove it from the security; that
the restrictions on the company's right to deal  *682  with uncollected book debts did not enable the bank to realise its
security over those uncollected book debts, or to sell the book debts without first taking some steps following what would
amount to a crystallisation event; that, although the company was prevented from entering into transactions with any third
party in relation to book debts prior to their collection, once the book debts had been collected and paid into the company's
current account, the bank's debenture placed no restriction on the use that the company could make of the balance on the
account; that since it was not a blocked account the company could continue to draw on it, and the bank was contractually
obliged to honour the company's cheques; that therefore the charge over the company's book debts had the characteristics of
a floating charge; and that, accordingly, the debenture, although expressed to grant the bank a fixed charge, in law granted
only a floating charge which did not have priority over the claims of preferential creditors (post, paras 1, 44, 53, 55-64, 75,
110-120, 128, 129, 138-139, 152-155, 162, 164-165).

Siebe Gorman & Co Ltd v Barclays Bank Ltd [1979] 2 Lloyd's Rep 142 and In re New Bullas Trading Ltd [1994] 1 BCLC
485, CA overruled .

Agnew v Comr of Inland Revenue [2001] 2 AC 710, PC approved .

(2)  That the established practice of judicial precedent derived from the common law, and constitutionally judges had power
to modify that practice; that there was a flexibility inherent in this country's legal system and there could be circumstances
where prospective overruling would be necessary to serve the underlying objective of the courts, which was to administer
justice fairly and in accordance with the law; that there could be cases where a decision on an issue of law was unavoidable
but the decision would have such gravely unfair and disruptive consequences for past transactions or happenings that the
House of Lords would be compelled to depart from the normal principles relating to the retrospective and prospective effect
of court decisions; that if, altogether exceptionally, their Lordships as the country's supreme court were to follow that course
and overrule a case with prospective effect only, it would not be trespassing outside the functions properly to be discharged
by the judiciary; that (Lord Steyn and Lord Scott of Foscote dissenting) even in respect of an issue of statute law it could
not be said that prospective overruling could never be justified as a proper exercise of judicial power; and that, therefore, it
was not necessarily and always beyond the competence of the House of Lords ever to limit the temporal effect of its ruling
(post, paras 16, 39-41, 45, 71-74, 125-126, 129, 161-162, 165 ).

(3)  That the present case did not fall into that exceptional category of case in which alone a prospective overruling would
be legitimate; that although their Lordships had overruled a long-standing decision which had for many years been relied on
when formulating and using standard forms of charges on book debts, banks and other commercial lenders were sophisticated
operators who could not have been lulled into a false sense of security by what was a first instance decision, so that it could
not have been regarded as finally and definitively settling the law; that if the firm and unanimous decision of their Lordships
were given prospective effect only it would result in preferential creditors in many existing liquidations being deprived of
the priority, which, on a correct view of the law, Parliament intended they should have; that (per Lord Scott of Foscote) to
deprive preferential creditors of the rights given to them by statute would be to suspend a law that Parliament had enacted,
and that would be contrary to the spirit and, perhaps, the letter of the Bill of Rights; and that, accordingly, the decision should
take effect without any temporal restriction (post, paras 43, 46, 74, 122, 127, 129, 161, 162, 164, 165).

Decision of the Court of Appeal [2004] EWCA Civ 670; [2004] Ch 337; [2004] 3 WLR 503; [2004] 4 All ER 995 reversed .

Decision of Sir Andrew Morritt V-C [2004] EWHC 9 (Ch); [2004] Ch 337; [2004] 2 WLR 783; [2004] 1 All ER 981 restored .

The following cases are referred to in the opinions of their Lordships:

 Agnew v Comr of Inland Revenue [2000] 1 NZLR 223; [2001] UKPC 28; [2001] 2 AC 710; [2001] 3 WLR 454, PC
 Attorney General for Jersey v Holley [2005] UKPC 23; [2005] 2 AC 580; [2005] 3 WLR 29, PC
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 Banca Popolare di Cremona v Agenzia Entrate Ufficio Cremona (Case C-475/03) (unreported) 17 March 2005, Advocate
General

 Bank of Credit and Commerce International SA (No 8), In re [1998] AC 214; [1997] 3 WLR 909; [1997] 4 All ER 568, HL(E)
 Barclays Bank plc v O'Brien [1994] 1 AC 180; [1993] 3 WLR 786; [1993] 4 All ER 417, HL(E)
 Beam (James B) Distilling Co v Georgia (1991) 501 US 529
 Benedict v Ratner (1925) 268 US 353
 Bingham v Miller (1848) 17 Ohio 455
 Brightlife Ltd, In re [1987] Ch 200; [1987] 2 WLR 197; [1986] 3 All ER 673
 Carse v Coppen 1951 SC 233
 Chevron Oil Co v Huson (1971) 404 US 97
 Colonial Trusts Corpn, In re; Ex p Bradshaw (1879) 15 Ch D 465
 Company (No 005009 of 1987), In re A; Ex p Copp [1989] BCLC 13
 Cosslett (Contractors) Ltd, In re [1998] Ch 495; [1998] 2 WLR 131; [1997] 4 All ER 115, CA
 Davis v Johnson [1979] AC 264; [1978] 2 WLR 553; [1978] 1 All ER 1132, HL(E)
 Defrenne v Sabena (Case 43/75) [1976] ICR 547; [1976] ECR 455; [1981] 1 All ER 122n, ECJ
 Donoghue v Stevenson [1932] AC 562, HL(Sc)
 Edward and Edward, In re (1987) 39 DLR (4th) 654
 Evans v Rival Granite Quarries Ltd [1910] 2 KB 979, CA
 Fitzpatrick v Sterling Housing Association Ltd [2001] 1 AC 27; [1999] 3 WLR 1113; [1999] 4 All ER 705, HL(E)
 Florence Land and Public Works Co, In re; Ex p Moor (1878) 10 Ch D 530, CA
 Glazner v Glazner (2003) 347 F 3d 1212
 Golak Nath v State of Punjab (1967) 2 SCR 762
 Goodwin v United Kingdom (2002) 35 EHRR 447
 Great Northern Railway Co v Sunburst Oil and Refining Co (1932) 287 US 358
 Griffith v Kentucky (1987) 479 US 314
 Ha v State of New South Wales (1997) 189 CLR 465
 Halesowen Presswork and Assemblies Ltd v National Westminster Bank Ltd [1971] 1 QB 1; [1970] 3 WLR 625; [1970] 3

All ER 473, CA ; [1972] AC 785; [1972] 2 WLR 455; [1972] 1 All ER 641, HL(E)
 Hall (Arthur J S) & Co v Simons [2002] 1 AC 615; [2000] 3 WLR 543; [2000] 3 All ER 673, HL(E)
 Harper v Virginia Department of Taxation (1993) 509 US 86
 Hart v Barnes (1982) 7 ACLR 310
 Hindcastle Ltd v Barbara Attenborough Associates Ltd [1997] AC 70; [1996] 2 WLR 262; [1996] 1 All ER 737, HL(E)
 Holidair Ltd, In re [1994] 1 ILRM 481
 Holroyd v Marshall (1862) 10 HL Cas 191, HL(E)
 Hoverd Industries Ltd v Supercool Refrigeration and Air Conditioning (1991) Ltd [1994] 3 NZLR 300; [1995] 3 NZLR 577
 India Cement Ltd v State of Tamil Nadu (1990) 1 SCC 12
 Keenan Bros Ltd, In re [1986] BCLC 242
 Kleinwort Benson Ltd v Lincoln City Council [1999] 2 AC 349; [1998] 3 WLR 1095; [1998] 4 All ER 513, HL(E)
 Language Rights under the Manitoba Act 1870, Reference re (1985) 19 DLR (4th) 1
 Launchbury v Morgans [1973] AC 127; [1972] 2 WLR 1217; [1972] 2 All ER 605, HL(E) *683
 Linkletter v Walker (1965) 381 US 618
 Lipkin Gorman v Karpnale Ltd [1989] 1 WLR 1340; [1992] 4 All ER 409, CA
 Marckx v Belgium (1979) 2 EHRR 330
 Miliangos v George Frank (Textiles) Ltd [1976] AC 443; [1975] 3 WLR 758; [1975] 3 All ER 801, HL(E)
 Moor v Anglo-Italian Bank (1879) 10 Ch D 681
 Murphy v Attorney General [1982] IR 241
 New Bullas Trading Ltd, In re [1993] BCLC 1389 ; [1994] 1 BCLC 485, CA
 Orissa Cement Ltd v State of Orissa (1991) 2 SCR 105
 Panama, New Zealand and Australian Royal Mail Co, In re (1870) LR 5 Ch App 318
 Portbase Clothing Ltd, In re [1993] Ch 388; [1993] 3 WLR 14; [1993] 3 All ER 829
 Practice Statement (Judicial Precedent) [1966] 1 WLR 1234; [1966] 3 All ER 77, HL(E)
 R v Bow Street Metropolitan Stipendiary Magistrate, Ex p Pinochet Ugarte [2000] 1 AC 61; [1998] 3 WLR 1456; [1998]

4 All ER 897, HL(E)
 R v Bow Street Metropolitan Stipendiary Magistrate, Ex p Pinochet Ugarte (No 2) [2000] 1 AC 119; [1999] 2 WLR 272;

[1999] 1 All ER 577, HL(E)
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 R v Governor of Brockhill Prison, Ex p Evans (No 2) [1999] QB 1043; [1999] 2 WLR 103; [1998] 4 All ER 993, CA ;
[2001] 2 AC 19; [2000] 3 WLR 843; [2000] 4 All ER 15, HL(E)

 R v National Insurance Comr, Ex p Hudson [1972] AC 944; [1972] 2 WLR 210; [1972] 1 All ER 145, HL(E)
 R (Bidar) v Ealing London Borough Council (Case C-209/03) [2005] QB 812; [2005] 2 WLR 1078; [2005] All ER (EC)

687, ECJ
 Rondel v Worsley [1969] 1 AC 191; [1967] 3 WLR 1666; [1967] 3 All ER 993, HL(E)
 Royal Bank of Scotland v Etridge plc (No 2) [2001] UKHL 44; [2002] 2 AC 773; [2001] 3 WLR 1021; [2001] 4 All ER

449, HL(E)
 Salomon v A Salomon & Co Ltd [1897] AC 22, HL(E)
 Sharp v Thomson 1997 SC (HL) 66
 Siebe Gorman & Co Ltd v Barclays Bank Ltd [1979] 2 Lloyd's Rep 142
 Smith (Administrator of Cosslett (Contractors) Ltd) v Bridgend County Borough Council [2001] UKHL 58; [2002] 1 AC

336; [2001] 3 WLR 1347; [2002] 1 All ER 292, HL(E)
 Street v Mountford [1985] AC 809; [1985] 2 WLR 877; [1985] 2 All ER 289, HL(E)
 Tailby v Official Receiver (1888) 13 App Cas 523, HL(E)
 Welsh Development Agency v Export Finance Co [1992] BCLC 148, CA
 West Midland Baptist (Trust) Association Inc v Birmingham Corpn [1970] AC 874; [1969] 3 WLR 389; [1969] 3 All ER

172, HL(E)
 Westminster Bank Ltd v Hilton (1926) 43 TLR 124, HL(E)
 William Gaskell Group Ltd v Highley [1994] 1 BCLC 197
 Wilson v First County Trust Ltd (No 2) [2003] UKHL 40; [2004] 1 AC 816; [2003] 3 WLR 568; [2003] 4 All ER 97, HL(E)
 Worcester Works Finance Ltd v Cooden Engineering Co Ltd [1972] 1 QB 210; [1971] 3 WLR 661; [1971] 3 All ER 708, CA
 Yorkshire Woolcombers Association Ltd, In re [1903] 2 Ch 284, Farwell J and CA ; sub nom Illingworth v Houldsworth

[1904] AC 355, HL(E)
 Young v Bristol Aeroplane Co Ltd [1944] KB 718; [1944] 2 All ER 293, CA

The following additional cases were cited in argument:

 Atlantic Computer Systems plc, In re [1992] Ch 505; [1992] 2 WLR 367; [1992] 1 All ER 476, CA
 Barclays Bank plc v Willowbrook International Ltd [1987] 1 FTLR 386, CA
 Bourne v Keane [1919] AC 815, HL(E)
 Cimex Tissues Ltd, In re [1994] BCC 626
 Governments Stock and other Securities Investment Co Ltd v Manila Railway Co Ltd [1897] AC 81, HL(E) *684
 Hamilton's Windsor Ironworks, In re Ex p Pitman & Edwards (1879) 12 Ch D 707
 Polly Peck International plc, In re [1996] BCC 486
 Reynoldsville Casket Co v Hyde (1995) 514 US 749

APPEAL from the Court of Appeal

By permission of the Court of Appeal (Lord Phillips of Worth Matravers MR, Jonathan Parker and Jacob LJJ), the Revenue and
Customs Commissioners and the Secretary of State for Trade and Industry, as parties subrogated to the preferential creditors,
appealed from that court's decision on 26 May 2004, allowing the appeal of National Westminster Bank plc from a decision of
Sir Andrew Morritt V-C, who on 15 January 2004 had dismissed the bank's application for (1) a declaration that a debenture
that the bank had entered into with Spectrum Plus Ltd ("the company") to secure moneys advanced by way of an overdraft on
a current account created a fixed charge over the company's book debts and the proceeds of the company's book debts; and (2)
an order that Richard Hawes and David Thomas, liquidators of the company, account to the bank for the full amount of book
debt realisations being withheld by them.

The facts are stated in the opinions of their Lordships.

Michael Briggs QC, Philip Jones and Catherine Addy for the commissioners. An intelligible test for the identification of a
floating charge was first formulated by Romer LJ in In re Yorkshire Woolcombers Association Ltd [1903] 2 Ch 284 , 295 and
approved ( sub nom Illingworth v Houldsworth [1904] AC 355 ) by the House of Lords. The purpose of the test is in one sense
directed to whether there is a floating charge, but essentially it relates to what a fixed charge is.
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That test was misapplied in Siebe Gorman & Co Ltd v Barclays Bank Ltd [1979] 2 Lloyd's Rep 142 where the facts are
indistinguishable from the present case. The question of construction on these facts is whether Spectrum could use its book
debts as a source of cash flow without the bank's consent.

The first and second of the three criteria formulated by Romer LJ in the Yorkshire Woolcombers case are satisfied in the present
case. The question therefore is whether the third criterion was satisfied, namely, whether by the charge it was contemplated that,
until some future step was taken by the bank, Spectrum could carry on its business in the ordinary way as far as book debts
were concerned. The answer must plainly be in the affirmative. Far from preventing Spectrum from dealing with its book debts
in the ordinary course of its business pending demand by the bank, the debenture positively compelled Spectrum to do so. A
charge which leaves the chargor free to use the asset cannot be a fixed charge.

However superficially attractive the ruling in the Siebe Gorman case might be from the point of view of simplicity, its effect is
in substance wholly to subvert Romer LJ's third criterion because it permits companies and their lenders to construct a formal
regime for exploitation of book debts designed for the specific purpose of enabling the company to carry on its business in the
ordinary way, under the security of a fixed charge, and thereby to circumvent the statutory consequences of a floating security.

The Court of Appeal felt obliged to follow the decision in In re New Bullas Trading Ltd [1994] 1 BCLC 485 , which was held to
be wrongly *685  decided by the Privy Council in Agnew v Comr of Inland Revenue [2001] 2 AC 710 and should therefore be
overruled in order to avoid the unsatisfactory consequences of courts in this jurisdiction being bound by the Court of Appeal's
decision notwithstanding a Privy Council decision that it was wrong.

The Court of Appeal also erred in their view that it would be wrong to overrule the Siebe Gorman case because it had been relied
on by banks in their dealings with corporate customers for many years. Since Parliament has imposed specific consequences
upon the use of floating charges in the interest of persons other than the chargor and chargee, it is not for the court to convert what
is truly a floating charge into a fixed charge because of a customary assumption to that effect made by banks and their corporate
customers. If a charge over an asset which leaves the chargor free to use its proceeds in the ordinary course of its business is
incapable of being a fixed charge, then banks would in any event have taken the limited adverse statutory consequences over
the last 20 years rather than discontinue a widespread and lucrative activity.

Although it is accepted that banks will have relied on the Siebe Gorman case in formulating their standard form securities when
granting lending facilities to companies, the submission that to overrule that case would be unfair to banks carries no weight
unless either the banks could have used some other commercially inconsequential drafting device to produce a fixed charge
over book debts or, absent a fixed charge, banks would have lent less on an overdraft.

There is no drafting device which can convert what is in substance a floating charge into a fixed charge. Prudent banks lend what
they think will be repaid and not what they expect to recover upon the enforcement of their security. Where there is an agreed
overdraft limit on a current account, the banker is under a legal obligation to honour a cheque which is presented for payment
by a third party and which can be met without the overdraft limit being exceeded. It is not a matter for the banker's discretion.
As a matter of general banking law the banker does not have a lien over any credit balances for payment of debit balances on
other accounts or other liabilities owed by the customer to the banker: see Halesowen Presswork and Assemblies Ltd v National
Westminster Bank Ltd [1971] 1 QB 1 . The benefits obtained by the banks from the Siebe Gorman decision have been a windfall.

The only custom or usage which can have arisen from the tendency of banks to use the Siebe Gorman form of charge on the
assumption that it created a fixed charge was a custom that flew in the face of reality and produced a result directly contrary to
statutory provision which has now been in place for over a century. To permit a commercially inconsequential drafting device
to convert what was by its nature a floating charge into a fixed charge would deprive preferential creditors of the protection
afforded to them by Parliament. [Reference was made to In re Panama, New Zealand and Australian Royal Mail Co (1870)
LR 5 Ch App 318 ; In re Florence Land and Public Works Co, Ex p Moor (1878) 10 Ch D 530 ; In re Hamilton's Windsor
Ironworks, Ex p Pitman & Edwards (1879) 12 Ch D 707 ; In re Colonial Trusts Corpn, Ex p Bradshaw (1879) 15 Ch D 465
; Governments Stock and other Securities Investment Co Ltd v Manila Railway Co Ltd [1897] AC 81 ; Salomon v A Salomon
& Co Ltd [1897] AC 22 ; Evans v Rival Granite Quarries Ltd [1910] 2 KB 979 ; In re Keenan Bros Ltd [1986] BCLC 242 ;
*686  In re Brightlife Ltd [1987] Ch 200 ; In re A Company (No 005009), Ex p Copp [1989] BCLC 13 ; Hoverd Industries Ltd

v Supercool Refrigeration and Air Conditioning (1991) Ltd [1994] 3 NZLR 300 ; In re Atlantic Computer Systems plc [1992]
Ch 505 and Willliam Gaskell Group Ltd v Highley [1994] 1 BCLC 197 .]
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The principle is that if a court comes to the view that an earlier decision is clearly wrong and its perpetuation causes injustice
the decision ought to be overruled: see Bourne v Keane [1919] AC 815 . Injustice would be caused by not overruling Siebe
Gorman & Co Ltd v Barclays Bank Ltd [1979] 2 Lloyd's Rep 142 . It has caused injustice in the past although there has been
no protest by the victims of that injustice. The injustice would be perpetuated if it is not overruled. Guarantors would be aware
of the essential fragility of a first instance decision even if they rely on it. After the decision in the Agnew case it would have
been obvious that the Siebe Gorman case was at risk and would have to be looked at again. Liquidators would have been aware
of that and held up distributions.

If the Siebe Gorman decision is wrong it is for the courts and not Parliament to correct it. The House of Lords may have power to
overrule previous decisions with prospective effect only, although that power has never been exercised. The following principles
ought to form part of any criteria for the exercise of the power.

First, the exercise of the power must always be the exception from the normal retrospective effect of the overruling of an earlier
decision. In no jurisdiction is it the norm. Special circumstances will always have to be shown above and beyond those normally
arising from an overruling if the exercise of the power is to be justified in any particular case.

Secondly, a necessary but by no means sufficient condition for the exercise of the power must be that there has been reliance upon
the decision overruled which would be detrimental if overruling was to have retrospective effect. The central justification for the
exercise of the power is that it removes or alleviates what would otherwise be the injustice caused by retrospective overruling
to those who have conducted their affairs on the understanding that the law was as previously stated in the decision overruled.

Thirdly, the overruling must in substance change previously settled law. That plainly occurs where the House of Lords departs
from one of its previous decisions. The same may usually, but not always, be the case where a previous decision of the Court
of Appeal is overruled by the House of Lords.

Fourthly, the power should not be exercised if to do so would conflict with the perceived will of Parliament expressed in
legislation. If the conclusion was that the decision overruled had during its currency as precedent failed to apply or frustrated
a statutory provision, it ought to be overruled with full retrospective effect.

Finally, the potential injustice of a retrospective overruling to those relying on the earlier decision cannot be viewed in isolation.
In most cases the decision to overrule will be because the earlier decision was itself unjust, and that injustice would not normally
be cured by a merely prospective overruling.

The present case is not an appropriate one for prospective overruling. The statutory regime for the postponement of floating
charges to *687  preferential debts was instituted by Parliament for the benefit of classes of persons distinct from the parties
to the charges in issue.

The retrospective overruling of the Siebe Gorman case will give effect to the will of Parliament whereas a merely prospective
overruling will not, otherwise than in the future. Retrospective overruling will also put right the injustice to preferential creditors
of being deprived of the priority which Parliament intended to afford them.

Gabriel Moss QC and Jeremy Goldring for the bank. The Siebe Gorman decision is important in that it established that it was
possible to create a fixed charge over circulating assets such as book debts. No doubt has been cast on that case in the English
courts. As a consequence it has been relied on by banks, liquidators and receivers as correctly representing the law. [Reference
was made to Barclays Bank plc v Willowbrook International Ltd [1987] 1 FTLR 386 ; In re Polly Peck International plc [1996]
BCC 486 ; Welsh Development Agency v Export Finance Co [1992] BCLC 148 ; In re Brightlife Ltd [1987] Ch 200 ; In re
Cimex Tissues Ltd [1994] BCC 626 and Tailby v Official Receiver (1888) 13 App Cas 523 .]

Even if the Siebe Gorman case was wrongly decided it would not follow that, properly construed, the debenture in the present
case contained no restriction on Spectrum's ability to use any credit balance in its account. The principle of construction is that
contracts should be construed in the context of the legal background against which they were entered into.

The application of that principle leads to the conclusion that, even if the debenture in the Siebe Gorman case, on its true
construction failed to confer any power on the bank to prevent the customer drawing on the account, it does not follow that the
debenture in the present case likewise failed to do so. When the parties in the present case came to execute the debenture it was
established that a debenture in the Siebe Gorman form imposed a restriction on the customer's dealings with his current account
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even when it was in credit. In selecting a debenture in that form the parties are taken to have contracted against that background
and to have agreed both as to the express terms of the debenture and the legal baggage that it carried, including its true meaning
as interpreted by the courts. Accordingly, on a true construction of a debenture executed in 1997 rather than before 1979, there
was a contractual restriction on Spectrum's ability to draw on the account, even when it was in credit.

Commercial certainty requires that the Siebe Gorman case be followed even if the House of Lords would not necessarily have
decided it the same way. Where a judicial decision has established the meaning and effect of a particular document or otherwise
established principles forming the basis of contracts or affecting the general conduct of affairs, and their alteration would mean
that payments have been needlessly made, the meaning should not be altered unless the judicial decision was both clearly wrong
and productive of serious inconvenience and injustice. The decision in Siebe Gorman , even if it is considered to have been
wrongly decided, should not be overruled because it is an established decision which has caused neither serious inconvenience
nor injustice. Despite numerous amendments to the law of insolvency since the decision in Siebe Gorman Parliament has
not intervened to reverse it. The consequence of altering the law by not following that decision would be to undermine title
to property and the *688  effect of numerous commercial contracts. Any change in the law is now properly a matter for
Parliament. Legislation would take effect only from the moment when it became law and could be tailored to deal with the
unjust consequences that would arise. If the Siebe Gorman decision is to be overruled, it should be done prospectively so that
transactions entered into before the date of overruling are dealt with on the basis that it was correctly decided.

The existence of a power in the House of Lords to overrule with prospective effect only is justifiable as a matter of legal theory
and desirable in practice. The declaratory theory of judicial decisions is no longer accepted in traditional form. Once the reality
is accepted that judges make the law within their proper sphere there is no theoretical reason why the House of Lords should
not overrule with prospective effect only. It is among the functions of the House of Lords to provide coherent and principled
development of the law. However, if decisions of the House of Lords are without exception retrospective in effect, the House
may be faced with the choice of betraying expectations created by previous judicial precedent or following, and so reinforcing,
a decision that it considers to be plainly wrong. Prospective overruling provides a means whereby those alternatives can be
reconciled. The House can both give weight to the reliance placed on previous judicial precedent in the past and at the same time
rectify or develop the law for the future. Prospective overruling is not inconsistent with stare decisis and supports rather than
undermines it. Prospective overruling in other jurisdictions, including common law jurisdictions, confirms that it is a useful
practice.

Prospective overruling is appropriate in the present case. The law of corporate security generally is one in which such a technique
is particularly important because serious uncertainty can be caused by a single judicial decision. That applies with particular
force in the present case. If the overruling were to be retrospective it would have inequitable results which would affect several
legal relationships.

Ian Glick QC and Edmund Nourse as amici curiae. There can be no doubt that the House of Lords has power or jurisdiction to
alter its own practice, and that of the courts below it, prospectively. It did so in relation to the binding effect of its own former
decisions: see Practice Statement (Judicial Precedent) [1966] 1 WLR 1234 .

There are four, to some extent overlapping, arguments why the House of Lords cannot and should not overrule or change
substantive law with prospective effect only, save where authorised by statute to do so. First, the existence of such a jurisdiction
or the power to assume such a jurisdiction is inconsistent with the reasoning in Kleinwort Benson Ltd v Lincoln City Council
[1992] 2 AC 349 . Secondly, prospective overruling is contrary to the common law's declaratory theory of judicial decisions.
Thirdly, prospective overruling is not a judicial process. And fourthly, without statutory authorisation, such a jurisdiction would
be unconstitutional in relation to the construction of a statute.

Only two common law jurisdictions have without legislation espoused prospective overruling: the United States of America and
India. Although prospective overruling may be used at state court level in the USA, it appears to have been virtually abandoned
by the United States Supreme Court itself. *689  The European Court of Justice declares the law in that it declares what
European statutes mean since they were enacted. [Reference was made to the Advocate General's opinion in Banca Popolare
di Cremona v Agenzia Entrate Ufficio Cremona (Case C-475/03) (unreported) 17 March 2005 and R (Bidar) v Ealing London
Borough Council (Case C-209/03 [2005] QB 812 .]

The principal justification for assuming a jurisdiction to overrule prospectively is that the retrospective effect of overruling can
be to disturb transactions carried out, and expectations formed, while the old view of the law prevailed. Prospective overruling
causes the greatest problems in criminal law due to the uncertainty of its effect [Reference was made to Griffith v Kentucky
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(1987) 479 US 314 ; Harper v Virginia Department of Taxation (1993) 509 US 86 and Reynoldsville Casket Co v Hyde (1995)
514 US 749 .]

Overruling prospectively is another species of not overruling at all. The issue is whether the House of Lords has jurisdiction
to nullify what would otherwise be the effect of overruling.

Moss QC replied.

Briggs QC also replied.

Their Lordships took time for consideration. 30 June.

LORD NICHOLLS OF BIRKENHEAD

1.  My Lords, I have had the advantage of reading in draft the opinions of my noble and learned friends, Lord Hope of Craighead,
Lord Scott of Foscote and Lord Walker of Gestingthorpe. For the reasons they give I agree that the decision of Slade J in Siebe
Gorman & Co Ltd v Barclays Bank Ltd [1979] 2 Lloyd's Rep 142 was wrong and should be overruled.

2.  The respondent bank had a second string to its bow. The bank contended that if the House considered Siebe Gorman was
wrongly decided the House should overrule that decision only for the future. The bank submitted that the Siebe Gorman decision
should continue to apply to all transactions entered into before your Lordships' decision in the present case, including the
debenture under consideration on this appeal.

3.  This submission raises a controversial issue of major importance concerning the power of your Lordships' House to give a
ruling in this "prospective only" form. The bank argued the House has this power. The Crown appellants were content to assume
the House may have this power. At very short notice the Attorney General, on the invitation of your Lordships, appointed Mr
Glick to assist the House by presenting the case against the House having any such jurisdiction. The House is indebted to Mr
Glick, who was assisted by Mr Edmund Nourse, for his clear and comprehensive presentation of this case.

Prospective overruling

4.  The starting point is to note some basic, indeed elementary, features of this country's judicial system. The first concerns the
essential role of courts of law. In the ordinary course the function of a court is adjudicative. Courts decide the legal consequences
of past happenings. Courts make findings on disputed questions of fact, identify and apply the relevant law to the facts *690
agreed by the parties or found by the court, and award appropriate remedies.

5.  The second feature concerns the wider effect of a court decision on a point of law. To promote a desirable degree of consistency
and certainty about the present state of "the law", courts in this country have long adopted the practice of treating decisions
on a point of law as precedents for the future. If the same point of law arises in another case at a later date a court will treat a
previous decision as binding or persuasive, depending upon the well-known hierarchical principles of "stare decisis".

6.  The third feature is that from time to time court decisions on points of law represent a change in what until then the law in
question was generally thought to be. This happens most obviously when a court departs from, or an appellate court overrules,
a previous decision on the same point of law. The point of law may concern the interpretation of a statute or it may relate to a
principle of "judge-made" law, that is, the common law (which for this purpose includes equity). A change of this nature does
not always involve departing from or overruling a previous court decision. Sometimes a court may give a statute, until then free
from judicial interpretation, a different meaning from that commonly held.

7.  The fourth feature is a consequence of the second and third features. A court ruling which changes the law from what it
was previously thought to be operates retrospectively as well as prospectively. The ruling will have a retrospective effect so
far as the parties to the particular dispute are concerned, as occurred with the manufacturer of the ginger beer in Donoghue v
Stevenson [1932] AC 562 . When Mr Stevenson manufactured and bottled and sold his ginger beer the law on manufacturers'
liability as generally understood may have been as stated by the majority of the Second Division of the Court of Session and the
minority of their Lordships in that case. But in the claim Mrs Donoghue brought against Mr Stevenson his legal obligations fell
to be decided in accordance with Lord Atkin's famous statements. Further, because of the doctrine of precedent the same would
be true of everyone else whose case thereafter came before a court. Their rights and obligations would be decided according
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to the law as enunciated by the majority of the House of Lords in that case even though the relevant events occurred before
that decision was given.

8.  People generally conduct their affairs on the basis of what they understand the law to be. This "retrospective" effect of a
change in the law of this nature can therefore have disruptive and seemingly unfair consequences. "Prospective overruling",
sometimes described as "non-retroactive overruling", is a judicial tool fashioned to mitigate these adverse consequences. It is a
shorthand description for court rulings on points of law which, to greater or lesser extent, are designed not to have the normal
retrospective effect of judicial decisions.

9.  Prospective overruling takes several different forms. In its simplest form prospective overruling involves a court giving a
ruling of the character sought by the bank in the present case. Prospective overruling of this simple or "pure" type has the effect
that the court ruling has an exclusively prospective effect. The ruling applies only to transactions or happenings occurring after
the date of the court decision. All transactions entered into, or events occurring, before that date continue to be governed by
the law as it was conceived to be before the court gave its ruling.
  *691

10.  Other forms of prospective overruling are more limited and "selective" in their departure from the normal effect of court
decisions. The ruling in its operation may be prospective and, additionally, retrospective in its effect as between the parties to
the case in which the ruling is given. Or the ruling may be prospective and, additionally, retrospective as between the parties
in the case in which the ruling was given and also as between the parties in any other cases already pending before the courts.
There are other variations on the same theme.

11.  Recently Advocate General Jacobs suggested an even more radical form of prospective overruling. He suggested that the
retrospective and prospective effect of a ruling of the European Court of Justice might be subject to a temporal limitation that
the ruling should not take effect until a future date, namely, when the State had had a reasonable opportunity to introduce new
legislation: Banca Popolare di Cremona v Agenzia Entrate Ufficio Cremona (Case C-475/03) (unreported) 17 March 2005 ,
paras 72-88.

United Kingdom practice

12.  Prospective overruling has not yet been adopted as a practice in this country. The traditional approach was stated crisply by
Lord Reid in West Midland Baptist (Trust) Association Inc v Birmingham Corpn [1970] AC 874 , 898-899, a case concerning
compulsory acquisition:

"We cannot say that the law was one thing yesterday but is to be something different tomorrow. If we decide that [the
existing rule] is wrong we must decide that it always has been wrong, and that would mean that in many completed
transactions owners have received too little compensation. But that often happens when an existing decision is reversed."

13.  In Launchbury v Morgans [1973] AC 127 , 137, Lord Wilberforce noted "We cannot, without yet further innovation, change
the law prospectively only". More recently, in Kleinwort Benson Ltd v Lincoln City Council [1992] 2 AC 349 , 379, Lord Goff
of Chieveley said the system of prospective overruling "has no place in our legal system".

14.  The possibility of a change in this practice has been raised from time to time. In R v National Insurance Comr, Ex p
Hudson [1972] AC 944 , 1015, 1026, Lord Diplock said this topic deserved consideration. Lord Simon of Glaisdale said the
possibility of prospective overruling should be seriously considered. He expressed a preference for legislation, saying that
"informed professional opinion" was probably to the effect that the House had no power to overrule decisions with prospective
effect only. Lord Simon repeated his plea in Miliangos v George Frank (Textiles) Ltd [1976] AC 443 , 490. In the Court of
Appeal in R v Governor of Brockhill Prison, Ex p Evans (No 2) [1999] QB 1043 , 1058, Lord Woolf MR expressed the view that
prospective overruling has much to commend it. In your Lordships' House this issue was left open: [2001] 2 AC 19. Lord Slynn
of Hadley, with his Luxembourg experience in mind, considered there may be situations in which it would be desirable, and in
no way unjust, that the effect of judicial rulings should be prospective or limited to certain claimants: p 26. Lord Hobhouse of
Woodborough was hostile to prospective overruling, describing it as a denial of the constitutional role of the courts: p 48. In the
*692  advocates' immunity case of Arthur J S Hall & Co v Simons [2002] 1 AC 615 the House departed from the earlier decision

of the House in Rondel v Worsley [1969] 1 AC 191 . The decision on the immunity point in the Hall case did not affect the actual

Case 2:19-ap-01382-SK    Doc 349-1    Filed 01/14/22    Entered 01/14/22 07:52:03    Desc
Exhibit 1    Page 265 of 315



© 2021 Thomson Reuters. 10

outcome in that case. In that context my noble and learned friend Lord Hope of Craighead expressed the view that the change
in the law made by the Hall decision should take effect only from the date of the judgment in that case: p 726. He said, at p 710:

"I consider it to be a legitimate exercise of your Lordships' judicial function to declare prospectively whether or not the
immunity—which is a judge-made rule—is to be available in the future and, if so, in what circumstances."

15.  Perhaps the nearest the House has come to giving non-retroactive rulings was in two decisions on the law of undue influence.
The decisions concerned cases where, typically, a wife claims her consent to a mortgage of her share in a jointly-owned home
was procured by her husband exercising undue influence over her: Barclays Bank plc v O'Brien [1994] 1 AC 180 and Royal
Bank of Scotland plc v Etridge (No 2) [2002] 2 AC 773. In both cases the House said that, in order to avoid being fixed with
constructive notice of the wife's rights, a bank could reasonably be expected to bring home to the wife the risks she was running.
But in both cases the House sought to give guidance by being more specific on what that test meant in practice. It was in this
limited respect that in both cases the House, having regard to realities, drew a distinction between past and future transactions. In
the O'Brien case, at pp 196-197, Lord Browne-Wilkinson said that whether the steps taken by the creditor satisfied the prescribed
test would, for past transactions, depend on the facts of each case. As to the future, an appropriately worded warning given
at a private meeting between the creditor and the wife would generally suffice to satisfy the test. Despite this admonition the
banks did not adopt the course of holding such a meeting. In the Etridge case the House decided that holding a private meeting
was not the only way a bank could discharge its obligation to bring home to the wife the risks she was running. I set out, at
pp 811-812, paras 79-80, other steps which would generally be regarded as discharging this obligation as to future transactions
and, separately, as to past transactions.

16.  These two decisions illustrate the flexibility inherent in this country's legal system. In passing, another instance of this
flexibility can be noted. This illustrates how the House has been prepared to depart from a strict and narrow interpretation of
the judiciary's adjudicative role. From time to time situations occur where a point of law of general importance is raised by
court proceedings but the outcome will have no practical effect in the particular case. The general principle is that the court will
not entertain such proceedings. Nevertheless, when there is good reason for doing so, the House, in the cautious exercise of its
discretion, may proceed to decide the point of law. A recent example occurred in the Judicial Committee of the Privy Council
in Attorney General for Jersey v Holley [2005] 2 AC 580 . There an enlarged Board resolved a conflict between previous
decisions of the Board and the House of Lords on an important issue concerning the defence of provocation to a charge of
murder. The Board decided this point even though the outcome, either way, would have no effect on the conviction or sentence
of the defendant in that case.
  *693

17.  One further matter may be noted regarding the present position on prospective overruling. In the devolution legislation of
1998 Parliament made express provision for courts to have power to limit the temporal effect of a particular class of decisions.
The Scotland Act 1998, section 102 , provides that where a court decides a provision in an Act of the Scottish Parliament is
not within the legislative competence of the Parliament the court may make an order removing or limiting any retrospective
effect of the decision or suspending the effect of the decision to enable the defect to be corrected. Comparable provisions appear
in the Government of Wales Act 1998, section 110 , and the Northern Ireland Act 1998, section 81 . These provisions show
that Parliament does not perceive non-retroactive rulings by courts as being of their nature inconsistent with the judiciary's
proper function.

Overseas experience

18.  In other common law countries prospective overruling has taken root as such only in the United States of America and
India. In the United States the fortunes of prospective overruling, sometimes known colloquially as "sunbursting", have waxed
and waned. Prospective overruling, although without that label, occurred as long ago as the mid-19th century in the Ohio case of
Bingham v Miller (1848) 17 Ohio 445 . In 1932 the Supreme Court, in a famous judgment of Cardozo J, held that the Constitution
neither prohibits nor requires prospective overruling. The Federal Court, he said, "has no voice upon the subject": see Great
Northern Railway Co v Sunburst Oil and Refining Co (1932) 287 US 358 . Prospective overruling by the Supreme Court itself
reached its apogee in the 1960s and 1970s when the court decided that in both criminal and civil cases "the accepted rule today
is that in appropriate cases the court may in the interests of justice make the rule prospective": Linkletter v Walker (1965) 381
US 618 , 628. In 1971 in the leading case of Chevron Oil Co v Huson (1971) 404 US 97 , 106-107, the court summarised three
factors taken into account when considering if a decision should be applied non-retroactively: whether the decision established
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a new principle of law, whether retrospective operation would advance or retard the operation of the new rule, and whether the
decision could produce substantial inequitable results if applied retrospectively.

19.  Since then the Supreme Court has retreated. In Griffith v Kentucky (1987) 479 US 314 the court abandoned prospective
overruling when directly reviewing criminal cases. Selective overruling has been abandoned in civil cases: James B Beam
Distilling Co v Georgia (1991) 501 US 529 and Harper v Virginia Department of Taxation (1993) 509 US 86 . Whether the
court has abandoned "pure" prospective overruling in civil cases remains to be resolved: see Glazner v Glazner (2003) 347 F
3d 1212 , a decision of the Court of Appeals of the Eleventh Circuit.

20.  Taking its lead from the United States jurisprudence the Supreme Court of India has made prospective overrulings but only
in constitutional cases. The first case was Golak Nath v State of Punjab (1967) 2 SCR 762 . In that case the court reversed
two earlier decisions of its own in circumstances where meanwhile constitutional amendments had been made, and state laws
enacted, on the basis of the court's earlier two decisions. The jurisdiction is not confined to cases where an earlier decision is
overruled. Non-retroactive effect may be given to a ruling which decides an issue for the first time: *694  India Cement Ltd v
State of Tamil Nadu (1990) 1 SCC 12 . The Supreme Court founds its jurisdiction to make rulings of this character on article 142
of the Indian Constitution . This article empowers the Supreme Court to "make such order as is necessary for doing complete
justice in any cause or matter pending before it". In exercise of this power it is a "well settled proposition that it is open to the
court to grant, mould or restrict relief in a manner most appropriate to the situation before it in such a way as to advance the
interests of justice": Orissa Cement Ltd v State of Orissa (1991) 2 SCR 105 , 181.

21.  In Ireland in Murphy v Attorney General [1982] IR 241 the Supreme Court held that certain taxation provisions were
unconstitutional and void. The court rejected an argument that it was for the courts to say whether these statutory provisions
should be held to be invalid prospectively or with only limited retrospective effect. The provisions were invalid from the date
on which they were enacted. However, the court also held that the plaintiffs' restitutionary right to recover amounts paid by
way of taxes unconstitutionally imposed began with the first year in which they raised their objections. Further, unless other
taxpayers had already made tax recovery claims, only the plaintiffs could maintain a claim pursuant to the court's decision.

22.  In Canada prospective overruling has not found favour. In In re Edward and Edward (1987) 39 DLR (4th) 654 the
Saskatchewan Court of Appeal said prospective overruling would be a "dramatic deviation from the norm in both Canada and
England". Bayda CJS, at p 664, said "the most cogent reason for rejecting this technique is the necessity for our courts to
maintain their independent, neutral and non-legislative role". He approved comments that prospective overruling "would distort
our expectations of the judicial role" and that "confidence may recede at the point where the courts are not seen as adjudicative
agencies but as legislators": see Lord Lloyd of Hampstead , Introduction to Jurisprudence 4th ed (1979), pp 858-859. But in the
extreme circumstances of a Reference re Language Rights under the Manitoba Act 1870 (1985) 19 DLR (4th) 1 the Supreme
Court of Canada declined to give retroactive effect to its decision on the constitutional invalidity of all statutes and regulations
of the Province of Manitoba not printed and published in both English and French. A declaration that the unilingual laws of
Manitoba were of no effect would have created a legal vacuum with consequent legal chaos. Refusing to take a narrow and
literal approach to constitutional interpretation, the court held it could have regard to unwritten postulates such as the principle
of the rule of law. Faced with the task of recognising the unconstitutionality of Manitoba's unilingual laws while avoiding a
legal vacuum and ensuring the continuity of the rule of law, the court made a ruling which gave deemed temporary validity to
all laws rendered invalid by reason of their unilingual defect.

Luxembourg and Strasbourg

23.  Far-reaching economic consequences may flow from the retrospective effect of rulings by the European Court of Justice
on the interpretation of Community instruments. This has led that court to limit the temporal effect of some of its rulings, from
Defrenne v Sabena [1976] ICR 547 onwards. Sitting as a Grand Chamber the court recently reiterated *695  its basic approach
in R (Bidar) v Ealing London Borough Council [2005] QB 812 , para 66:

"the interpretation the Court of Justice gives to a rule of Community law is limited to clarifying and defining the meaning
and scope of that rule as it ought to have been understood and applied from the time of its coming into force. It follows
that the rule as thus interpreted may, and must, be applied by the courts even to legal relationships arising and established
before the judgment ruling on the request for interpretation ..." (Emphasis added.)
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But the court noted that "exceptionally" it may limit the temporal effect of a ruling. It has done so only in defined circumstances
(para 69):

"The court has taken that step only in quite specific circumstances, where there was a risk of serious economic repercussions
owing in particular to the large number of legal relationships entered into in good faith on the basis of rules considered to
be validly in force and where it appeared that both individuals and national authorities had been led into adopting practices
which did not comply with community legislation by reason of objective, significant uncertainty regarding the implications
of community provisions, to which the conduct of other member states or the commission may even have contributed ..."

24.  Unlike the European Court of Justice and its role in the interpretation of community instruments, the European Court
of Human Rights' interpretative function is not confined to identifying the meaning properly to be given to the European
Convention on Human Rights when the Convention first came into force. The Strasbourg court interprets the Convention in the
light of present-day conditions: Marckx v Belgium (1979) 2 EHRR 330 , 353, para 58. In that case, taking heed of the decision
of the European Court of Justice in Defrenne v Sabena [1976] ICR 547 , the Strasbourg court held that the principle of legal
certainty dispensed the Belgian state from re-opening legal acts antedating the delivery of its judgment.

25.  A notable instance of this "dynamic and evolutive" approach to interpretation can be found in the successive cases relating
to recognition of the rights of transsexual persons, culminating in the decision in Goodwin v United Kingdom (2002) 35 EHRR
447 . In Goodwin the court held that the United Kingdom could "no longer claim" that the matter fell within its margin of
appreciation and that the fair balance inherent in the Convention "now" tilted in favour of the applicant: para 93. Running
through the court's reasoning is an acceptance that the earlier, contrary decisions of the court remained correct statements of the
interpretation and application of the Convention when they were given. Consistently with this the court held that the finding of
violation "with the consequences which will ensue for the future" was just satisfaction: para 120.

Practical difficulties

26.  As with all controversial subjects prospective overruling attracts arguments both ways. The arguments against prospective
overruling are both principled and practical. It will be convenient to note first the major practical difficulties attendant upon
prospective overruling. The *696  retrospective nature of a court ruling on a point of law means that the ruling applies in all
cases, past as well as future. This is subject only to defences of general application, such as limitation, laches, and res judicata.
Whatever its faults the retrospective application of court rulings is straightforward. Prospective overruling creates problems of
discrimination. Born out of a laudable wish to mitigate the seeming unfairness of a retrospective change in the law, prospective
overruling can beget unfairness of its own.

27.  This is most marked in criminal cases, where "pure" prospective overruling would leave a successful defendant languishing
in prison. "Selective" prospective overruling avoids this consequence but it could see a successful defendant freed while others in
like case stayed in prison. In civil cases "pure" prospective overruling would hinder the development of the law by discouraging
claimants from challenging a prevailing view of the law. "Selective" overruling, if only the successful claimant benefits from
the change, is likely to mean that persons in like case are treated differently. Further, it would introduce an arbitrary element
into the law. The ability to obtain an effective remedy could depend upon which of several challenges reaches the House of
Lords first. Even if everyone who had already commenced proceedings was given the benefit of the court ruling there would
still be scope for discrimination: there would be discrimination between those who knew they might have a claim and started
proceeding post-haste and those, lacking proper advice, who were unaware they might have a claim.

Objections in principle

28.  The essence of the principled argument against prospective overruling is that in this country prospective overruling is
outside the constitutional limits of the judicial function. It would amount to the judicial usurpation of the legislative function.
Power to make rulings having only prospective effect, it is said, is not inherent in the judicial role. A ruling having only
prospective effect cannot be characterised as merely a less extensive form of overruling than overruling with both retrospective
and prospective effect. Prospective overruling robs a ruling of its essential authenticity as a judicial act. Courts exist to decide
the legal consequences of past events. A court decision which takes the form of a "pure" prospective overruling does not decide
the dispute between the parties according to what the court declares is the present state of the law. With a ruling of this character
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the court gives a binding ruling on a point of law but then does not apply the law as thus declared to the parties to the dispute
before the court. The effect of a prospective overruling of this character is that, on the disputed point of law, the court determines
the rights and wrongs of the parties in accordance with an answer which it declares is no longer a correct statement of the law.
Making such a ruling would not be a proper exercise of judicial power in this country. Making new law in this fashion gives a
judge too much the appearance of a legislator. Legislation is a matter for Parliament, not judges.

29.  In short, this argument raises this issue: would a decision by this House on a point of law having only prospective effect
be so substantial a departure from established judicial procedure that it should be regarded as outside the function discharged
by the judiciary under this country's constitution?
  *697

30.  In answering this question the Appellate Jurisdiction Act 1876 (39 & 40 Vict c 59) provides no assistance. The appellate
jurisdiction of the House is formally regulated by this Act. Section 4 provides that appeals shall be brought by petition to the
House praying that the order appealed may be reviewed "before Her Majesty the Queen in her Court of Parliament" in order
that this court "may determine what of right, and according to the law and custom of this realm, ought to be done in the subject
matter of such appeal". When Part III of the Constitutional Reform Act 2005 comes into force the new Supreme Court will have
power "to determine any question necessary to be determined for the purposes of doing justice in an appeal to it": section 40(5)
. These general statements do not point either way on the issue now under consideration.

31.  The next point to note is that, broadly stated, the constitutional separation of power between the legislature and the judiciary
in this country is that the legislature makes the law, the courts administer the law. Parliament makes new law, by enacting
statutes having prospective and varying degrees of retrospective effect: see Wilson v First County Trust Ltd (No 2) [2004] 1 AC
816 , 831-832, para 19. When disputes arise, whether between citizens or between a citizen and the Government, they are to
be resolved in accordance with the law, and that is a matter for the judicial arm of the state. In this regard it is for the judiciary
to decide what is the law, not the legislature or the executive.

32.  This broad generalisation is a good starting point but, like most constitutional generalisations in this country, it calls for
qualification. The boundary between making and administering the law is not in all respects quite so clear-cut as this general
statement suggests. Contrary to the broad generalisation and within strict bounds, judges themselves have a legitimate law-
making function. It is a function they have long exercised. In common law countries much of the basic law is still the common
law. The common law is judge-made law. For centuries judges have been charged with the responsibility of keeping this law
abreast of current social conditions and expectations. That is still the position. Continuing but limited development of the
common law in this fashion is an integral part of the constitutional function of the judiciary. Had the judges not discharged this
responsibility the common law would be the same now as it was in the reign of King Henry II. It is because of this that "the
common law is a living system of law, reacting to new events and new ideas, and so capable of providing the citizens of this
country with a system of practical justice relevant to the times in which they live": see Lord Goff of Chieveley in Kleinwort
Benson Ltd v Lincoln City Council [1992] 2 AC 349 , 377.

33.  Changes in the common law made by judges are usually described as "development" of the common law. This is a helpful
description, not a misleading euphemism. Judges do not have a free hand to change the common law. Judicial development
of the common law comprises the reasoned application of established common law principles, of greater or less generality, in
current social conditions. Development of the common law by the judges in any one case is usually marginal. Occasionally it is
more far-reaching, as in Donoghue v Stevenson [1932] AC 562 . In all cases development of the common law, as a response to
changed conditions, does not come like a bolt out of a clear sky. Invariably the clouds gather first, often from different quarters,
indicating with increasing obviousness what is  *698  coming. Cardozo J's colourful summary, in his The Nature of the Judicial
Process (1921), p 141, merits repetition:

"The judge, even when he is free, is still not wholly free. He is not to innovate at pleasure. He is not a knight-errant, roaming
at will in pursuit of his own ideal of beauty or of goodness. He is to draw his inspiration from consecrated principles.
He is not to yield to spasmodic sentiment, to vague and unregulated benevolence. He is to exercise a discretion informed
by tradition, methodized by analogy, disciplined by system, and subordinated to 'the primordial necessity of order in the
social life'."

34.  At one time the judicial function of overruling previous common law decisions was sought to be rationalised by the
"declaratory" theory. Sir William Blackstone said that "if it be found that the former decision is manifestly absurd or unjust,
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it is declared, not that such a sentence was bad law , but that it was not law ": Commentaries on the Laws of England, 1st ed
(1765), vol 1, p 70. If "law" is given one of its several possible meanings, this theory is still valid when applied to cases where
a previous decision is overruled as wrong when given. Most overruling occurs on this basis. These cases are to be contrasted
with cases where the later decision represents a response to changes in social conditions and expectations. Then, on any view,
the declaratory approach is inapt. In this context the declaratory approach has long been discarded. It is at odds with reality.

35.  For present purposes the distinction between these two types of cases is not important. Nor is the declaratory theory. For
present purposes what matters is the practical impact overruling may have in both types of cases. The question now under
consideration is whether, having regard to this practical impact, it is necessarily and always beyond the competence of the House
as the supreme court in this country ever to limit the temporal effect of its ruling.

36.  Before answering this question I must mention the judicial role in respect of statute law. Under section 4 of the Human Rights
Act 1998 the court has an evaluative role in respect of primary legislation when considering whether to make a declaration
of incompatibility. That apart, the essential function of the courts in respect of statutes is to apply and give effect to them. In
cases of dispute the courts decide what, properly understood ("interpreted"), the legislation means. From time to time cases
arise where changed social conditions dictate that a statutory provision should have a different and wider meaning than when
enacted. Fitzpatrick v Sterling Housing Association Ltd [2001] 1 AC 27 is an instance of this. The House decided that by 1994
the long-term homosexual partner of a Rent Act tenant was "a member of the original tenant's family" even though that phrase
would not have been so interpreted when the statutory provisions were first enacted in 1920. Such cases, arising out of changed
circumstances, are exceptional.

37.  There is another way courts can find themselves obliged to give a "dynamic" interpretation to statutes. Section 3 of the
Human Rights Act 1998 requires courts to read and give effect to legislation in a way which is compatible with Convention
rights so far as it is possible to do so. When interpreting Convention rights courts must take into account decisions of the
European Court of Human Rights: section 2(1) . As already noted, that court gives an evolving interpretation to the principles
embedded in the European . Thus, indirectly, through changes in the interpretation and application of Convention rights, the
courts of this country may find it necessary to give legislation a changed meaning.

38.  Cases of these types are of increasing importance. But leaving these aside, the interpretation the court gives an Act of
Parliament is the meaning which, in legal concept, the statute has borne from the very day it went onto the statute book. So,
it is said, when your Lordships' House rules that a previous decision on the interpretation of a statutory provision was wrong,
there is no question of the House changing the law. The House is doing no more than correct an error of interpretation. Thus,
there should be no question of the House overruling the previous decision with prospective effect only. If the House were to
take that course it would be sanctioning the continuing misapplication of the statute so far as existing transactions or past events
are concerned. The House, it is said, has no power to do this. Statutes express the intention of Parliament. The courts must give
effect to that intention from the date the legislation came into force. The House, acting in its judicial capacity, must give effect
to the statute and it must do so in accordance with what it considers is the proper interpretation of the statute. The House has
no suspensive power in this regard. In Ha v State of New South Wales (1997) 189 CLR 465 , 503-504, 515, the High Court of
Australia unanimously considered "it would be a perversion of judicial power to maintain in force that which is acknowledged
not to be the law". This would especially be so where "non-compliance with a properly impugned statute exposes a person to
criminal prosecution".

Conclusion

39.  The objections in principle and difficulties in practice mentioned above have substance, particularly in respect of the
traditional interpretation of statutes. These objections are compelling pointers to what should be the normal reach of the judicial
process. But, even in respect of statute law, they do not lead to the conclusion that prospective overruling can never be justified
as a proper exercise of judicial power. In this country the established practice of judicial precedent derives from the common
law. Constitutionally the judges have power to modify this practice.

40.  Instances where this power has been used in courts elsewhere suggest there could be circumstances in this country where
prospective overruling would be necessary to serve the underlying objective of the courts of this country: to administer justice
fairly and in accordance with the law. There could be cases where a decision on an issue of law, whether common law or statute
law, was unavoidable but the decision would have such gravely unfair and disruptive consequences for past transactions or
happenings that this House would be compelled to depart from the normal principles relating to the retrospective and prospective
effect of court decisions.
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41.  If, altogether exceptionally, the House as the country's supreme court were to follow this course I would not regard it as
trespassing outside the functions properly to be discharged by the judiciary under this country's constitution. Rigidity in the
operation of a legal system is a sign of weakness, not strength. It deprives a legal system of necessary elasticity. Far from
achieving a constitutionally exemplary result, it can produce a legal system unable to function effectively in changing times.
"Never say never" is a wise judicial precept, in the interest of all citizens of the country.
  *700

42.  Moreover, in one particular context the courts' ability to give a ruling having only prospective effect seems irresistible. As
noted above, at times the Strasbourg court interprets and applies the European Convention on Human Rights with prospective
effect only. It would be odd if in interpreting and applying Convention rights the House was not able to give rulings having a
comparable limited temporal effect: see Lord Rodger of Earlsferry, "A Time for Everything under the Law: Some Reflections
on Retrospectivity", (2005) 121 LQR 57, 77.

43.  I turn to the present case. In my view it is miles away from the exceptional category in which alone prospective overruling
would be legitimate. No doubt over the years the clearing banks, including the respondent bank, have to some extent relied
upon the Siebe Gorman decision [1979] 2 Lloyd's Rep 142 when formulating and using their standard forms of charges on
book debts. But banks and others who lend money on the security of charges on a company's undertaking are sophisticated
operators. There is no reason to suppose this decision lulled them into a false sense of security. The Siebe Gorman case was
a first instance decision. It cannot have been regarded as definitively settling the law in this field. Moreover, if the firm and
unanimous decision now being given by the House were given prospective effect only, the result would be that in many existing
liquidations preferential creditors would be deprived of the priority Parliament intended they should have. I would reject the
bank's submission that this decision of the House should have only prospective effect. I would allow this appeal accordingly.

LORD STEYN

44.  My Lords, I have had the advantage of reading the opinions of my noble and learned friends, Lord Hope of Craighead,
Lord Scott of Foscote and Lord Walker of Gestingthorpe. I am in full agreement with their opinions.

45.  In regard to prospective overruling I see the good sense of not saying "never" as explained by my noble and learned friend,
Lord Nicholls of Birkenhead. On the other hand, like Lord Scott, at present I find it difficult to see how it could be possible to
permit prospective overruling in a dispute about the interpretation of a statute.

46.  I would also make the order which Lord Scott proposes.

LORD HOPE OF CRAIGHEAD

47.  My Lords, as so often happens when a company goes into creditors' voluntary liquidation, the assets which are available
to pay Spectrum's general creditors are insufficient to pay those creditors in full after payment of the preferential debts of the
company. Section 175(2)(b) of the Insolvency Act 1986 , re-enacting a rule that was first introduced over 100 years ago by
the Preferential Payments in Bankruptcy Amendment Act 1897 provides that, so far as the assets of the company available
for payment of general creditors are insufficient to meet them, preferential debts have priority over the claims of holders of
debentures secured by, or holders of, any floating charge created by the company, and that they shall be paid accordingly out
of any property comprised in or subject to that charge. It is notorious that this state of affairs operates to the disadvantage of
creditors whose claims are secured by a charge which takes the form of a floating charge and not *701  that of a fixed security.
From the creditor's point of view, it deprives the floating charge of much of its utility.

48.  Section 251 of the 1986 Act provides that the expression "floating charge" means "a charge which, as created, was a floating
charge and includes a floating charge within the meaning of section 462 of the Companies Act (Scottish floating charges)".
Section 462(1) of the Companies Act 1985 , which makes provision for the creation of floating charges in Scotland, states:

"It is competent under the law of Scotland for an incorporated company ... for the purpose of securing any debt or other
obligation (including a cautionary obligation) incurred or to be incurred by, or binding upon, the company or any other
person, to create in favour of the creditor in the debt or obligation a charge, in this Part referred to as a floating charge,
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over all or any part of the property (including uncalled capital) which may from time to time be comprised in its property
and undertaking."

That provision must be read together with section 463(1)(b) of the 1985 Act, which declares that where a Scottish company
goes into liquidation within the meaning of section 247(2) of the Insolvency Act 1986 a floating charge created by the company
attaches to the property then comprised in the company's property and undertaking or, as the case may be, in part of that property
and undertaking, but does so subject to the rights of any person who holds a fixed security over the property or any part of it
ranking in priority to the floating charge. It must also be read together with section 464(6) the 1985 Act as amended by section
439(1) of and Schedule 13 to the 1986 Act, which states that the order of ranking set out in that section is subject to sections
175 and 176 of the 1986 Act as to the ranking of preferential debts in winding up. So the rule that was first introduced by the
1897 Act for England and Wales applies to Scottish floating charges too.

49.  Prior to 1961 it was impossible for a Scottish company to create a floating charge over the whole or any part of its property
and undertaking. In In re Bank of Credit and Commerce International SA (No 8) [1998] AC 214 , 226 Lord Hoffmann, speaking
of English law, said that a charge is a security interest created without any transfer of title or possession to the beneficiary. But
a charge could not be created without any transfer of title or possession in Scotland. In Carse v Coppen 1951 SC 233 , it was
conceded that a company registered in Scotland could not create a valid and effectual floating charge over its assets in Scotland,
but it was contended that it had done so over its assets in England. This argument was rejected. Lord President Cooper said, at p
239, that a floating charge was utterly repugnant to the principles of Scots law, which did not recognise it as creating a security
at all. He referred, at p 241, to that fact that the reforms in the law which had been effected because of the many criticisms that
had been directed against the injustices capable of being inflicted on the trade creditors by the use of floating charges had been
expressly confined to companies registered in England. He said that it was unthinkable that this could have been done except
upon the view that companies registered in Scotland and subject to Scots law could not create floating charges.
  *702

50.  This situation was thought to be to the disadvantage of Scottish companies. So the law of Scotland was amended by
the Companies (Floating Charges) (Scotland) Act 1961 , later extended by the Companies (Floating Charges and Receivers)
(Scotland) Act 1972 , to enable Scottish companies to give security in this way. The result, in the words of Professor W A Wilson,
"Floating Charges", 1962 SLT (News) 53, was that there was now in the law of Scotland a completely new form of security
which could be effectively granted over corporeal moveables without relinquishing possession, over incorporable moveables
without giving intimation and over heritage without recording a deed in the Sasine Register. It was, if I may respectfully borrow
this phrase from the speech of my noble and learned friend, Lord Walker of Gestingthorpe, a cuckoo in the nest of Scots property
law—as your Lordships were to discover in the case of Sharp v Thomson 1997 SC (HL) 66 , which revealed some of the
problems caused by introducing this form of charge into a legal system to which it did not belong naturally.

51.  It is, of course, possible under the statutory regime that now applies in Scotland—it is currently to be found in Part XVIII
of the 1985 Act—for a company to create a floating charge over its book debts. Indeed, a creditor seeking to secure his debt
by means of a floating charge will usually wish to see to it that the property over which the charge extends includes the book
debts of the company. But subjecting book debts to a security which will be effective as a fixed charge in Scots law, and will
thus escape from the priority which section 175 of the 1986 Act gives to preferential debts, is far less convenient in practice.
This is because the law of Scotland still insists that a fixed charge can be created only by delivery of the property which is to
be subjected to it into the hands of the creditor or by the equivalent of delivery. The only way in which this can be done in the
case of book debts is by obtaining an assignation in security of the right to receive payment of the debt, which is then intimated
to the party who is liable to pay the debt to the company. A company which wishes to continue to trade is unlikely to find this
method of creating a charge over its book debts acceptable: Fletcher & Roxburgh , The Law and Practice of Receivership in
Scotland 3rd ed (2005), para 2.10. In practice, therefore, a creditor who wishes to obtain a security from a Scottish company
over its book debts will only be able to do this by way of a floating charge.

52.  The creation of a charge over book debts which will be effective in English law as a fixed charge does not present the same
difficulties. As Slade J said in Siebe Gorman & Co Ltd v Barclays Bank Ltd [1979] 2 Lloyd's Rep 142 , 158, the decision of the
House of Lords in Tailby v Official Receiver (1888) 13 App Cas 523 showed that it is competent for anyone to whom book debts
may accrue in the future to create for good consideration an equitable charge upon those book debts which will attach to them
as soon as they come into existence. But if this is to be effective as a fixed security everything depends on the way the security
agreement ensures that the charge over the book debts is fixed. It is not easy to reconcile the company's need to continue to
collect and use these sums for its own business purposes with the lender's wish to escape from the priority which section 175(2)
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(b) of the 1986 Act gives to preferential debts over the claims of the holder of a floating charge by subjecting the uncollected
book debts to a security which will operate as a fixed charge over them. *703  Did Spectrum's debenture create a fixed charge?

53.  My noble and learned friend, Lord Scott of Foscote, has described the facts of the case and summarised all the relevant
authorities. I adopt with gratitude all that he has said about them, and I agree with him that the charge which the company
granted by way of what the debenture described as a specific charge over its book debts and other debts then and from time
to time owing to the company was in law a floating charge. It was not a fixed charge, so section 175(2)(b) applies to it. The
preferential creditors have priority over the bank's claims under the debenture to the sums realisable from the book debts and
other debts of the company.

54.  There are, as Professor Sarah Worthington has pointed out, a limited number of ways to ensure that a charge over book
debts is fixed: "An 'Unsatisfactory Area of the Law'—Fixed and Floating Charges Yet Again" (2004) 1 International Corporate
Rescue 175, 182. One is to prevent all dealings with the book debts so that they are preserved for the benefit of the chargee's
security. This is the only method which is known to Scots law which, as I have said, insists upon assignation of the book debts to
the security holder and its intimation to the company's debtor as the equivalent of their delivery. One can, of course, be confident
where this method is used that the book debts will be permanently appropriated to the security which is given to the chargee. But
a company that wishes to continue to trade will usually find the commercial consequences of such an arrangement unacceptable.
Another is to prevent all dealings with the book debts other than their collection, and to require the proceeds when collected
to be paid to the chargee in reduction of the chargor's outstanding debt. But this method too is likely to be unacceptable to a
company which wishes to carry on its business as normally as possible by maintaining its cash flow and its working capital. A
third is to prevent all dealings with the debts other than their collection, and to require the collected proceeds to be paid into an
account with the chargee bank. That account must then be blocked so as to preserve the proceeds for the benefit of the chargee's
security. A fourth is to prevent all dealings with the debts other than their collection and to require the collected proceeds to be
paid into a separate account with a third party bank. The chargee then takes a fixed charge over that account so as to preserve
the sums paid into it for the benefit of its security.

55.  The method that was selected in this case comes closest to the third of these. It was selected, no doubt, because it enabled
the company to continue to trade as normally as possible while restricting it, at the same time, to some degree as to what it
could do with the book debts. The critical question is whether the restrictions that it imposed went far enough. There is no doubt
that their effect was to prevent the company from entering into transactions with any third party in relation to the book debts
prior to their collection. The uncollected book debts were to be held exclusively for the benefit of the bank. But everything then
depended on the nature of the account with the bank into which the proceeds were to paid under the arrangement described
in clause 5 of the debenture. As McCarthy J said in In re Keenan Bros Ltd [1986] BCLC 242 , 247, one must look, not at the
declared intention of the parties alone, but to the effect of the instruments whereby they purported to carry out that intention.
Was the account one which allowed the company to continue to use the proceeds of the book debts as a source of its cash flow
or was it one which, on the contrary,  *704  preserved the proceeds intact for the benefit of the bank's security? Was it, putting
the point shortly, a blocked account?

56.  I do not see how this question can be answered without examining the contractual relationship in regard to that account
between the bank and its customer. An account from which the customer is entitled to withdraw funds whenever it wishes within
the agreed limits of any overdraft is not a blocked account. In Agnew v Comr of Inland Revenue [2001] 2 AC 710 , 722, para
22 Lord Millett said that the critical feature which led the Irish Supreme Court in In re Keenan Bros Ltd [1986] BCLC 242
to characterise the charge on book debts as a fixed charge was that their proceeds were to be segregated in a blocked account
where they would be frozen and unusable by the company without the bank's written consent. I respectfully agree. Elsewhere
in his judgment he appears to have assumed that the account into which the proceeds of the book debts were to be paid under
the debenture in the Siebe Gorman case [1979] 2 Lloyd's Rep 142 was also a blocked account: p 727, para 38; p 730, para 48.
In para 38 he said that the company could collect the money but was not free to use it as it saw fit. The question whether he
was right when he made that assumption is at the heart of this case.

57.  For the reasons which have been explained much more fully by Lord Scott and Lord Walker, I too would hold that it is
impossible to conclude that the debenture in the Siebe Gorman case had that effect. As I read the critical passage in Slade J's
judgment, at pp 158-159, he appears to have reached that conclusion in two stages. First, he said, the effect of the debenture
was to create a specific charge on the proceeds of the debts as soon as they were received which prevented the company from
disposing of an unencumbered title to them without the mortgagor's consent. Second, he said that the bank would have had the
right, if it chose, to assert its lien under the charge on the proceeds of the book debts, even at a time when the account into
which they were paid was temporarily in credit.
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58.  As to the first point, I would agree that the effect of clause 5(c) of the debenture (the equivalent of clause 5 in our case)
was that the company was prevented from doing anything with the proceeds of the book debts when collected other than paying
them into its account with the bank. But it seems to me that second point—that the bank could assert a lien over the proceeds
—overlooks the fact that the account into which the proceeds were to be paid was the company's current account with the bank
which the company was to continue to be free to operate for its own business purposes within the agreed limit of its overdraft.

59.  As May LJ said in Lipkin Gorman v Karpnale Ltd [1989] 1 WLR 1340 , 1353, the money which a customer deposits with a
bank becomes the bank's money, but the bank is prima facie bound to meet its debt when called upon to do so by the customer.
In Westminster Bank Ltd v Hilton (1926) 43 TLR 124 , 126 Lord Atkinson explained the relationship in this way:

"It is well established that the normal relation between a banker and his customer is that of debtor and creditor, but it is
equally well established that quoad the drawing and payment of the customer's cheques as against money of the customer's
in the banker's hands the relation is that of principal and agent. The cheque is an order of the *705  principal's addressed
to the agent to pay out of the principal's money in the agent's hands the amount of the cheque to the payee thereof."

The general rule is that a banker is bound to honour his customer's cheque so long as he has funds in his hands if the account is
in credit, or up to the agreed limit of any overdraft. He may determine the contract at any time on giving notice to the customer.
But he cannot refuse to honour cheques drawn before the notice of determination is received.

60.  A banker has a general lien over all bills, notes and negotiable instruments belonging to the customer which his customer
may have deposited with him in security of the customer's indebtedness to the bank. But a lien is a right to retain possession
of property that belongs to someone else, and the banker has no lien over funds which, when deposited in its account by the
customer, become his own property. Moreover the relationship is one where, if the account is in credit, the banker is indebted
to his customer. So it was a misuse of the word lien to say that the bank could assert a right of that kind over the proceeds: see
Buckley LJ in the Court of Appeal in Halesowen Presswork and Assemblies Ltd v National Westminster Bank Ltd [1971] 1 QB
1 , 46, and Viscount Dilhorne and Lord Cross of Chelsea in the same case in the House of Lords [1972] AC 785; Lord Hoffmann
in In re Bank of Credit and Commerce International SA (No 8) [1998] AC 214 , 226. This is not to say that it is impossible to
conceive of the creation of an equitable charge over the proceeds of book debts paid into an account in the name the chargor.
But the ordinary relationship of banker and customer does not permit the banker, without notice, to refuse to allow his customer
to operate a current account as and whenever he wishes while it is credit or is within the limits of any agreed overdraft. The
debenture in the Siebe Gorman case [1979] 2 Lloyd's Rep 142 , which provided for the payment of the proceeds into an account
of that kind, lacked any provision which qualified that relationship.

61.  In the Court of Appeal Lord Phillips of Worth Matravers MR [2004] Ch 337, 383, para 94 said that, in the determination
of the question whether the charge over the book debts was fixed, the extent of the customer's contractual right to draw out
sums equivalent to the amounts paid in must be disregarded. But the relationship between a bank and its customer is founded
in contract. The company's undertaking in clause 5 of the debenture to pay the proceeds of the book debts into its account with
the bank has to be seen and understood in that context. This was a current account into which the company paid money drawn
from a variety of other sources as well as the proceeds of its book debts. In my opinion the company's continuing contractual
right to draw out sums equivalent to the amounts paid in is wholly destructive of the argument that there was a fixed charge
over the uncollected proceeds because the account into which the proceeds were to be paid was blocked.

Should Siebe Gorman be overruled?

62.  Lord Phillips of Worth Matravers MR said that, even if Slade J's construction of the debenture in Siebe Gorman & Co Ltd v
Barclays Bank Ltd [1979] 2 Lloyd's Rep 142 had appeared to him to be erroneous, he would have been inclined to hold that the
form of the debenture had, by custom and usage, acquired the meaning and effect that he had attributed to *706  it: [2004] Ch
337, 383, para 97. This was because the form had been used for 25 years under the understanding that this was its meaning and
effect. Banks had relied upon this understanding, and individuals had guaranteed the liabilities of companies to banks on the
understanding that the banks would be entitled to look first to their charges on book debts unaffected by the claims of preferred
creditors. The respondents say that this is the course that ought now to be followed in the interests of commercial certainty.

63.  The House's Practice Statement of 26 July 1966 reminds us that the use of precedent is an indispensable foundation on
which to decide what is the law and how it should be applied in individual cases: Practice Statement (Judicial Precedent)
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[1966] 1 WLR 1234 . It promotes the degree of certainty that is needed for the guidance of those who must regulate their affairs
according to the law. It is hard to think of an area of the law where the need for certainty is more important than that with which
your Lordships are concerned in this case. The commercial life of this country depends to a large extent on the reliability of
the security arrangements that are entered into between debtors and their creditors. The law provides the context in which these
arrangements are entered into, and it lays down the rules that have to be applied when the arrangements break down. Mistakes
as to the law can make all the difference between success and failure when the creditor seeks to realise his security. So a heavy
responsibility lies on judges to provide the lending market with guidance that is accurate and reliable. This is so that mistakes
can be avoided and transactions entered into with confidence that they will achieve what is expected of them.

64.  These are powerful considerations, but I am in no doubt that the proper course is for the Siebe Gorman decision to be
overruled. It is a tribute to the great respect which Slade LJ's outstandingly careful judgments, both at first instance and the
Court of Appeal, have always commanded that his decision in that case has remained unchallenged for so many years. But the
fact is that it was a decision that was taken at first instance, and it has now been conclusively demonstrated that the construction
which he placed on the debenture was wrong. This is not one of those cases where there are respectable arguments either way.
With regret, the conclusion has to be that it is not possible to defend the decision on any rational basis. It is not enough to say
that it has stood for more than 25 years. The fact is that, like any other first instance decision, it was always open to correction
if the country's highest appellate court was persuaded that there was something wrong with it. Those who relied upon it must
be taken to have been aware of this. It provided guidance, and no criticism can reasonably be levelled at those who felt that
it was proper to rely on it. But it was no more immune from review by the ultimate appellate court than any other decision
which has been taken at first instance.

Should Siebe Gorman be overruled prospectively?

65.  Changes in the law do not occur in a vacuum. Much is likely to depend on whether the change affects situations before
the change occurs or whether it affects only situations that come afterwards. On the whole legislation affects the future only
and not the past, although awareness of what is to come may well influence the way people conduct their affairs before its
commencement. The reverse is true of judicial decisions.
  *707

66.  In Hindcastle Ltd v Barbara Attenborough Associates Ltd [1997] AC 70 , 95, my noble and learned friend, Lord Nicholls
of Birkenhead, said that prospective overruling was not yet a principle known in English law. Certainly it is as true today as it
was then that it has not yet been adopted as a practice in this country: see para 12 of his speech in this case. But in Kleinwort
Benson Ltd v Lincoln City Council [1992] 2 AC 349 , 378-379, Lord Goff of Chieveley declared that it had no place in our
legal system. He said:

"Subject to consideration by appellate tribunals, and (within limits) by judges of equal jurisdiction, what [a judge] states to
be the law will, generally speaking, be applicable not only to the case before him but, as part of the common law, to other
comparable cases which come before the courts, whenever the events which are the subject of those cases in fact occurred.
It is in this context that we have to reinterpret the declaratory theory of judicial decision ... when the judges state what
the law is, their decisions do, in the sense I have described, have a retrospective effect. That is, I believe, inevitable. It is
inevitable in relation to the particular case before the court, in which the events must have occurred some time, perhaps
some years, before the judge's decision is made. But is also inevitable in relation to other cases in which the law as so
stated will in future fall to be applied. I must confess that I cannot imagine how a common law system, or indeed any legal
system, can operate otherwise if the law is to be applied equally to all and yet be capable of organic change."

Later in the same paragraph he said that a system of prospective overruling, although it had occasionally been adopted elsewhere,
had no place in our legal system.

67.  In Ha v State of New South Wales 189 CLR 465 , 503-504 the High Court of Australia was just as firm in its rejection of
the invitation that it should, if it came to the conclusion that the tobacco wholesalers' and retailers' licence fees were invalid,
overrule the franchise cases prospectively, leaving the authority of those cases unaffected for a period of 12 months:

"This court has no power to overrule cases prospectively. A hallmark of the judicial process has long been the making
of binding decisions of rights and obligations arising from the operation of the law upon past events or conduct. The
adjudication of existing rights and obligations as distinct from the creation of rights and obligations distinguishes the
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judicial power from non-judicial power. Prospective overruling is thus inconsistent with judicial power on the simple
ground that the new regime that would be ushered in when the overruling took effect would alter existing rights and
obligations. If an earlier case is erroneous and it is necessary to overrule it, it would be a perversion of judicial power to
maintain in force that which is acknowledged not to be the law."

68.  I do not think that these declarations can be taken as the last word on this issue, at least so far as the powers of your Lordships'
House are concerned. The ability of courts to make prospective rulings, if they have power to do so, can no longer be said to
be in question. Section 102 of the Scotland Act 1998 provides that, where a court declares that any provision in an Act of the
Scottish Parliament is not within the competence *708  of the Parliament, it may make an order removing or limiting the effect
the decision. Equivalent provisions are to be found in section 110 of the Government of Wales Act 1998 and section 88(1) of
the Northern Ireland Act 1998 . This power is a limited one, as it is available only where legislation is held to be invalid because
it is outside the devolved institution's legislative competence. But it is nevertheless significant. The European Court of Justice
has acknowledged that the interpretation it gives to a rule of Community law is limited to clarifying and defining the meaning
and scope of that rule as it ought to have been understood and applied from the time of its coming into force: R (Bidar) v Ealing
London Borough Council (Case C-209/03 [2005] QB 812 , para 66. But, as the court said in the same case, it has in exceptional
cases limited the temporal effect of its judgments, having regard to the principle of legal certainty, where it is satisfied that
those concerned acted in good faith on the basis of the rules considered to be validly in force and that for it not to do so would
give rise to serious economic difficulties: paras 67-69; see also the opinion of Advocate General Jacobs in Banca Popolare di
Cremona v Agenzia Entrate Ufficio Cremona (Case C-475/03) 17 March 2005, para 75. This power has been developed by
judicial decision notwithstanding the fact that there is no express treaty base in articles 230–231 EC for its exercise.

69.  The fact that the Judicial Committee of the Privy Council has been given this power in devolution cases by statute and
that a similar power has been developed by the European Court of Justice does not, of course, answer the question whether
the House has the power, in exceptional cases, to do likewise. But it is for the House, as the ultimate court, to define the limits
of its own jurisdiction. It can take as its starting point the inherent power which it has under the common law to do whatever
is necessary to serve the interests of justice. That power is, of course, subject as our constitution requires to the doctrine of
Parliamentary sovereignty. It must respect any limits on its jurisdiction that have may been imposed by Parliament, so long as
these are compatible with our treaty obligations under Community law and with the rights that are defined by section 1(1) of
the Human Rights Act 1998 as the Convention rights. A statutory limitation which was found to be incompatible would have to
be read down under the doctrine of direct effect or under section 3(1) of the 1998 Act to remove the incompatibility. Subject to
these exceptions, its jurisdiction is limited only by the fact that the inherent power which is vested in the House in its appellate
capacity is a judicial power, not a legislative one.

70.  Authority for this approach, if it is needed, is to be found in R v Bow Street Metropolitan Stipendiary Magistrate, Ex p
Pinochet Ugarte (No 2) [2000] 1 AC 119 in which, in the exercise of its power as the ultimate court of appeal to correct any
injustice caused by one of its own orders, the House set aside the decision which it had reached in the first appeal, R v Bow Street
Metropolitan Stipendiary Magistrate, Ex p Pinochet Ugarte [2000] 1 AC 61 . The respondents did not dispute that the House
had jurisdiction in appropriate cases to rescind or vary one of its earlier orders. But Lord Browne-Wilkinson, who delivered the
leading speech, went further. He said that in his judgment that concession was rightly made both in principle and on authority
[2000] 1 AC 119, 132: *709

"In principle it must be that your Lordships, as the ultimate court of appeal, have power to correct any injustice caused by
an earlier order of this House. There is no relevant statutory limitation on the jurisdiction of the House in this regard and
therefore its inherent jurisdiction remains unfettered. In Broome v Cassell & Co Ltd (No 2) [1972] AC 1136 your Lordships
varied an order for costs already made by the House in circumstances where the parties had not had a fair opportunity to
address argument on the point."

The circumstances in that case were, of course, quite different. But the principle which the House was applying there is capable
of a much wider application.

71.  The question then is whether it can ever be consistent with the exercise of its judicial power for the House to declare that a
decision which it takes which changes the law is not to affect events or things done in the past but only events or things done in
the future. While I recognise the force of Lord Goff's argument to the contrary in Kleinwort Benson Ltd v Lincoln City Council
[1992] 2 AC 349 , I think that it would be unwise to say that the power to do this can never be available in any circumstances.
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The speeches that were delivered in R v Governor of Brockhill Prison, Ex p Evans (No 2) [2001] 2 AC 19 show how reluctant
your Lordships have been to engage in this debate. It is no doubt true that in almost every case that can be imagined the exercise
of the judicial power will require the House simply to declare what the law is, with the inevitable result that it will apply to
other comparable cases whenever the events occurred. But it is not possible to predict the future with complete confidence, and
it seems to me that the question whether this technique should be adopted remains an open one. Richard H S Tur, "Time and
Law" (2002) 22 Oxford Journal of Legal Studies 463, 473, has observed that to apply an admittedly new rule retrospectively
is blatantly legislative however fair or otherwise normatively appealing this may be. He said, at p 474, that commentators can
agree that prospective overruling has, in Lord Goff's words, "no place in our legal system" but disagree as to whether it should
have a place, adding that it might be that in exceptional circumstances, where justice was served thereby, the effect of a judicial
decision could expressly be declared to be prospective only. I do not think that we can say that there will never be cases when
the interests of justice may require the removal of the retrospective effect of a judgment by making a declaration to that effect.

72.  The question whether such a declaration will ever be consistent with the exercise of the judicial power must, in the end,
depend on the issue that the House is being called upon to decide. In Arthur J S Hall & Co v Simons [2002] 1 AC 615 , 726h,
for example, I said that I was of opinion that the decision in that case which changed the law about the immunity from suit of
the advocate should take effect only from the date when the House delivered its judgment. That was a highly unusual case. In
the Court of Appeal it was held that the solicitors had not acted as their clients' advocate and their conduct was not so intimately
connected with the conduct of the case in court as to attract the immunity. I said at the outset of my speech that the grounds
which the Court of Appeal had given for its decision were entirely sound, sufficient and satisfactory and that it was unnecessary
for the disposal of the appeal to examine the fundamental question whether the core forensic *710  immunity which the House
had recognised in Rondel v Worsley [1969] 1 AC 191 could still be justified on grounds of public policy. But the opportunity
had been taken of arranging for the case to be heard by seven Law Lords so that it could be considered whether the rule that was
established by that case could still be said to be justified. The focus of attention was shifted, quite deliberately, to this issue. The
House was no longer interested in the question whether the Court of Appeal had been right to say that the solicitors' conduct
was such as not to attract the core immunity. So I did not regard it as necessary for the disposal of the appeal to say that any
change as regarded the immunity rule should operate retrospectively. On the contrary, as I said at p 710:

"I consider it to be a legitimate exercise of your Lordships' judicial function to declare prospectively whether or not the
immunity—which is judge-made rule—is to be available in the future and, if so, in what circumstances."

73.  I continue to think that this approach to the exercise of the judicial power in that case was legitimate. There was no need,
in order to do justice between the parties to the disputes, for the decision in Arthur J S Hall & Co v Simons [2002] 1 AC 615 to
be applied retrospectively. Advocates had arranged their affairs since the decision in Rondel v Worsley on the basis that in their
conduct of cases in court the core immunity was available. Recognising the importance that is to be attached to legal certainty,
there was much to be said for the view that in their case the decision to remove the immunity should operate prospectively
only and not retrospectively.

74.  Where the future may lead us we cannot tell. So, like my noble and learned friend, Lord Nicholls of Birkenhead, I would
not rule out the possibility that in a wholly exceptional case the interests of justice may require the House, in the context of a
dispute about the state of the common law or even about the meaning or effect of a statute, to declare that its decision is not to
operate retrospectively. But I would not consider that approach to be appropriate in this case. The single most important point
which indicates the contrary is that, if the decision to overrule Siebe Gorman were to be applied prospectively only, it would
deprive the preferential claimants of the priority to which, on a correct view of the law, they are entitled under section 175(2)
(b) of the 1986 Act. I do not think that it is open to your Lordships in the exercise of the judicial power to deprive a party to
the litigation of a legitimate remedy that has undoubtedly been given to him by statute.

Conclusion

75.  For the reasons given by Lord Scott and Lord Walker, and for these further reasons of my own, I would hold that the
decision in Siebe Gorman & Co Ltd v Barclays Bank Ltd [1979] 2 Lloyd's Rep 142 was wrong and should be overruled. I
would allow the appeal.

LORD SCOTT OF FOSCOTE
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The issues

76.  My Lords, the issue in this case is whether the charge over book debts, present and future, granted by Spectrum Plus
Ltd ("Spectrum") to *711  National Westminster Bank Plc ("the bank") under a debenture dated 30 September 1997 was a
fixed charge, which it was expressed to be, or merely a floating charge. The bank, naturally, says that it was a fixed charge.
Customs and Excise, the Inland Revenue, and the Secretary of State for Trade and Industry ("the Crown creditors") say that it
was a floating charge. If it was a floating charge Spectrum's preferential creditors are entitled to have their debts paid out of the
proceeds of the book debts in priority to the bank (see section 175, Insolvency Act 1986 ). If it was not a floating charge the
preferential creditors have no such priority and the bank will be entitled to the whole of the proceeds. The amount at stake is
relatively trivial, no more than £16, 136 odd. But this is a test case. Your Lordships have been given to understand that several
hundred liquidations are being held up pending the resolution of the issue (see the judgment of Sir Andrew Morritt V-C [2004]
Ch 337, 342). Your Lordships have been told also that the debenture granted by Spectrum was in the bank's normal form and
that many other banks and other commercial lenders have taken security over their borrowers' book debts using a similar form
of debenture. It is of commercial as well as legal importance that the issue should be resolved.

77.  There is a subsidiary issue. The bank has invited your Lordships, if your Lordships conclude that the debenture created
merely a floating charge over the book debts, so to rule with prospective effect only. That raises the question whether your
Lordships have power to deliver prospective rulings, applicable only in the future, or only to debentures not yet executed. There
is also, of course, the question whether, if your Lordships do have such a power, the power should be exercised in the present
case. But these are issues for later. The first and main issue is whether the bank's debenture created a fixed charge or only a
floating charge over Spectrum's book debts.

The debenture

78.  Spectrum carried on the business of a manufacturer of dyes, paints, pigments and other chemical products for the paint
industry. In the autumn of 1997 Spectrum changed banks. It opened an account with the bank, obtained an overdraft facility
of £250,000 and, on 30 September 1997, executed the debenture to secure its indebtedness to the bank. The security created
by the debenture was expressed to include:

"A specific charge [of] all book debts and other debts ... now and from time to time due or owing to [Spectrum]" (para
2(v)) and "A floating security [of] its undertaking and all its property assets and rights whatsoever and wheresoever present
and/or future including those for the time being charged by way of specific charge pursuant to the foregoing paragraphs
if and to the extend that such charges as aforesaid shall fail as specific charges but without prejudice to any such specific
charges as shall continue to be effective" (para 2(vii)).

79.  The expression "specific charge" is potentially ambiguous. It may mean a charge over specific ascertained property or it
may mean a fixed charge in contrast to a floating charge, depending on the context. It is clear that in this debenture, as in most
others, the expression is intended to bear the latter meaning.

80.  There is no doubt that, as Slade J held in Siebe Gorman & Co Ltd v Barclays Bank Ltd [1979] 2 Lloyd's Rep 142 , it is in
law possible for a *712  company to create a security consisting of a fixed charge over all its present and future book debts.
Nor is there any doubt that the question as to how a particular charge should be categorised depends upon the nature of the
rights over the charged asset that have been granted to the chargee or reserved to the chargor. The label that the parties have
attributed to the charge may be some indication of the rights the parties were intended to have but is not conclusive.

81.  Para 5 of the debenture supported the grant of the charge over books debts:

"With reference to the book debts and other debts hereby specifically charged [Spectrum] shall pay into [Spectrum's]
account with the bank all moneys which it may receive in respect of such debts and shall not without the prior consent in
writing of the bank sell factor discount or otherwise charge or assign the same in favour of any other person or purport
to do so and [Spectrum] shall if called upon to do so by the bank from time to time execute legal assignments of such
book debts and other debts to the bank."
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This provision barred Spectrum from dealing with its book debts in any of the ways specified but left Spectrum free to deal
with the debtors who owed the debts and, in particular, to collect the debts in the normal course of business.

82.  Para 5 required that the debts once collected be paid into Spectrum's account with the bank. This account was a current
account. It enjoyed the overdraft facility of £250,000 to which I have referred. Provided that overdraft limit were not exceeded,
Spectrum was free to draw on the account for its business purposes. The Bank's Borrowing Terms allowed the bank, by notice,
to withdraw or reduce the facility. And amounts outstanding on the account were repayable on demand. These are the normal
terms on which overdraft facilities are made available by banks to their customers. This account was in all respects a normal
bank current account with an overdraft facility.

83.  The question for decision, therefore, is whether a charge over present and future book debts, where the chargor cannot
dispose of or charge the uncollected book debts but can deal with its debtors and collect the debts and where the chargor is
obliged to place the payments made to it by its debtors in a designated account with the chargee bank but can freely draw on
the account for its business purposes provided the overdraft limit is not exceeded, is capable in law of being a fixed charge.

The facts

84.  The events that have led to this litigation can be shortly stated. After the opening of the current account in September
1997 Spectrum collected its book debts, paid them into its current account and drew on the account as it wished for its business
purposes. The overdraft limit of £250,000 was never exceeded but nor was the account ever in credit. There is no evidence
that any instructions regarding Spectrum's drawings from the account or how the account could be used by Spectrum were
ever given by the bank or that the bank ever sought to exercise any control over the use made by Spectrum of its withdrawals
from the account. But Spectrum's business fortunes did not prosper and on 15 October 2001 it went into voluntary liquidation.
At the *713  date of liquidation £165,407 was due to the bank. Spectrum's uncollected book debts at that date had a face
value of £291,293, but the liquidators estimated their realisable value to be £156,544. Spectrum's unsecured debts included
the £16,136 due to preferential creditors, mainly the Crown creditors. There was a deficiency with regard to creditors in the
region of £650,000.

85.  The liquidators have so far collected £113,484 in respect of book debts but, pending a resolution of the issue as to the
correct categorisation of the charge granted over the book debts, have not accounted for these payments to the bank. Bearing
in mind, however, that even if the charge created only a floating charge the bank would be entitled to priority over ordinary
creditors and that the amount due to preferential creditors is only £16,136, it seems a little surprising that the liquidators have
not accounted to the bank for the balance of the £113,484. But no doubt there is some explanation for this.

The rival lines of judicial authority

86.  The issue as to the correct categorisation of the charge created by Spectrum over its book debts has been presented, both
in the courts below and before your Lordships, as requiring a choice between rival lines of judicial authority. In Siebe Gorman
& Co Ltd v Barclays Bank Ltd [1979] 2 Lloyd's Rep 142 Slade J held that the Barclays Bank debenture had created a fixed
charge over the chargor's book debts. There are no material differences between the Barclays Bank debenture in issue in the
Siebe Gorman case and the bank's debenture in the present case, at least so far as concerns the charge of book debts. The Siebe
Gorman decision was followed by Knox J in In re A Company (No 005009), Ex p Copp [1989] BCLC 13 and has been referred
to without dissent in other cases at first instance (see e g In re Portbase Clothing Ltd [1993] Ch 388 , 395-396). Moreover in
In re New Bullas Trading Ltd [1994] 1 BCLC 485 , the Court of Appeal took Siebe Gorman a step further. The New Bullas
debenture was expressed to grant a fixed charge over the chargor's present and future book debts but a floating charge over the
proceeds of the debts when collected and paid into the chargor's bank account. Collection of the debts was left to the chargor.
The chargor went into liquidation and Nourse LJ, with whose judgment the other two members of the court agreed, held that
the charge over the book debts owing at the date of liquidation was, as the debenture had stated, a fixed charge. If a charge over
book debts can be a fixed charge even though the money received by the chargor in payment of those debts is to be subject to
only a floating charge, it becomes difficult to quarrel with the proposition that the charge over uncollected book debts in the
present case (or in Siebe Gorman ) can be a fixed charge even though the chargor can freely use for its business purposes the
money it receives from its debtors in payment of the debts subject to the charge.
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87.  However Hoffmann J's judgment in In re Brightlife Ltd [1987] Ch 200 cast some doubt on the Siebe Gorman case. Hoffmann
J was presented with a debenture expressed to grant a "first specific charge" of the chargor's book debts, present and future.
The debenture did not allow the chargor to dispose of or charge the uncollected book debts but left the chargor free to collect
the debts, pay the proceeds into its bank account and draw as it wished on that account. Hoffmann J held that the charge was a
floating *714  charge. He distinguished Siebe Gorman principally on the ground that the Siebe Gorman debenture holder was
a bank and the debenture had required the collected debts to be paid into the chargor's account at the chargee bank. In Brightlife
the debenture holder was not a bank and there was no similar restriction. I must revert to this point of distinction. It suffices
for the moment to notice that, despite the description of the charge as a "first specific charge", the Brightlife charge was held
to be a floating charge because the chargor had been left free to collect the debts, to pay the proceeds into its bank account and
to use the account as it wished (see p.209). In the New Bullas Trading Ltd case [1993] BCLC 1389 , Knox J, at first instance,
followed In re Brightlife Ltd , but was reversed by the Court of Appeal. In re Brightlife Ltd was followed also by Millett LJ
in In re Cosslett (Contractors) Ltd [1998] Ch 495 .

88.  In Hoverd Industries Ltd v Supercool Refrigeration and Air Conditioning (1991) Ltd [1994] 3 NZLR 300 Tompkins J, sitting
in the High Court of New Zealand, declined to follow Siebe Gorman . The debenture in question, as in Siebe Gorman and the
present case but unlike the debenture in In re Brightlife Ltd , was a bank debenture. It was expressed to grant a "fixed charge"
over, among other assets, the chargor's book debts present and future. The debenture did not allow the chargor to dispose of or
charge its uncollected book debts and required the collected debts to be paid into the chargor's account with the bank. There does
not appear to have been any restriction on the ability of the chargor to draw on the account for its trading purposes. Tompkins J
noted, at p 318, that "the relevant provisions of the securities in Siebe Gorman and the present case are, for practical purposes,
the same" but held, at p 321, that the charge over the book debts was a floating charge because

"a requirement to pay the proceeds of the book debts into the company's account without any restriction on how the
company may use those proceeds does not give effective possession of those proceeds to the Bank. It does not, without
more, fasten the charge onto those proceeds."

89.  And, finally, the same point came before the Privy Council on an appeal from the Court of Appeal of New Zealand in Agnew
v Comr of Inland Revenue [2001] 2 AC 710 . This case concerned a bank debenture closely modelled on the New Bullas Trading
Ltd debenture, that is to say, it purported to grant the bank a fixed charge over the chargor's book debts present and future but
only a floating charge over the proceeds collected by the chargor: see p 716. The judgment of the Board, delivered by Lord
Millett, held that the critical feature which distinguished a floating charge from a fixed charge lay in the chargor's ability, freely
and without the chargee's consent, to control and manage the charged assets and withdraw them from the security. In re Brightlife
Ltd , In re Cosslett (Contractors) Ltd and the New Zealand Supercool Refrigeration case were approved and applied. In re New
Bullas Trading Ltd was held to have been wrongly decided. Siebe Gorman was treated, in rather guarded terms, as a case in
which Slade J had found sufficient restrictions on the use to which the chargor could put the collected debt payments to warrant
the categorisation of the charge as a fixed charge: see p 727. But Lord Millett expressed the opinion, at p 726, para 36: *715

"A restriction on disposition [of book debts] which nevertheless allows collection and free use of the proceeds is
inconsistent with the fixed nature of the charge; it allows the debt and its proceeds to be withdrawn from the security by
the act of the company in collecting it."

The judgments in the courts below

90.  The issue has, in the present case, been litigated between the bank on the one side, arguing for a fixed charge, and the
Crown creditors on the other side, arguing for a floating charge. Spectrum in liquidation and its liquidators, although parties
to the proceedings, have taken no active part.

91.  Sir Andrew Morritt V-C [2004] Ch 337, having reviewed the cases, said that he was persuaded by Lord Millett's reasoning
in Agnew's case that Siebe Gorman had been wrongly decided. He held that the charge granted to the bank over Spectrum's
book debts was, notwithstanding that it was expressed to be a fixed charge, in law a floating charge. The test, he held at para 39,
was whether the rights and obligations conferred and imposed by the debenture "disclosed an intention that the company should
be free to deal with the book debts and withdraw them from the security without the consent of the bank". The application of

Case 2:19-ap-01382-SK    Doc 349-1    Filed 01/14/22    Entered 01/14/22 07:52:03    Desc
Exhibit 1    Page 280 of 315



© 2021 Thomson Reuters. 25

this test should, said Sir Andrew Morritt V-C at para 39, have led to the conclusion in Siebe Gorman that the charge was a
floating charge: he said "the collection and free use of the proceeds of book debts through the ordinary operation of the bank
account was not only permitted but envisaged."

92.  Sir Andrew Morritt V-C referred in his judgment to the criticisms of the Court of Appeal decision in In re New Bullas
Trading Ltd that had been made by Lord Millett in Agnew's case and to earlier criticisms of that decision made by Professor
Roy Goode in an article, "Charges Over Book Debts: A Missed Opportunity" (1994) 10 LQR 592, but did not himself address
Nourse LJ's reasoning or conclusions.

93.  The Court of Appeal did so, however, when the present case reached them [2004] Ch 337. Lord Phillips of Worth Matravers
MR pointed out, correctly in my respectful opinion, that Sir Andrew Morritt V-C's test of a floating charge was in conflict
with the Court of Appeal decision in In re New Bullas Trading Ltd and concluded that the rules of binding precedent enabled
neither Sir Andrew Morritt V-C nor a subsequent Court of Appeal to rule that that case had been wrongly decided: para 58.
This conclusion would, I think, have made it inevitable that the appeal against Sir Andrew Morritt V-C's judgment would have
been allowed but Lord Phillips MR went on to consider whether, assuming the Agnew test of a floating charge to be applicable,
the bank's debenture had had the effect that the company had been left free to use the proceeds of its book debts in the normal
course of its business. He concluded that the restrictions imposed by the debenture (and the restrictions imposed by the Siebe
Gorman debenture) had been sufficient to justify the categorisation of the charge as a fixed charge, at para 94:

"It seems to me that it is at least arguable that a debenture which prohibits a chargor from disposing of book debts before
they are collected and requires him to pay them, beneficially, to the chargee as and when they are collected properly falls
within the definition of a fixed charge, regardless of the extent of his contractual right to draw out sums equivalent to the
amount paid in. Strictly speaking the chargor is neither *716  entitled to dispose of the book debts before they fall due
for payment, nor to dispose of the proceeds. What he does enjoy are contractual rights to payments, whether as lender
or borrower, from the bank."

94.  On this appeal, therefore, the main issue depends on two questions. First, what is the right test to be applied in order to
categorise a charge as a floating charge? Second, if that test is applied in the present case, how should the bank's charge be
categorised?

What is a floating charge?

95.  It is helpful in answering this question to bear in mind the juridical history of floating charges and the reasons why a
degree of statutory intervention became necessary. By the middle of the 19th century industrial and commercial expansion in
this country had led to an increasing need by companies for more capital. Subscription for share capital could not meet this
need and loan capital had to be raised. But the lenders required security for their loans. Traditional security, in the form of
legal or equitable charges on the borrowers' fixed assets, whether land or goods, could not meet the need. The greater part of
most entrepreneurial companies' assets would consist of raw materials, work in progress, stock-in-trade and trade debts. These
were circulating assets, replaced in the normal course of business and constantly changing. Assets of this character were not
amenable to being the subject of traditional forms of security. Equity, however, intervened. Holroyd v Marshall (1862) 10 HL
Cas 191 was a case in which a debtor had purported to grant a mortgage not only over his existing machinery but also over
all the machinery which, during the continuance of the security, should be placed in his mill. The question arose whether the
equitable title of the chargee in respect of new machinery that had been placed in the mill prevailed over the rights of a judgment
creditor of the chargor/debtor. Could the chargee assert an equitable interest in the new machinery? Lord Campbell LC held
that he could not. But the House of Lords reversed the decision, holding that

"immediately on the new machinery and effects being fixed or placed in the mill, they became subject to the operation of
the contract, and passed in equity to the mortgagees", per Lord Westbury LC, at p 211, and that "in equity it is not disputed
that the moment the property comes into existence, the agreement operates on it": per Lord Chelmsford, at p 220.

96.  Holroyd v Marshall opened the way to the grant by companies of security over any class of circulating assets that the
chargor company might possess. Acceptance that it was possible to do this became established by the 1870s. In In re Panama,
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New Zealand and Australian Royal Mail Co (1870) LR 5 Ch App 318 the company simply charged its "undertaking and all
sums of money arising therefrom". Gifford LJ held, at p 322, that "undertaking" meant "all the property of the company, not
only which existed at the date of the debenture, but which might afterwards become the property of the company". He said
also that the word "undertaking"

"necessarily infers that the company will go on, and that the debenture holder could not interfere until either the interest
which was due was unpaid, or until the period had arrived for the payment of his principal, *717  and that principal was
unpaid": see also In re Florence Land and Public Works Co; Ex p Moor (1878) 10 Ch D 530 , 540.

The two features mentioned by Gifford LJ became the hallmark of the new form of security, namely, (1) a charge on the chargor
company's assets, or a specified class of assets, present and future and (2) the right of the chargor company to continue to use
the charged assets for the time being owned by it and to dispose of them for its normal business purposes until the occurrence
of some particular future event. In In re Colonial Trusts Corpn, Ex p Bradshaw (1879) 15 Ch D 465 Jessel MR referred to this
form of security as a "floating security" (see at pp 468, 469 and 472) and in Moor v Anglo-Italian Bank (1879) 10 Ch D 681 ,
687 he contrasted the new form of security with a "specific charge" on the property of the company.

97.  By the last decade of the 19th century this form of security, Jessel MR's "floating security", had become firmly established
and in regular use. This new form of security, the floating charge, did not derive from statute. It had been bred by equity
lawyers and judges out of the needs of the commercial and industrial entrepreneurs of the time. But the new form of security,
notwithstanding its convenience for both borrowers and lenders, had its drawbacks for others. Those dealing with a company
could not tell whether its circulating assets were subject to a charge that, if the company became insolvent or ceased business,
would allow a debenture holder to "step in and sweep off everything": Lord Macnaghten in Salomon v A Salomon & Co Ltd
[1897] AC 22 , 53. And if a debenture holder did "step in and sweep off everything" there would be nothing left for unsecured
creditors including, in particular, the company's employees to whom wages arrears might be owing.

98.  Statutory intervention began in 1897 with the Preferential Payments in Bankruptcy Amendment Act . Where a company
was being wound-up or was in receivership sections 2 and 3 of the 1897 Act gave preferential creditors, a class which included
employees as well as Crown creditors, priority over the chargee under a floating charge, so far as payment of debts out of the
assets subject to that charge was concerned. Preferential creditors had priority anyway over ordinary creditors and the sections
did not disturb the priority over ordinary creditors to which the charge holder was entitled by virtue of the charge. These statutory
provisions, with very little alteration, are now to be found in sections 40 (receivership) and 175 (winding up) of the Insolvency
Act 1986 . And in 1900 further statutory interventions required floating charges to be registered (see now sections 395 and 396
of the Companies Act 1985 ) and provided for floating charges created by an insolvent company within a short period before
the commencement of its winding up to be invalid except to the extent of new money provided by the chargee: see now section
245 of the Insolvency Act 1986 . The statutes which first introduced these reforms did not attempt any definition of a "floating
charge". Nor have any of their statutory successors done so. The expression has been taken to be self-explanatory. It bears the
meaning attributed to it by judicial decision. But the judicial process over the years whereby the concept of a "floating charge"
has been developed must, in my opinion, keep in mind the mischief that these statutory reforms were intended to meet and,
in particular, that on a winding up or receivership preferential creditors were to have their debts paid out of the circulating
*718  assets, sometimes referred to as "ambulatory" assets, of the debtor company in priority to a debenture holder with a

charge over those assets.

99.  The classic and frequently cited definition of a floating charge is that which was given by Romer LJ in the Court of Appeal
in the Yorkshire Woolcombers Association case [1903] 2 Ch 284 , 295:

"I certainly think that if a charge has the three characteristics that I am about to mention it is a floating charge. (1) If it is
a charge on a class of assets of a company present and future; (2) if that class is one which, in the ordinary course of the
business of the company, would be changing from time to time; and (3) if you find that by the charge it is contemplated
that, until some further step is taken by or on behalf of those interested in the charge, the company may carry on its business
in the ordinary way as far as concerns the particular class of assets I am dealing with."

But it is important to notice that Romer LJ prefaced his definition with a qualification. He said:

"I certainly do not intend to attempt to give an exact definition of the term 'floating charge', nor am I prepared to say that
there will not be a floating charge within the meaning of the Act, which does not contain all the three characteristics ..."
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The case came to this House under the name Illingworth v Houldsworth [1904] AC 355 . In short ex tempore speeches their
Lordships upheld the Court of Appeal. Lord Macnaghten described the case as "clear" and offered the following definition of
a floating charge in contrast to a "specific charge", at p 358:

"A specific charge, I think, is one that without more fastens on ascertained and definite property or property capable of
being ascertained and defined; a floating charge, on the other hand, is ambulatory and shifting in its nature, hovering over
and so to speak floating with the property which it is intended to affect until some event occurs or some act is done which
causes it to settle and fasten on the subject of the charge within its reach and grasp."

100.  And a few years later Buckley LJ in Evans v Rival Granite Quarries Ltd [1910] 2 KB 979 , 999 similarly contrasted a
"floating security" with a "specific security":

"[A floating security] is not a specific security; the holder cannot affirm that the assets are specifically mortgaged to him.
The assets are mortgaged in such a way that the mortgagor can deal with them without the concurrence of the mortgagee.
A floating security is not a specific mortgage of the assets, plus a licence to the mortgagor to dispose of them in the course
of his business, but is a floating mortgage applying to every item comprised in the security, but not specifically affecting
any item until some event occurs or some act on the part of the mortgagee is done which causes it to crystallise into a
fixed security."

101.  It is in the nature of commercial lenders to want the most effective security that they can get. It is in the nature of
commercial borrowers to want to be able to carry on the business for the purposes of which they are borrowing money with
as much freedom from restrictions imposed by their *719  lenders that negotiation can achieve for them. But the lenders are
usually in the stronger bargaining position and able to stipulate the terms to be included in the debenture which will constitute
their security. So it is not in the least surprising to find attempts by lenders to obtain fixed charges as security rather than floating
charges, thereby avoiding the need, if financial misfortune were to visit their borrowers, to yield priority to preferential creditors
and also avoiding possible vulnerability under section 245 of the 1986 Act or its statutory predecessors. And it is not surprising
to find borrowers agreeable to co-operate in these attempts provided their ability to carry on business in the normal way were
not unduly impeded.

102.  There was never any doubt that it was possible to create a fixed charge over a specific, ascertained book debt. And
Tailby v Official Receiver 13 App Cas 523 established that an assignment of future book debts would be effective to vest in the
assignee an equitable interest in the future debts at the moment they became owing to the assignor. So there was no reason why
a debenture should not be expressed to assign to the debenture holder, by way of security, the company's future book debts.
But the question would still remain whether such an assignment, not being an out-and-out assignment as in Tailby v Official
Receiver but an assignment by way of security, could be said to constitute a fixed security.

103.  There was nothing much that the lenders could do about the third of the characteristics that Romer LJ had regarded as
typical of floating charges. Most commercial borrowers would be unlikely to agree to grant charges over their circulating assets
that did not enable them to use those assets for their normal business purposes. So it was natural for the quest for fixed charges
to be concentrated on the prominence given by Lord Macnaghten in the Yorkshire Woolcombers case to the characteristic of a
fixed charge as being a charge on "ascertained and definite property" As soon as a book debt is incurred and becomes owing to
the chargor it constitutes an item of "ascertained and definite" property and would qualify as a possible object of a fixed charge.
So a debenture expressed to grant a fixed charge over present and future book debts would be capable of creating a fixed charge
over all such debts as and when they accrued due to the chargor company. Slade J so held in Siebe Gorman & Co Ltd v Barclays
Bank Ltd [1979] 2 Lloyd's Rep 142 and no one has suggested that in that respect he was wrong.

104.  Moreover, the debenture could fortify the apparently fixed character of the charge by including a provision entitling the
chargee to call for a formal written assignment by the chargor of the debts as they accrued. Such an assignment unaccompanied
by written notice to the debtor would constitute the chargee equitable proprietor, and not simply equitable chargee, of the debt.
The appearance of a fixed security would be fortified. It is not surprising, therefore, to find debentures containing provisions of
this sort. The Siebe Gorman debenture did so. So did the bank's debenture in the present case. But the intention of the parties
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that the charge over book debts created and fortified in this way would be a fixed charge has to take account also of Romer
LJ's third characteristic of a floating charge, namely, that until some further step by way of intervention is taken by the chargee
the chargor company can use the assets in question for its normal business purposes and, in using them, remove them from the
security. The fact that a valid fixed charge over present and future book debts is capable of being *720  created does not answer
the essential question whether a fixed charge over assets that remain at the disposal of the chargor can be created.

105.  Slade J in the Siebe Gorman case [1979] 2 Lloyd's Rep 142 , 158 inclined to the opinion that if the chargor of book debts,
having collected the book debts,

"[had] had the unrestricted right to deal with the proceeds of any of the relevant book debts paid into its account, so long
as that account remained in credit ... the charge on such book debts could be no more than a floating charge."

Hoffmann J in In re Brightlife Ltd [1987] Ch 200 , 209, in a passage cited with approval by Lord Millett in Agnew v Comr of
Inland Revenue [2001] 2 AC 710 , 723, said that the significant feature of the Brightlife debenture was that the company was
free to collect its debts and pay the proceeds into its bank account. He went on:

"Once in the account, they would be outside the charge over debts and at the free disposal of the company. In my judgment
a right to deal in this way with the charged assets for its own account is a badge of a floating charge and is inconsistent
with a fixed charge."

Similar conclusions were expressed in In re Keenan Bros Ltd [1986] BCLC 242 in the Supreme Court of Ireland and by Tompkins
J in the Supercool Refrigeration case [1994] 3 NZLR 300 , in New Zealand.

106.  The Privy Council in the Agnew case agreed with these decisions. Lord Millett pointed out, in para 13 of the Board's
opinion, that Romer LJ's first two characteristics, although typical of a floating charge, were not distinctive of it. They were
not necessarily inconsistent with a fixed charge. It was the third characteristic, Lord Millett said, which was the hallmark of a
floating charge and distinguished it from a fixed charge.

107.  I respectfully agree. Indeed if a security has Romer LJ's third characteristic I am inclined to think that it qualifies as a
floating charge, and cannot be a fixed charge, whatever may be its other characteristics. Suppose, for example, a case where
an express assignment of a specific debt by way of security were accompanied by a provision that reserved to the assignor
the right, terminable by written notice from the assignee, to collect the debt and to use the proceeds for its (the assignor's)
business purposes, ie, a right, terminable on notice, for the assignor to withdraw the proceeds of the debt from the security.
This security would, in my opinion, be a floating security notwithstanding the express assignment. The assigned debt would be
specific and ascertained but its status as a security would not. Unless and until the right of the assignor to collect and deal with
the proceeds were terminated, the security would retain its floating characteristic. Or suppose a case in which the charge were
expressed to come into existence on the future occurrence of some event and then to be a fixed charge over whatever assets
of a specified description the chargor might own at that time. The contractual rights thereby granted would, in my opinion, be
properly categorised as a floating security. There can, in my opinion, be no difference in categorisation between the grant of a
fixed charge expressed to come into existence on a future event in relation to a specified class of assets owned by the chargor at
that time and the grant of a floating charge over the specified class of assets with cystallisation taking place on the occurrence
of that *721  event. I endeavoured to make this point in Smith (Administrator of Cosslett (Contractors) Ltd) v Bridgend County
Borough Council [2002] 1 AC 336 , 357, para 63. Nor, in principle, can there be any difference in categorisation between those
grants and the grant of a charge over the specified assets expressed to be a fixed charge but where the chargor is permitted until
the occurrence of the specified event to remove the charged assets from the security. In all these cases, and in any other case in
which the chargor remains free to remove the charged assets from the security, the charge should, in principle, be categorised
as a floating charge. The assets would have the circulating, ambulatory character distinctive of a floating charge.

108.  The debenture in In re New Bullas Trading Ltd [1994] 1 BCLC 485 had features which illustrate the ingenuity of equity
draftsmen in seeking to produce for their clients fixed charges out of circumstances that would normally be associated with
floating charges. The debenture was expressed to grant the chargee a fixed charge over the company's present and future book
debts. The chargee was entitled to demand that the debts be assigned to it, but never in fact made any such demand. The chargee
was entitled to give the chargor instructions as to how the chargor should deal with its book debts, but apparently never in fact
gave any such instructions, at any rate none prior to liquidation. The debenture left the chargor free to collect the debts and
required the chargor to pay into a specified bank account all money it received in payment of the debts. The debenture then
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provided that on payment of the money into the bank account the fixed charge would be released and replaced by a floating
charge over the money in the account. The obvious intention of these provisions was that on the occurrence of a crystallisation
event, e g liquidation, the uncollected book debts at that time would be subject to the fixed charge notwithstanding that if the
debts had been paid prior to the crystallisation event the collected money would have been subject to only a floating charge. The
preferential creditors would then enjoy no priority over the debenture holder so far as the uncollected debts were concerned.

109.  Nourse LJ could see no reason in law to prevent the parties from providing for a fixed charge on book debts while
uncollected but a floating charge on the money collected. He referred at p 492 to the question and answer posed by Lord
Macnaghten in Tailby v Official Receiver 13 App Cas 523 , 545:

"Between men of full age and competent understanding ought there to be any limit to the freedom of contract but that
imposed by positive law or dictated by considerations of morality or public policy? The limit proposed is purely arbitrary,
and I think meaningless and unreasonable."

These reservations, he thought, supported the view that it was open to contracting parties, if they wished to do so, to provide
for a fixed charge on uncollected book debts but a floating charge on the money received in payment of those debts.

110.  Lord Millett expressed the Board's disagreement with Nourse LJ's reasoning and conclusion. Essentially Lord Millett
challenged the notion that the security rights granted over a book debt could be any greater than the rights, if any, granted over
the money received in payment of the debts: see [2001] 2 AC 710, para 46. If a book debt were to be charged as security but with
an accompanying provision that any money received from the *722  debtor in payment of the debt would belong to the chargor,
the so-called "charge", whether expressed to be a fixed charge or a floating charge, would not be a security at all. It would not
constitute a possible source for the repayment of the allegedly secured debt. As Lord Millett said, it would be worthless. If the
accompanying provision were, instead, to say that any money received from the debtor would be subject to a floating charge,
that provision would, in my opinion, necessarily describe and limit the nature of the charge over the receivable debt. And if
the charge were to be expressed to be a fixed charge as respects the receivable debt but a floating charge as respects the money
received from the debtor there would be an internal contradiction in the formulation of the charge. Since the essential value of
a book debt as a security lies in the money that can be obtained from the debtor in payment it seems to me that Lord Millett
was right in concluding that such a security should be categorised as a floating security and that the New Bullas case [1994]
1 BCLC 485 was wrongly decided.

111.  In my opinion, the essential characteristic of a floating charge, the characteristic that distinguishes it from a fixed charge,
is that the asset subject to the charge is not finally appropriated as a security for the payment of the debt until the occurrence
of some future event. In the meantime the chargor is left free to use the charged asset and to remove it from the security. On
this point I am in respectful agreement with Lord Millett. Moreover, recognition that this is the essential characteristic of a
floating charge reflects the mischief that the statutory intervention to which I have referred was intended to meet and should
ensure that preferential creditors continue to enjoy the priority that section 175 of the 1986 Act and its statutory predecessors
intended them to have.

Did the bank's debenture create a fixed charge or only a floating charge?

112.  If, as I think, the hallmark of a floating charge and a characteristic inconsistent with a fixed charge is that the chargor
is left free to use the assets subject to the charge and by doing so to withdraw them from the security, how should the charge
over book debts granted by the bank's debenture be categorised? The following features of the debenture and the arrangements
regarding the bank account into which the collected debts had to be paid need to be taken into account: (1) the extent of the
restrictions imposed by the debenture (para 81 above); (2) the rights retained by Spectrum to deal with its debtors and collect
the money owed by them (para 81 above); (3) Spectrum's right to draw on its account with the bank into which the collected
debts had to be paid, provided it kept within the overdraft limit (para 82 above); (4) the description "fixed charge" attributed
to the charge by the parties themselves.

113.  Restrictions on Spectrum's right to deal with its uncollected book debts go very little way, in my opinion, in supporting
the characterisation of the charge as a fixed charge for the reasons I have given in criticising the New Bullas decision. It is
restrictions on the use that Spectrum could make of the payments made by its debtors that are important. I have already cited
the passage at p 158 from Slade J's judgment in the Siebe Gorman case [1979] 2 Lloyd's Rep 142 , 158 (para 105 above) and
need not repeat it. It makes the same point.
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114.  Moreover, the restrictions on Spectrum's right to deal with its uncollected book debts did not enable the bank to realise
its security over *723  those uncollected book debts. The bank could not have sold the book debts without first taking some
step or steps that would have given it the power to do so. In effect a crystallisation event would, I think, have had to take
place. The value of the uncollected book debts as a security lay always in the money that could be obtained from the debtors
in payment of those debts.

115.  The bank's debenture required all payments of book debts received by Spectrum to be paid into its account with the bank.
The money once received by the bank would become the bank's money and in return Spectrum's account would be credited
with the amount that had been received. Whether the account was for the time being in credit or in debit the result of each
payment would be the accrual to Spectrum of the right to withdraw from the account a corresponding amount for its normal
business purposes.

116.  An attempt has been made to justify the categorisation of the charge as a fixed charge by looking no further than the receipt
by the bank, through the operation of the clearing system, of the proceeds of the cheques from Spectrum's debtors that were
paid in by Spectrum. The consequent crediting of Spectrum's account with amounts equal to the proceeds of the cheques and
Spectrum's ability to draw on that account for its business purposes is not inconsistent, it is suggested, with the categorisation of
the charge over the book debts as a fixed charge. This is the point being made by Lord Phillips MR in para 94 of his judgment
(cited in para 93 above). It was a point pressed before your Lordships by Mr Moss, counsel for the bank. Your Lordships
should not, in my opinion, accept this argument. It seeks to perpetuate what I regard as the New Bullas heresy, namely, that the
categorisation of a charge over book debts can ignore the rights of the chargor over the money received in payment of those
debts. The expression "floating charge" has never been a term of art but is an expression invented by equity lawyers and judges
to describe the nature of a particular type of security arrangement between lenders and borrowers. The categorisation depends
upon the commercial nature and substance of the arrangement, not upon a formalistic analysis of how the bank clearing system
works. If part of the arrangement is that the chargor is free to collect the book debts but must pay the collected money into
a specified bank account, the categorisation must depend, in my opinion, on what, if any, restrictions there are on the use the
chargor can make of the credit to the account that reflects each payment in.

117.  The bank's debenture placed no restrictions on the use that Spectrum could make of the balance on the account available
to be drawn by Spectrum. Slade J in the Siebe Gorman case [1979] 2 Lloyd's Rep 142 , 158 thought it might make a difference
whether the account were in credit or in debit. I must respectfully disagree. The critical question, in my opinion, is whether the
chargor can draw on the account. If the chargor's bank account were in debit and the chargor had no right to draw on it, the
account would have become, and would remain until the drawing rights were restored, a blocked account. The situation would
be as it was in In re Keenan Bros Ltd [1986] BCLC 242 . But so long as the chargor can draw on the account, and whether the
account is in credit or debit, the money paid in is not being appropriated to the repayment of the debt owing to the debenture
holder but is being made available for drawings on the account by the chargor.
  *724

118.  Slade J said that the debenture in the Siebe Gorman case [1979] 2 Lloyd's Rep 142 , 159,

"[created] in equity a specific charge on the proceeds of [the book debts] as soon as they are received and consequently
prevents the mortgagor from disposing of an unencumbered title to the subject matter of such charge without the
mortgagee's consent, even before the mortgagee has taken steps to enforce its security."

But it is very difficult to see what feature of the arrangement between chargor and bank chargee in the Siebe Gorman case
justified this conclusion. The debenture was on all fours with the debenture in the present case. There is nothing in the report of
the case to suggest that the bank account into which the chargor had to pay the collected book debts was other than, as here, a
normal bank current account on which the chargor could draw for its normal business purposes. In considering the cited passage
it seems to me worth noting that the issues that Slade J had to decide in the Siebe Gorman case did not include the question
whether the charge over book debts was a fixed charge or a floating charge. The main issue in the case was one of priority as
between the bank chargee on the one hand and a subsequent assignee of the charged book debts on the other. This issue turned
on notice. Did the subsequent assignee have notice of the bank's charge and the provision barring subsequent assignments? If
the subsequent assignee did have notice, the bank would have priority. If not, the subsequent assignee would have priority. The
categorisation of the charge did not matter.
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119.  Slade J in the Siebe Gorman case, Nourse LJ in the New Bullas case [1994] 1 BCLC 485 , and Mr Moss in his submission
on behalf of the bank in the present case, attributed considerable significance to the labels that the parties to the debenture had
chosen to attribute to the charge over book debts. Mr Moss indeed argued that a debenture expressed to grant a fixed charge
thereby limited by necessary implication the ability of the chargor to deal with the charged assets. He argued that Spectrum had
no right without the consent of the bank to draw on the account into which the cheques received by Spectrum in payment of its
book debts had to be paid. This limitation was, he said, an inevitable result of the grant by the debenture of the fixed charge. This
argument, my Lords, puts the cart before the horse. The nature of the charge depends on the rights of the chargor and chargee
respectively over the assets subject to the charge. The moneys in the bank account were assets subject to the charge. If the
account had been treated as a blocked account, so long as it remained overdrawn, it would be easy to infer from a combination
of that treatment and the description of the charge as a fixed charge that Spectrum had no right to draw on the account until
the debit on the account had been discharged. But the account was never so treated. The overdraft facility was there to be
drawn on by Spectrum at will. In the operation of the account there was never a suggestion that Spectrum needed to obtain the
bank's consent before writing a cheque. The bank could, by notice, have terminated the overdraft facility, required immediate
repayment of the indebtedness and turned the account into a blocked account. Pending such a notice, however, Spectrum was
free to draw on the account. Its right to do so was inconsistent with the charge being a fixed charge and the label placed on the
charge by the debenture cannot, in my opinion, be prayed in aid to detract from that right.
  *725

120.  The correct conclusion, in my opinion, is that the debenture, although expressed to grant the bank a fixed charge over
Spectrum's book debts, in law granted only a floating charge. I think Sir Andrew Morritt V-C, save for the precedent point,
was correct in his reasoning and his conclusion.

Prospective overruling

121.  Mr Moss has submitted on behalf of the bank that if your Lordships should conclude that the Siebe Gorman debenture
ought to have been held to have created a floating charge over the book debts your Lordships should so rule with prospective
effect only. I take this submission to mean that the overruling of the Siebe Gorman case would not affect any debenture granted
before the date on which your Lordship's opinions were made public. This submission raises two questions. The first is whether
your Lordships, having come to a conclusion on some issue of disputed law and ruled accordingly, have any power to postpone
the coming into effect of that ruling. The second question, if your Lordships do have that power, is whether this is a case in
which it should be exercised.

122.  My Lords, I find the second question a very easy one. I can see no good reason for postponing the effect of the overruling of
Siebe Gorman . If Siebe Gorman had been a decision of this House and therefore, subject to subsequent legislative intervention
or to an overruling of the decision pursuant to the 1966 Practice Statement (Judicial Precedent) [1966] 1 WLR 1234 , a decision
that settled the law with finality, I think your Lordships would have need to hesitate long before overruling. But the rulings of
lower courts on points of law do not settle the law with finality. They never have done. It was natural that banks and other lenders
taking security from corporate borrowers should have modelled their security on the debenture form that had achieved success
in the Siebe Gorman case. But they would not, or at least should not, have done so on the footing that Slade J's judgment had
finally settled the law. Mr Moss has submitted that the bank's lending decisions, whether to lend, how much to lend, how much
interest to charge, and so on, were taken in the belief that the Siebe Gorman decision on fixed charges over book debts would
stand, and that otherwise different decisions might have been taken. My Lords, I am highly sceptical. Banks are in business to
receive and hold money for their customers and to lend on that money to others who want to borrow. This is a highly competitive
business. The proposition, that the terms on which the bank would have allowed Spectrum a £250,000 overdraft facility would
have been significantly different if it had known that its charge over Spectrum's present and future books would be no more
than a floating charge, is one that, for me, carries no ring of conviction whatever.

123.  The question whether the House has power to postpone the coming into effect of a ruling on a point of law does not,
therefore, strictly arise. But your Lordships have had the advantage of detailed submissions on the point, not only from counsel
for the bank and for the Crown creditors but also from Mr Ian Glick, who was appointed by the Attorney General, at their
Lordships' request, to act as amicus curiae to assist your Lordships on this point. In these circumstances I think I should express
my view on the point.

124.  The question whether judges in giving judgments make law or simply declare existing law is one that has been debated by
generations of law students in universities and law schools across the globe. It will continue *726  to be so. There is no single
and absolute answer. There is no doubt that it is one of the functions of judges in a common law country to try and develop
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the common law so that it serves the needs of the time. To that extent at least it is not controversial to say that judges make
new law and it may be that in this area it would be open to the House to give a prospective ruling as to what the law would
require of individuals in particular situations. Your Lordships' opinions in Royal Bank of Scotland v Etridge plc (No 2) [2002]
2 AC 773 may be regarded as an example.

125.  But where the issue is as to the meaning of and effect that should be given to a statutory provision on which the rights of
the litigating individuals turn, different considerations come into play. It may be a function of judges incrementally to develop
the common law, but it is a duty of judges faithfully to interpret and apply the statutory law. This duty applies as much to
the "always speaking" statute as to other statutes. The notion that a judge could decide what a statute meant and required and
then announce that the effect of the ruling would be postponed for some period or other seems to me inconsistent with that
duty. It is for Parliament, not judges, to decide when statutes are to come into effect. It is for judges to interpret and apply the
statutes. Where interpretation and application of a statute is the issue, a prospective ruling would absent legislative authority (e
g the provisions in the 1998 devolution legislation: see para 17 of the opinion of my noble and learned friend, Lord Nicholls of
Birkenhead), appear to constitute an improper usurpation by the judiciary of the role of the legislature.

126.  Lord Nicholls has reviewed in depth the jurisprudential pros and cons of a prospective overruling and has concluded that,
even where interpretation and application of a statute is the issue, the door should be kept open for the possibility of such a
ruling in an exceptional case (see para 39 of his opinion). I would respectfully agree with his comment about the wisdom of a
"never say never" approach but find myself unable to visualise circumstances in which it would be proper for a court, having
reached a conclusion as to the correct meaning of a statute, to decline to apply to the case in hand the statute thus construed.
Section 1 of the Bill of Rights 1689 (1 Will & Mary, sess 2, c 2) declared that "the pretended power of suspending of laws, or the
execution of laws, by regal authority, without consent of Parliament, is illegal". It is probably right that the exercise of judicial
authority is not caught by the reference to "regal authority" in the Bill of Rights but your Lordships in this House exercise an
appellate jurisdiction deriving from the Queen in Council and if the promoters of the Bill of Rights in 1689 had been asked
whether there was a power in the House of Lords to suspend laws without the consent of Parliament I do not think it is difficult
to guess what their answer would have been.

127.  The present case requires a decision as to whether the bank's charge over Spectrum's book debts was a fixed charge or a
floating charge. The decision is necessary because statute has given statutory priority to preferential creditors over debenture
holders so far as payment of debts out of assets subject to a floating charge is concerned. If your Lordships decide the charge
was a floating charge, it is not, in my opinion, open to your Lordships to deprive the preferential creditors of the rights given
to them by statute. To do so would be to suspend a law that Parliament has enacted and would, in my opinion, be contrary to
the spirit and, perhaps, the letter of the Bill of Rights. *727

Conclusion

128.  For all these reasons, and for the reasons given by my noble and learned friend, Lord Walker of Gestingthorpe, with which
I agree, I would allow this appeal and restore paras 1 and 2 of the order of Sir Andrew Morritt V-C. The bank must pay the
costs here and below.

LORD WALKER OF GESTINGTHORPE

129.  My Lords, I agree that this appeal should be allowed, and that the normal effect of allowing the appeal should not be
limited in any way. I gratefully adopt the summary of the facts in the opinion of my noble and learned friend, Lord Scott of
Foscote. I agree with his opinion on the substantive issue, and also with that of my noble and learned friend, Lord Hope of
Craighead. But because of the general interest and importance of this appeal I wish to state my opinion in my own words.

The history of the floating charge

130.  The origins and early history of the floating charge have been clearly explained in a lengthy passage in the opinion of the
Privy Council, delivered by Lord Millett, in Agnew v Comr of Inland Revenue [2001] 2 AC 710 , 717-721, paras 5-15. This
passage shows how the development of the floating charge was enthusiastically encouraged by some of the great Chancery
judges of the late 19th century, who were robust defenders of freedom of contract. But after the floating charge had, with great
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rapidity, grown to maturity, there was something of a reappraisal. The floating charge had become a cuckoo in the nest of
corporate insolvency.

131.  Two quotations from speeches of Lord Macnaghten, eight years apart, serve to illustrate this. In Tailby v Official Receiver
13 App Cas 523 , 545, he said:

"It was admitted by the learned counsel for the respondent, that a trader may assign his future book debts in a specified
business. Why should the line be drawn there? Between men of full age and competent understanding ought there to be any
limit to the freedom of contract but that imposed by positive law or dictated by considerations of morality or public policy?"

But in Salomon v A Salomon & Co Ltd [1897] AC 22 , 53, he said:

"For such a catastrophe as has occurred in this case some would blame the law that allows the creation of a floating charge.
But a floating charge is too convenient a form of security to be lightly abolished. I have long thought, and I believe some
of your Lordships also think, that the ordinary trade creditors of a trading company ought to have a preferential claim on
the assets in liquidation in respect of debts incurred within a certain limited time before the winding-up. But that is not
the law at present. Everybody knows that when there is a winding-up debenture-holders generally step in and sweep off
everything; and a great scandal it is."

132.  Salomon v A Salomon & Co Ltd was decided by this House on 16 November 1896. With remarkable promptness Parliament
responded by enacting sections 2 and 3 of the Preferential Payments in Bankruptcy , applicable in winding-up and receivership
respectively. These provisions did not give preference to the trade creditors whom Lord Macnaghten had in mind, but the
mischief aimed at was the "scandal" to which Lord Macnaghten had referred. The widespread use of floating charges over trading
stock, book debts and other circulating capital produced a situation in which a company's business might appear to be thriving
and prosperous, with goods on its shelves and customers at its doors, until a sudden and unexpected crystallisation of a floating
charge revealed that nothing at all was left for the company's unsecured creditors, even if they were preferential creditors.

133.  The perceived mischief was therefore akin to that underlying the doctrine of reputed ownership in bankruptcy, that creditors
should not be misled by appearances. The requirement for registration of floating charges, first introduced in 1900, had the
same aim, and was comparable to the requirement for registration of bills of sale. In the United States of America the courts
took the same line of thought a good deal further, and rejected floating charges as fraudulent in character: Benedict v Ratner
(1925) 268 US 353.

134.  Sections 2 and 3 of the 1897 Act provided for the claims of preferential creditors to rank ahead of those secured by a floating
charge. In doing so it referred to a "floating charge" without providing any statutory definition of that expression. Parliament
evidently regarded the concept of a floating charge as sufficiently certain in meaning as not to require definition. Parliament
took the same course when registration of floating charges was introduced in 1900, and in all later relevant statutes. The lack
of a statutory definition, and the difficulties of providing a clear and comprehensive definition, were discussed by the Court of
Appeal in In re Yorkshire Woolcombers Association Ltd [1903] 2 Ch 284 (especially a much-cited passage in the judgment of
Romer LJ at p 295) and by this House on appeal in the same case under the name of Illingworth v Houldsworth [1904] AC 55 .

Upgrading the security to a fixed charge

135.  These difficulties have not diminished over the years. Sections 2 and 3 of the 1897 Act (now re-enacted, with a refinement
as to timing, as sections 175(2) (b) and 40(2) respectively of the Insolvency Act 1986 ) make a floating charge more precarious as
a security. Banks and other large commercial lenders have therefore tried, for understandable reasons, to upgrade their security
by imposing fixed (and not merely floating) charges on parts of a trading customer's circulating capital, especially book debts.
This chapter of commercial history has been described by Professor Sir Roy Goode QC in Legal Problems of Credit and Security,
3rd ed (2003), pp 121-123. In practice, most standard forms of debenture make the charge extend not just to book debts but
to all present and future "book debts and other debts", the extent of which expression was considered by Hoffmann J in In re
Brightlife Ltd [1987] Ch 200 , 204-205; but nothing turns on that in this appeal. In considering the practical effect of charges
on debts it should be borne in mind that money paid into a trading company's bank account will not necessarily represent the
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proceeds of debts of any description, especially if the trader is a retailer making a large number of cash sales, either over the
counter or on a "cash with order" basis.
  *729

136.  Banks and their advisers have had some success in their efforts to upgrade their security. It is quite clear that a fixed charge
on book debts, present and future, is conceptually possible. That was the most important point decided (or at any rate confirmed)
by Slade J in Siebe Gorman & Co Ltd v Barclays Bank Ltd [1979] 2 Lloyd's Rep 142 , and the Crown, the appellant in this
appeal, does not seek to cast any doubt on that general proposition. The Crown challenges the decision on a much narrower
point, that is the correct construction of the particular form of debenture which was before the court. But that narrow point is
itself of considerable general importance because the Siebe Gorman form has become a precedent and has been widely used,
either in precisely the same words or in very similar words, by numerous banks.

137.  In the Siebe Gorman case, Slade J decided that the form of debenture before him did on its true construction restrict the
borrower, R H McDonald Ltd ("McDonald") in making use of the proceeds of collected debts in the ordinary course of its
business. Slade J clearly accepted that, in the absence of such a restriction, the charge on debts could not as a matter of law have
been more than a floating charge, even though the parties described it as a fixed (or specific) charge. He said, at p 158:

"if I had accepted the premise that [McDonald] would have had the unrestricted right to deal with the proceeds of any of
the relevant book debts paid into its account, so long as that account remained in credit, I would have been inclined to
accept the conclusion that the charge on such book debts could be no more than a floating charge."

The Crown has little quarrel with that, except perhaps for the adjective "unrestricted".

The essential difference

138.  This passage brings us close to the issue of legal principle, that is the essential difference between a fixed charge and a
floating charge. Under a fixed charge the assets charged as security are permanently appropriated to the payment of the sum
charged, in such a way as to give the chargee a proprietary interest in the assets. So long as the charge remains unredeemed, the
assets can be released from the charge only with the active concurrence of the chargee. The chargee may have good commercial
reasons for agreeing to a partial release. If for instance a bank has a fixed charge over a large area of land which is being
developed in phases as a housing estate (another example of a fixed charge on what might be regarded as trading stock) it might
be short-sighted of the bank not to agree to take only a fraction of the proceeds of sale of houses in the first phase, so enabling
the remainder of the development to be funded. But under a fixed charge that will be a matter for the chargee to decide for itself.

139.  Under a floating charge, by contrast, the chargee does not have the same power to control the security for its own benefit.
The chargee has a proprietary interest, but its interest is in a fund of circulating capital, and unless and until the chargee intervenes
(on crystallisation of the charge) it is for the trader, and not the bank, to decide how to run its business. There is a detailed and
helpful analysis of the matter, with full citation of authority, in Worthington's Proprietary Interests in Commercial Transactions
(1996) pp 74-77; see also her incisive comment on this case ("An Unsatisfactory *730  Area of the Law-Fixed and Floating
Charges Yet Again") in (2004) 1 International Corporate Rescue 175. So long as the company trades in the ordinary way (a
requirement emphasised by Romer LJ in the Yorkshire Woolcombers case [1903] 2 Ch 284 , 295, and by the Earl of Halsbury
on appeal in the same case [1904] AC 355, 357-358) the constituents of the charged fund are in a state of flux (or circulation).
Trading stock is sold and becomes represented by book debts; these are collected and paid into the bank; the trader's overdraft
facility enables it to draw cheques in favour of its suppliers to pay for new stock; and so the trading cycle continues.

140.  I have drawn attention to Slade J's reference to an "unrestricted" right to deal with the proceeds of collected debts. It is
clear that not every restriction on a trader's freedom of action is a badge of a fixed charge: see In re Brightlife Ltd [1987] Ch
200 , 209. A prohibition on factoring or otherwise dealing with uncollected debts does not prevent the trader from collecting
the debts itself. But if the terms of the debenture were such as to require the trader to pay all its collected debts into the bank
and to prohibit the trader from drawing on the account (so that the account is blocked), a charge on debts, described as a fixed
or specific charge, would indeed take effect as such (see In re Keenan Bros Ltd [1986] BCLC 242 , a decision of the Supreme
Court of Ireland, followed by Morritt J in William Gaskell Group Ltd v Highley [1994] 1 BCLC 197 ). In those circumstances
the chargee would be in control, prior to crystallisation, and the trader would be unable to trade in the ordinary way without the
chargee's positive concurrence. In Agnew's case [2001] 2 AC 710 , 730, para 48 Lord Millett pointed out that it was not enough
to provide in the debenture for an account to be blocked, if it was not in fact operated as a blocked account.
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141.  Both sides agree that the label of "fixed" or "specific" (which I take to be synonymous in this context) cannot be decisive
if the rights created by the debenture, properly construed, are inconsistent with that label. There is a fairly close parallel (first
drawn, I think, by Hoffmann J in In re Brightlife Ltd [1987] Ch 200 , 209 and often repeated) with the important distinction, in
land law, between a lease and a licence: see the decision of this House in Street v Mountford [1985] AC 809 . The distinction
is clear in principle although landlords (in framing letting agreements) and banks (in framing debentures) may produce legal
documents in a form which makes the principle difficult to apply. Whether or not it is appropriate to describe this by some
disparaging term such as camouflage, it is the court's duty to characterise the document according to the true legal effect of
its terms, as has been very clearly explained by Lord Millett in Agnew's case [2001] 2 AC 710 , 725-726, para 32. In each
case there is a public interest which overrides unrestrained freedom of contract. On the lease/licence issue, the public interest
is the protection of vulnerable people seeking living accommodation. On the fixed/floating issue, it is ensuring that preferential
creditors obtain the measure of protection which Parliament intended them to have. This public interest is unaffected by the
changes in the classes of preferential creditors made by section 251 of the Enterprise Act 2002 .

142.  In my opinion Slade J did not, in the Siebe Gorman case [1979] 2 Lloyd's Rep 142 , make any significant error in stating
the general principles which apply. But he did not correctly construe the debenture which was before him in that case, and his
decision on its construction has had surprisingly far-reaching consequences.  *731

Siebe Gorman & Co Ltd v Barclays Bank Ltd

143.  In his submissions on the Siebe Gorman case [1979] 2 Lloyd's Rep 142 , Mr Moss mentioned that the judgment of Slade
J was given after an eight-day trial. So it was, but that fact cannot by itself add weight to its authority. Only two pages of a
25-page judgment are directly concerned with whether the charge on McDonald's debts, although expressed in the debenture
as a fixed charge, amounted in law to a floating charge. Slade J also had to resolve many disputed issues of fact, which were
complicated by the death, before trial, of a key witness. He had to consider issues of estoppel and rectification (though he did
not ultimately have to decide those issues.) He did have to decide a difficult issue as to priority of charges (and his judgment
on that issue may be the main reason why the judgment was reported). Of the 17 authorities cited, only three appear to have
been cited on the issue of characterisation of the charge.

144.  The key passage in the judgment of Slade J, at pp 158-159, is set out in full in the judgment of Lord Phillips MR in this
case [2004] Ch 337, 376, para 72. I have already quoted part of it, with which the Crown has little or no quarrel. The crucial
passage which the Crown does criticise is as follows, at p 159:

"I see no reason why the court should not give effect to the intention of the parties, as stated in clause 3(d), that the charge
should be a first fixed charge on book debts. I do not accept the argument that the provisions of clause 5(c) negative the
existence of a specific charge. All that they do, in my judgment, is to reinforce the specific charge given by clause 3. The
mere fact that there may exist certain forms of dealing with book debts which are not specifically prohibited by clause 5(c)
does not in my judgment turn the specific charge into a floating charge. This conclusion that the charge is a specific charge
involves the further conclusion that, during the continuance of the security, the bank would have the right, if it chose, to
assert its lien under the charge on the proceeds of the book debts, even at a time when the particular account into which
they were paid was temporarily in credit."

145.  Mr Briggs, for the Crown, submitted that Slade J was wrong about the significance of clause 5(c) of the debenture, which
provided that during the continuance of the security McDonald

"shall pay into the company's account with the bank all moneys which it may receive in respect of the book debts and
other debts hereby charged and shall not without the prior consent of the bank in writing, purport to charge or assign the
same in favour of any other person and shall if called upon to do so by the bank execute a legal assignment of such book
debts and other debts to the bank."

The judge saw this as reinforcing the specific charge given by clause 3 (that is, the "label"). Its real significance, in my opinion,
was that it did not in any way restrict McDonald from taking the most natural course for a trader in the ordinary way of business,
that is collecting the debts and paying them into its current account with the chargee bank. I agree with the criticism by Alan
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Berg, "Charges over Book Debts: A Reply" [1995] JBL 433, 445 that the judge's construction was based too much on linguistic
considerations, in isolation from the matrix of facts in which the security was created.
  *732

146.  When the debenture was granted, McDonald had a single current account which was overdrawn at the outset, with an
overdraft limit (see [1979] 2 Lloyd's Rep 142, 146-147 summarised in paras 62 and 63 of the judgment of Lord Phillips MR).
It is the proper characterisation of a charge at the time of its creation that is important, and the various manoeuvres which took
place in the last few weeks before McDonald's final collapse (summarised in paras 65-69 of Lord Phillips MR's judgment)
cannot be relevant to the issue of characterisation. For at least a year after the grant of the debenture, McDonald was free to
use its overdraft facility to recycle its book debts in the ordinary course of its business. Slade J seems, with great respect, to
have overlooked that that was the crucial point. The bank could decide to intervene and alter the banker-customer relationship.
Indeed it did so by blocking McDonald's account about seven weeks before it learned of the winding-up petition. But under the
charges as created there was no such restriction, either in clause 5 (c) or elsewhere. The last sentence of the criticised passage
which I have set out above (beginning "This conclusion that the charge is a specific charge involves the further conclusion that")
was not, as its language makes perfectly clear, reinforcing the first conclusion with a second line of reasoning. It was drawing
a further (incorrect) conclusion from the first (incorrect) conclusion.

Later authority

147.  Like Sir Andrew Morritt V-C [2004] Ch 337, 355, para 39, I feel the greatest hesitation and reluctance in disagreeing with
a decision of Slade J. Indeed, the very high respect in which his judgments have always been held must have contributed to the
enduring influence which Siebe Gorman has had. In their printed case Mr Moss and Mr Goldring assert that Siebe Gorman has
been approved or accepted in many subsequent cases, and in England has not (until Sir Andrew Morritt V-C's decision) been
held to be wrongly decided, or regarded as limited to its own facts.

148.  That is very largely correct, although I do detect some inclination on the part of experienced Chancery judges to treat
the decision as turning on a particular (and not fully explained) point of construction. That is my reading of Hoffmann J's
observations in In re Brightlife Ltd [1987] Ch 200 , 210 and of Lord Millett's observations in Agnew's case [2001] 2 AC 710 ,
727, para 38. In In re Portbase Clothing Ltd [1993] Ch 388 , 396, Chadwick J made clear that he did not have to consider, and
was not considering, whether Siebe Gorman was rightly decided. In the only English case in which Siebe Gorman was directly
challenged, In re A Company (No 005009), Ex p Copp [1989] BCLC 13 , the grounds of challenge were curiously oblique, no
doubt in recognition of the fact that a first-instance Chancery judge would be very inclined to follow Slade J (as Knox J did)
unless some point of distinction could be established.

149.  In New Zealand the Siebe Gorman case has not been followed at first instance (the Court of Appeal of New Zealand
found it unnecessary to decide this point): Hoverd Industries Ltd v Supercool Refrigeration and Air Conditioning (1991) Ltd
[1994] 3 NZLR 300; [1995] 3 NZLR 577 . In relation to a debenture in the Siebe Gorman form Tompkins J stated [1994] 3
NZLR 300, 321: *733

"It is my conclusion that a requirement to pay the proceeds of the book debts into the company's account without any
restriction on how the company may use those proceeds does not give effective possession of those proceeds to the bank.
It does not, without more, fasten the charge onto those proceeds. Supercool was free to deal with those proceeds except in
the two respects stated, unless and until the BNZ intervened in a manner that would effectively inhibit that freedom."

I consider that that would be a correct statement of the position under English law.

150.  A debenture in the Siebe Gorman form has also been considered by the Supreme Court of Ireland in In re Holidair Ltd
[1994] 1 ILRM 481 . Siebe Gorman was not cited. But the reasoning of Blayney J (with whom three other members of the
court agreed) is compelling, at p 493:

"I am satisfied, accordingly, that the correct construction of the clause is that the trustee had a discretion to determine
into what company account with what bank the proceeds of book debts should be paid from time to time. But there is no
restriction in the clause on the companies drawing the monies out of these accounts. Accordingly, there is nothing in it to
prevent the companies from using the proceeds of the book debts in the normal way for the purpose of carrying on their
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business. By reason of this the charge has also the third characteristic referred to by Romer LJ in his judgment in the case
of In re Yorkshire Woolcombers' Association Ltd and is accordingly a floating charge and not a fixed charge."

151.  In In re New Bullas Trading Ltd [1994] 1 BCLC 485 , the Court of Appeal, differing from Knox J [1993] BCLC 1389 upheld
as a fixed charge a charge expressed as a fixed charge on book debts until they were collected, coupled with the requirement
for them to be paid into a specified bank account (the chargee was not itself a bank) and a floating charge on the proceeds in
the bank account. This decision was not followed by the Court of Appeal of New Zealand in Comr of Inland Revenue v Agnew
[2000] 1 NZLR 223 (the headnote is mistaken in referring to the decision of the Court of Appeal in New Bullas as having been
adopted; it was either distinguished or left in the air). Agnew's case then came on appeal to the Privy Council [2001] 2 AC
710, which upheld the Court of Appeal of New Zealand and in doing so strongly disapproved of New Bullas . Mr Moss has not
sought to defend New Bullas and it may not be strictly necessary for your Lordships to express any view about it. But for my
part I am sure that the Privy Council was correct in Agnew, and this House has already gone some way to approving Agnew in
Smith (Administrator of Cosslett (Contractors) Ltd) v Bridgend County Borough Council [2002] 1 AC 336 , 352. The essential
fallacy in the New Bullas case has been explained by Professor Worthington in a note, "Fixed Charges Over Book Debts and
Other Receivables" (1997) 113 LQR 562:

"the categorisation of a charge over receivables requires examination of the permitted dealings with collected proceeds
only in order to clarify whether the chargor is free to deal with the charged asset itself (the receivable) in the ordinary
course of business without the consent of the chargee. This, and nothing else, is the hallmark of a floating charge."

*734

The judgments below

152.  Having covered most of the ground already I can set out quite shortly my views on the judgments of Sir Andrew Morritt V-
C and the Court of Appeal [2004] Ch 337. Sir Andrew Morritt V-C held that Siebe Gorman was indistinguishable but wrongly
decided. The Court of Appeal (Lord Phillips of Worth Matravers MR, Jonathan Parker and Jacobs LJJ) reversed Sir Andrew
Morritt V-C in a single judgment of Lord Phillips MR with which the other members of the court agreed.

153.  In my respectful opinion Sir Andrew Morritt V-C was correct on every point in his judgment except one, which does not
present any obstacle to your Lordships (that is as to the relative authority as precedents of the New Bullas and Agnew cases). On
every point of substance I agree with Sir Andrew Morritt V-C's analysis and conclusions. In particular, I agree with his reasons
for holding that the Siebe Gorman case was not distinguishable, at p 347, paras 15 and 16:

"Counsel for the bank points out that the observations of Slade J were directed to an account which was in credit. By
contrast in this case the account was when opened and at all times thereafter in debit. He submits that the payment of the
proceeds of a book debt into an overdrawn bank account prevents its further identification or tracing through such debit
balance so that it cannot be contended that the company thereby enjoyed an unrestricted use of that book debt or of those
proceeds. It is convenient to deal with this point at this stage. I do not think that any distinction is to be drawn for this
purpose between the operation of an account which is in credit and the operation of one which is in debit but within the
overdraft facilities agreed with the bank. The question is not whether the subsequent drawings by the company can be
traced to or identified as the proceeds of a previous book debt but whether the charge when created contemplated that the
company should continue to trade and should until the occurrence of some specified future event be free to use in such
trade the class of asset described as book debts."

Sir Andrew Morritt V-C then referred to the classic statements in the Yorkshire Woolcombers case [1903] 2 Ch 284, 289 and
Illingworth v Houldsworth [1904] AC 355 , 357-358.

154.  I also agree with Sir Andrew Morritt V-C's reasons for declining to follow the Siebe Gorman case. He referred to the
critical passage in Slade J's judgment (which I have already set out) and observed [2004] Ch 337, 355, para 39:
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"But, as indicated in Agnew's case, the real question was whether the rights and obligations conferred and imposed by
clause 5(c) disclosed an intention that the company should be free to deal with the book debts and withdraw them from the
security without the consent of the bank. Such an approach to the provisions of clause 5(c) of the debenture in the Siebe
Gorman case must have led to the conclusion that the collection and free use of the proceeds of book debts through the
ordinary operation of the bank account was not only permitted but envisaged. The inevitable consequence would be to
reject the description of the transaction as a first fixed charge."

  *735

155.  It follows that the Court of Appeal, although right on the doctrine of precedent, was in my view wrong to reverse Sir
Andrew Morritt V-C on the issue of substance. I respectfully think that Lord Phillips MR was wrong in the broad ground of
decision which he put forward at p 383, para 94 of his judgment. It has the attraction of simplicity and certainty but it approaches
an essentially practical question (can the trader continue to use his circulating capital, including any credit available under an
agreed overdraft, in the ordinary course of his business?) as if it were a technical question of tracing in equity. Sir Andrew
Morritt V-C was right to reject that approach, as he did in the first passage which I have quoted from his judgment. I also think
that Lord Phillips MR was wrong on the narrower issue of construction which he considered a little earlier in his judgment, at
p 382, para 93. I need not repeat my reasons for that conclusion.

Postcript: draftsmen's precedents and collateral transactions

156.   Judges considering this area of the law have often commented on the convenience (in point of legal certainty) of using
standard-form clauses, the meaning of which has already been determined by the court. For instance Knox J observed in Ex
p Copp [1989] BCLC 13 , 25:

"this is a type of transaction in respect of which judicial precedent is a particularly valuable guide to the commercial
adviser. It is one of the main justifications for the doctrine of precedent that the adviser can, if he can rely on precedent,
give reliable advice to his clients and it is trite law that that is a particularly cogent consideration in regard to property
transactions of one sort or another."

Requirements for particulars of floating charges to be registered publicly, and for a company's register of debentures to be open
for inspection, suggest that Parliament intended that the existence and scope of any floating charge should be ascertainable by
the general public, at least in theory (doubts as to how the system works in practice were expressed by Lord Hoffmann in the
Cosslett case [2002] 1 AC 336 , 347-348, para 19).

157.  These considerations might be thought to lead to the conclusion that everything relevant to the characterisation of a
charge should be apparent on the face of the formal debenture, without further inquiry. That was, as I understand it, one of the
reasons why Knox J, in Ex p Copp, declined to look at evidence about an agreed overdraft limit, regarding it as a "collateral
arrangement". Knox J may have been right in his view that it was unnecessary to receive evidence about an overdraft limit
(which may change from time to time) but he took the wrong approach as to the effect of the debenture itself, as Sir Andrew
Morritt V-C rightly concluded [2004] Ch 337, 355, para 40. The form of debenture showed that the recycling of book debts was
"not only permitted but envisaged" and it contained no relevant restriction on that being done in the ordinary course of business.

158.  In practice banks use printed standard forms of debenture in simple cases, and City solicitors no doubt have more
sophisticated forms, suitable for very large transactions, in their word-processing libraries. It is most desirable that any form
of secured debenture, whether simple or complicated, should contain all the terms necessary for its correct characterisation,
without resort to any side-letters or other less formal documents (as in the Australian case of Hart v Barnes (1982) 7 ACLR
*736  310, mentioned in Agnew's case [2001] 2 AC 710 , at para 23). But the fact is that when a bank takes a charge there will

normally be at least three documents in play: the debenture creating the charge, the bank's facility letter offering a term loan or
an overdraft, and the bank's general terms and conditions. Sometimes there will be more documents that are relevant. I would
not rule out the possibility that in some (probably rare) cases all this documentation might have to be taken into account, in its
proper commercial context, in determining whether a charge "as created" was a fixed or floating charge.
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159.  In one of the earliest cases on floating charges, In re Florence Land and Public Works Co, Ex p Moor (1878) 10 Ch D
530 , 537, Sir George Jessel MR said:

"The question we have to decide must be decided, like all other questions of the kind, having regard to the surrounding
circumstances under which the instrument was executed, and especially the respective positions of the parties who were
the contracting parties, to carry out whose agreement that instrument was executed."

Cozens-Hardy LJ made similar observations in the Yorkshire Woolcombers case [1903] 2 Ch 284 , 297. Many of the later cases
have emphasised the need for the court to look at the commercial realities of the situation. The wish to achieve legal certainty
by use of a standard precedent cannot override the need to construe any document in its commercial context.

160.  It is also necessary to bear in mind Lord Millett's warning in Agnew's case [2001] 2 AC 710 , 730, para 48, that formal
provision for a blocked account is not enough "if it is not operated as one in fact". Lord Millett did not expand on this point,
which may raise difficult questions as to what Staughton LJ, in Welsh Development Agency v Export Finance Co Ltd [1992]
BCLC 148 , 186-7, referred to as "external" and "internal" routes to the construction of commercial documents. This point
is discussed in an article by Stephen Atherton and Rizwaan Jameel Mokal in (2005) 26 Company Lawyer 10, 16-18. These
difficulties suggest to me that the expedient mentioned in the postscript to the judgment of the Master of the Rolls (para 99),
although no doubt appropriate and efficacious in some commercial contexts, may not provide a simple solution in every case.

161.  On the topic of overruling long-standing decisions which have been relied on by commercial lenders, and on the further
topic of prospective overruling, I am in full and respectful agreement with the opinions of my noble and learned friends, Lord
Nicholls of Birkenhead and Lord Hope. I would allow this appeal and hold, without any sort of temporal restriction, that the
Siebe Gorman case was wrongly decided on the issue of construction.

BARONESS HALE OF RICHMOND

162.  My Lords, I agree that, for the reasons given in the opinion of my noble and learned friend, Lord Scott of Foscote,
supplemented by those of Lord Hope of Craighead and Lord Walker of Gestingthorpe, the debenture in this case created only
a floating charge. I also agree that that part of the decision in Siebe Gorman & Co Ltd v Barclays Bank Ltd [1979] 2 Lloyd's
Rep 142 which dealt with the effect of the debenture in that case should be overruled with the usual retrospective effect. In
common with my noble and *737  learned friend, Lord Nicholls of Birkenhead, and also Lord Hope, I would not wish to rule
out the possibility that this House might one day consider that the only just result was to declare that its decision should have
prospective effect only, including the possibility that this could arise in a dispute about the interpretation of a statute.

163.  There is one other possibility that I would not wish to rule out. That is whether it might in future be decided that the Court
of Appeal, or even the High Court, could decline to follow a previous decision of the Court of Appeal which has been expressly
disapproved as part of the ratio decidendi in a case in the Judicial Committee of Privy Council on appeal from a country in
which the law on the subject is the same as that in England and Wales. The Court of Appeal in Worcester Works Finance Ltd
v Cooden Engineering Co Ltd [1972] 1 QB 210 decided that it was possible. In Davis v Johnson [1979] AC 264 , this House
stated that the rule laid down in Young v Bristol Aeroplane Co Ltd [1944] KB 718 , that with only three exceptions the Court of
Appeal is bound by its own previous decisions, was still binding on the Court of Appeal, despite what Lord Diplock described,
at p 325c, as the "one-man crusade" of Lord Denning to free them from its shackles. This was in the context of a much more
radical departure from the exceptions allowed in the Young case. Worcester Works Finance was not cited or referred to in either
the House of Lords or the Court of Appeal in Davis v Johnson . Privy Council decisions were not discussed in Young . We
ourselves have heard no argument on the matter. I would hope, therefore, that nothing which is said in this appeal is taken to
rule out the possibility that a further exception or qualification might exist or be developed along the lines indicated above.

164.  In common with your Lordships, I would allow this appeal and make the order proposed by Lord Scott.

LORD BROWN OF EATON-UNDER-HEYWOOD

165.  My Lords, I have had the advantage of reading in draft the speeches of my noble and learned friends, Lord Nicholls of
Birkenhead, Lord Hope of Craighead, Lord Scott of Foscote and Lord Walker of Gestingthorpe. For the reasons they give I too
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would allow this appeal and make the order proposed by Lord Scott. Whilst I would not rule out the possibility that this House
may one day think it right to declare the law with prospective effect only, I am quite clear that this is not the case for such an order.

Appeal allowed with costs in House of Lords and below.

Order of Sir Andrew Morritt V-C restored.

Representation

Solicitors: Acting Solicitor to HM Revenue and Customs and Treasury Solicitors ; Allen & Overy .

S H

(c) Incorporated Council of Law Reporting for England & Wales
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*809  Street Respondent v Mountford Appellant

Positive/Neutral Judicial Consideration

Court
House of Lords

Judgment Date
2 May 1985

Report Citation
[1985] 2 W.L.R. 877
[1985] A.C. 809

House of Lords

Lord Scarman , Lord Keith of Kinkel , Lord Bridge of Harwich , Lord Brightman and Lord Templeman

1985 March 4, 5, 6; May 2

Licence or Tenancy—Exclusive occupation—Furnished accommodation—Occupier signing purported licence containing
declaration that no tenancy created—Whether licence or tenancy

By an agreement dated 7 March 1983 S. granted M. the right to occupy two rooms for £37 per week subject to termination
by 14 days' notice and subject to conditions set forth in the agreement, which was entitled 'licence agreement' and which
contained a declaration signed by M. to the effect that she understood that the agreement did not give her a tenancy protected
under the Rent Acts. M. and her husband *810  then moved into the rooms, of which they had exclusive occupation. In
August 1983 S. sought an order in the county court declaring whether the occupancy under the agreement was a licence or
a protected tenancy. The recorder held that it was a tenancy. On appeal by S. the Court of Appeal declared that M. occupied
the rooms under a licence.

On appeal by M.:-

Held, allowing the appeal, that where residential accommodation had been granted for a term at a rent with exclusive
possession, the grantor providing neither attendance nor services, the legal consequence was the creation of a tenancy, and
that, accordingly, on its true construction, the agreement between S. and M., notwithstanding the use of the word 'licence,'
had the effect of creating a tenancy (post, pp. 818C-F, 826D-E, H - 827B, F).

Murray Bull & Co. Ltd. v. Murray [1953] 1 Q.B. 211 overruled.

Aldrington Garages Ltd. v. Fielder (1978) 37 P. & C.R. 461 , C.A.; Somma v. Hazelhurst [1978] 1 W.L.R. 1014 , C.A. and
Sturolson & Co. v. Weniz (1984) 272 E.G. 326 , C.A. disapproved.

Radaich v. Smith (1959) 101 C.L.R. 209 considered.

Per curiam. Henceforth courts dealing with such cases will, save in exceptional cases, only be concerned to inquire whether
as a result of an agreement relating to residential accommodation the occupier is a lodger or a tenant (post, p. 827E-F).
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Decision of the Court of Appeal [1985] 49 P. & C.R. 324 reversed.

The following cases are referred to in the opinion of Lord Templeman:

 Abbeyfield (Harpenden) Society Ltd. v. Woods [1968] 1 W.L.R. 374; [1968] 1 All E.R. 352, C.A.
 Addiscombe Garden Estates Ltd. v. Crabbe [1958] 1 Q.B. 513; [1957] 3 W.L.R. 980; [1957] 3 All E.R. 563, C.A.
 Aldrington Garages Ltd. v. Fielder (1978) 37 P. &; C.R. 461, C.A.
 Allan v. Liverpool Overseers (1874) L.R. 9 Q.B. 180
 Booker v. Palmer [1942] 2 All E.R. 674, C.A.
 Cobb v. Lane [1952] 1 T.L.R. 1037, C.A.
 Errington v. Errington and Woods [1952] 1 K.B. 290; [1952] 1 All E.R. 149, C.A.
 Facchini v. Bryson [1952] 1 T.L.R. 1386, C.A.
 Glenwood Lumber Co. Ltd. v. Phillips [1904] A.C. 405, P.C.
 Heslop v. Burns [1974] 1 W.L.R. 1241; [1974] 3 All E.R. 406, C.A.
 Isaac v. Hotel de Paris Ltd. [1960] 1 W.L.R. 239; [1960] 1 All E.R. 348, P.C.
 Marchant v. Charters [1977] 1 W.L.R. 1181; [1977] 3 All E.R. 918, C.A.
 Marcroft Wagons Ltd. v. Smith [1951] 2 K.B. 496; [1951] 2 All E.R. 271, C.A.
 Mayhew v. Suttle (1854) 4 El. &; Bl. 347
 Murray Bull & Co. Ltd. v. Murray [1953] 1 Q.B. 211; [1952] 2 All E.R. 1079
 Radaich v. Smith (1959) 101 C.L.R. 209
 Shell-Mex and B.P. Ltd. v. Manchester Garages Ltd. [1971] 1 W.L.R. 612; [1971] 1 All E.R. 841, C.A.
 Smith v. Seghill Overseers (1875) L.R. 10 Q.B. 422
 Somma v. Hazelhurst [1978] 1 W.L.R. 1014; [1978] 2 All E.R. 1011, C.A. *811
 Sturolson & Co. Ltd. v. Weniz (1984) 272 E.G. 326, C.A.
 Taylor v. Caldwell (1863) 3 B. &; S. 826

The following additional cases were cited in argument:

 Bahamas International Trust Co. Ltd. v. Threadgold [1974] 1 W.L.R. 1514 ; [1974] 3 All E.R. 428 ; [1974] 3 All E.R. 881
, C.A. and H.L.(E.)

 Demuren v. Seal Estates Ltd. (1978) 249 E.G. 440, C.A.
 Matchams Park (Holdings) Ltd. v. Domett (1984) 272 E.G. 549, C.A.
 O'Malley v. Seymour (1978) 250 E.G. 1083, C.A.
 Torbett v. Faulkner [1952] 2 T.L.R. 659, C.A.
 Verrall v. Great Yarmouth Borough Council [1981] Q.B. 202; [1980] 3 W.L.R. 258; [1980] 1 All E.R. 839 , Watkins J.

and C.A.
 Wang v. Wei (1975) 237 E.G. 657

APPEAL from the Court of Appeal.

This was an appeal by the appellant, Wendy Mountford, by leave of the House of Lords from the order of the Court of Appeal
(Slade and Griffiths L.JJ.) on 18 April 1984 that by an agreement dated 7 March 1983 the respondent, Roger Theodore Crispin
Street, had granted a licence to occupy rooms at 5, St. Clements Gardens, Boscombe, to the appellant and not a tenancy, as held
by Mr. Recorder Rolf in the Bournemouth County Court on 21 September 1983.

The facts are stated in the opinion of Lord Templeman.

John Hicks Q.C. and Claudia Ackner for the appellant. The following propositions are relied upon: (1) Whether or not parties
enter into legal relationships at all is entirely a matter of their intention, at least where the relationship in question is contractual.
(2) If a contract is entered into the factual content of the parties' respective rights and obligations thereunder is entirely a matter
for them, as is the factual content of any rights gratuitously conferred in the absence of a contract, subject in either event to
(i) any statute to the contrary, and (ii) the law as to illegality or any other overriding rule of law. (3) The effect of such factual
rights and obligations, including the category into which, the resulting relationship falls (and in particular whether they do or
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do not create a tenancy), and the consequences of that relationship, are matters of law for the court, and the parties' opinions
on the subject are irrelevant.

(4)  Whether a tenancy subsists therefore depends on the substantive rights and obligations of the parties and they cannot bring
about a result inconsistent with those rights and obligations by their descriptions of the relationship as a tenancy or otherwise or
by a term purporting to determine its category. (5) A tenancy at law has not been created unless a landlord with a sufficient legal
estate in land, complying with any necessary formalities, grants the right of exclusive possession of land, having the power to
do so, to a person or persons capable of holding as a tenant, for a term which is a 'term of years absolute' for the purposes of
the Law of Property Act 1925 . (6) The grant under a contract of a right to enter and take exclusive possession of land for a
fixed or periodic term in consideration of periodic payments creates a tenancy unless the requirements of proposition (5) are
not fulfilled or the possession is that of a service occupier or otherwise as agent for the *812  grantor. (7) If there are any
exceptions to proposition (6) they are particular exceptions as from time to time recognised by the courts and do not include any
general exception based on a consideration of circumstances at large. (8) If propositions (6) and (7) are incorrect, nevertheless
the circumstances described in proposition (6) are a very strong indication that a tenancy has been created, to be displaced
only in special and unusual cases. (9) A document purporting to contain an agreement must be disregarded if and to the extent
that it does not truly represent or reproduce the nature of the real transaction between the parties.For proposition (6), which
is crucial to the primary submission being made, reliance is placed on Glenwood Lumber Co. Ltd. v. Phillips [1904] A.C. 405
and Radaich v. Smith (1959) 101 C.L.R. 209 . For proposition (8), which is an alternative submission, reliance is placed on
Addiscombe Garden Estates Ltd. v. Crabbe [1958] 1 Q.B. 513 . In the further alternative, under proposition (9), Wang v. Wei
(1975) 237 E.G. 657 is an example of the doctrine that extrinsic evidence is admissible to prove the true nature of an agreement
even though it may vary or add to the written instrument.

William Goodhart Q.C. and Peter Cowell for the respondent. (1) The expression 'exclusive possession' or 'exclusive occupation'
can be used in two senses, namely (a) as meaning no more than the right of a contractual occupier to prevent, through the grant
of an injunction, the owner of the land entering on the land for purposes inconsistent with the contract or (b) in the full sense of
the right enjoyed by the owner of an estate in land in possession to exclude all the world. (2) It is a matter for the intention of
the parties whether the contract confers on the occupier exclusive possession in the limited sense (i.e. a licence) or the full sense
(i.e. a tenancy). (3) There are many factors which may be taken into account in deciding which form of 'exclusive possession'
is conferred on the occupier. Where no 'rent' is payable, a licence is strongly indicated. Where the occupier is given rights of
occupation which are not terminable for a considerable time, a tenancy is indicated because the contractual rights of the occupier
will be of little value if they cannot be enforced against the owner's successor in title.

(4)  The form of the agreement is a material matter. The label attached by the parties is not conclusive and will not be applied
if it is inconsistent with the other terms of the agreement. The label is, however, a material factor where the other terms of the
agreement are not conclusive one way or the other or where the terms are not fully spelt out.

(5)  The distinction drawn in proposition (1) is applicable to all contracts to occupy land. The motive of the owner is irrelevant.
Given that it is possible to grant a limited 'personal' right of exclusive occupation, it matters not whether the grantor is acting
out of generosity or for commercial reasons. (6) If the Rent Acts did not exist, there would be no reason to deny the existence
of freedom of contract in any case to choose between a grant of a personal right of occupation and a grant of a legal estate in
land. The argument for the appellant is in truth only that because freedom of contract ought not to exist in certain cases *813  it
does not exist in such cases. This is a non-sequitur. (7) The appellant has not alleged and could not successfully allege that the
use of a 'licence' agreement is contrary to public policy. Accordingly it is not necessary to consider the question of freedom of
contract driving a 'coach and horses' through the Rent Acts. In any event, Parliament has, where it thought fit, brought licences
within the rent control legislation, e.g. the Agricultural Holdings Act 1948 and the Housing Act 1980 . [Reference was made to
Verrall v. Great Yarmouth Borough Council [1981] Q.B. 202 , 215-216.]There is a whole line of cases where it has been held
that a licence and not a tenancy has been created despite the fact of exclusive occupation being vested in the occupier: Marcroft
Wagons Ltd. v. Smith [1951] 2 K.B. 496 ; Errington v. Errington and Woods [1952] 1 K.B. 290 ; Cobb v. Lane [1952] 1 T.L.R.
1037 ; Torbett v. Faulkner [1952] 2 T.L.R. 659 ; Isaac v. Hotel de Paris Ltd. [1960] 1 W.L.R. 239 ; Abbeyfield (Harpenden)
Society Ltd. v. Woods [1968] 1 W.L.R. 374 ; Shell-Mex and B.P. Ltd. v. Manchester Garages Ltd. [1971] 1 W.L.R. 612 ; Marchant
v. Charters [1977] 1 W.L.R. 1181 ; Somma v. Hazelhurst [1978] 1 W.L.R. 1014 ; Aldrington Garages Ltd. v. Fielder (1978) 37
P. & C.R. 461 and Matchams Park (Holdings) Ltd. v. Domett (1984) 272 E.G. 549 . The whole current of authority has been to
emphasise that it is the intention of the parties that is to be looked at. It should also be added that a licence agreement can confer
exclusive or non-exclusive occupation, as seen in Bahamas International Trust Co. Ltd. v. Threadgold [1974] 1 W.L.R. 1514 .
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The Court of Appeal were correct in holding that the intention of the parties is the paramount or decisive consideration and they
correctly construed the agreement, both in respect of its terms and the statement of intention therein contained, as conferring
a licence upon the appellant.

Hicks Q.C. in reply. There is a difference between agreeing the terms of an agreement and agreeing the legal consequences of
it. That line is drawn in the present case between the ten numbered clauses of the agreement on the one hand, and the appended
declaration by the appellant that the agreement did not give her a tenancy protected by the Rent Acts on the other. In any event,
there clearly cannot be any contracting out of the provisions of the Rent Acts. In Facchini v. Bryson [1952] 1 T.L.R. 1386 ,
1389, Denning L.J. observed: 'In all the cases where an occupier has been held to be a licensee there has been something in the
circumstances, such as a family arrangement, an act of friendship or generosity, or such like, to negative any intention to create
a tenancy.' No such factor is present in the instant case. Murray Bull & Co. Ltd. v. Murray [1953] 1 Q.B. 211 was wrongly
decided. The remaining cases relied upon by the respondent were all, upon analysis, cases where there was lack of intention to
create legal relations, or gratuitous permission, or lack of exclusive possession (including cases of lodgers), or a holding over
on unresolved terms, or a service occupancy, or they were for other reasons not within the appellant's proposition (b). [The
cases were dealt with seriatim and reference was also made to O'Malley v. Seymour (1978) 250 E.G. 1083 and Demuren v. Seal
Estates Ltd. (1978) 249 E.G. 440 .]
  *814
Their Lordships took time for consideration.

2 May.

LORD SCARMAN.

My Lords, I have had the advantage of reading in draft the speech to be delivered by my noble and learned friend, Lord
Templeman. I agree with it, and for the reasons he gives I would allow the appeal with costs here and below

LORD KEITH OF KINKEL.

My Lords, for the reasons given in the speech of my noble and learned friend, Lord Templeman, with which I agree, I too
would allow the appeal.

LORD BRIDGE OF HARWICH.

My Lords, for the reasons given in the speech of my noble and learned friend Lord Templeman, with which I agree, I would
allow this appeal.

LORD BRIGHTMAN.

My Lords, I agree that this appeal should be allowed for the reasons given by my noble and learned friend, Lord Templeman.

LORD TEMPLEMAN.

My Lords, by an agreement dated 7 March 1983, the respondent Mr. Street granted the appellant Mrs. Mountford the right to
occupy the furnished rooms numbers 5 and 6 at 5, St. Clements Gardens, Boscombe, from 7 March 1983 for £37 per week,
subject to termination by 14 days' written notice and subject to the conditions set forth in the agreement. The question raised
by this appeal is whether the agreement created a tenancy or a licence.

A tenancy is a term of years absolute. This expression, by section 205(1)(xxvii) of the Law of Property Act 1925 , reproducing
the common law, includes a term from week to week in possession at a rent and liable to determination by notice or re-entry.
Originally a term of years was not an estate in land, the lessee having merely a personal action against his lessor. But a legal
estate in leaseholds was created by the Statute of Gloucester 1278 and the Act of 1529 21 Hen. VIII, c. 15 . Now by section
1 of the Law of Property Act 1925 a term of years absolute is an estate in land capable of subsisting as a legal estate. In the
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present case if the agreement dated 7 March 1983 created a tenancy, Mrs. Mountford having entered into possession and made
weekly payments acquired a legal estate in land. If the agreement is a tenancy, the occupation of Mrs. Mountford is protected
by the Rent Acts.

A licence in connection with land while entitling the licensee to use the land for the purposes authorised by the licence does not
create an estate in the land. If the agreement dated 7 March 1983 created a licence for Mrs. Mountford to occupy the premises,
she did not acquire any estate in the land. If the agreement is a licence then Mrs. Mountford's right of occupation is not protected
by the Rent Acts. Hence the practical importance of distinguishing between a tenancy and a licence.

In the course of argument, nearly every clause of the agreement dated 7 March 1983 was relied upon by the appellant as
indicating a lease and by the respondent as indicating a licence. The agreement, in full, was in these terms: *815

'I Mrs. Wendy Mountford agree to take from the owner Roger Street the single furnished room number 5 and 6 at 5 St.
Clements Gardens, Boscombe, Bournemouth, commencing 7 March 1983 at a licence fee of £37 per week.

'I understand that the right to occupy the above room is conditional on the strict observance of the following rules:

'1. No paraffin stoves, or other than the supplied form of heating, is allowed in the room.

'2. No one but the above-named person may occupy or sleep in the room without prior permission, and this personal licence
is not assignable.

'3. The owner (or his agent) has the right at all times to enter the room to inspect its condition, read and collect money from
meters, carry out maintenance works, install or replace furniture or for any other reasonable purpose.

'4. All rooms must be kept in a clean and tidy condition.

'5. All damage and breakages must be paid for or replaced at once. An initial deposit equivalent to 2 weeks' licence fee
will be refunded on termination of the licence subject to deduction for all damage or other breakages or arrears of licence
fee, or retention towards the cost of any necessary possession proceedings.

'6. No nuisance or annoyance to be caused to the other occupiers. In particular, all music played after midnight to be kept
low so as not to disturb occupiers of other rooms.

'7. No children or pets allowed under any circumstances whatsoever.

'8. Prompt payment of the licence fee must be made every Monday in advance without fail.

'9. If the licence fee or any part of it shall be seven days in arrear or if the occupier shall be in breach of any of the other terms
of this agreement or if (except by arrangement) the room is left vacant or unoccupied, the owner may re-enter the room
and this licence shall then immediately be terminated (without prejudice to all other rights and remedies of the owner).

'10. This licence may be terminated by 14 days' written notice given to the occupier at any time by the owner or his agent,
or by the same notice by the occupier to the owner or his agent.

'Occupier's signature

'Owner/agent's signature

'Date 7 March 1983

'I understand and accept that a licence in the above form does not and is not intended to give me a tenancy protected under
the Rent Acts.

'Occupier's signature.'

Case 2:19-ap-01382-SK    Doc 349-1    Filed 01/14/22    Entered 01/14/22 07:52:03    Desc
Exhibit 1    Page 302 of 315



© 2021 Thomson Reuters. 6

On 12 August 1983 on Mrs. Mountford's application a fair rent was registered. Mr. Street then made application under section
51(a) of the County Courts Act 1959 for a declaration that Mrs. Mountford's occupancy was a licence and not a tenancy. The
recorder in the county court held that Mrs. Mountford was a tenant entitled to the protection *816  of the Rent Acts and made
a declaration accordingly. The Court of Appeal held that Mrs. Mountford was a licensee not entitled to the protection of the
Rent Acts. Mrs. Mountford appeals.

On behalf of Mrs. Mountford her counsel, Mr. Hicks Q.C., seeks to reaffirm and re-establish the traditional view that an occupier
of land for a term at a rent is a tenant providing the occupier is granted exclusive possession. It is conceded on behalf of Mr.
Street that the agreement dated 7 March 1983 granted exclusive possession to Mrs. Mountford. The traditional view that the
grant of exclusive possession for a term at a rent creates a tenancy is consistent with the elevation of a tenancy into an estate
in land. The tenant possessing exclusive possession is able to exercise the rights of an owner of land, which is in the real sense
his land albeit temporarily and subject to certain restrictions. A tenant armed with exclusive possession can keep out strangers
and keep out the landlord unless the landlord is exercising limited rights reserved to him by the tenancy agreement to enter
and view and repair. A licensee lacking exclusive possession can in no sense call the land his own and cannot be said to own
any estate in the land. The licence does not create an estate in the land to which it relates but only makes an act lawful which
would otherwise be unlawful.

On behalf of Mr. Street his counsel, Mr. Goodhart Q.C., relies on recent authorities which, he submits, demonstrate that an
occupier granted exclusive possession for a term at a rent may nevertheless be a licensee if, in the words of Slade L.J. in the
present case [1985] 49 P. & C.R. 324 , 332:

'there is manifested the clear intention of both parties that the rights granted are to be merely those of a personal right of
occupation and not those of a tenant.'

In the present case, it is submitted, the provisions of the agreement dated 7 March 1983 and in particular clauses 2, 4, 7 and 9
and the express declaration at the foot of the agreement manifest the clear intention of both parties that the rights granted are
to be those of a personal nature and not those of a tenant.

My Lords, there is no doubt that the traditional distinction between a tenancy and a licence of land lay in the grant of land for
a term at a rent with exclusive possession. In some cases it was not clear at first sight whether exclusive possession was in
fact granted. For example, an owner of land could grant a licence to cut and remove standing timber. Alternatively the owner
could grant a tenancy of the land with the right to cut and remove standing timber during the term of the tenancy. The grant
of rights relating to standing timber therefore required careful consideration in order to decide whether the grant conferred
exclusive possession of the land for a term at a rent and was therefore a tenancy or whether it merely conferred a bare licence
to remove the timber.

In Glenwood Lumber Co. Ltd. v. Phillips [1904] A.C. 405 , the Crown in exercise of statutory powers 'licensed' the respondents
to hold an area of land for the purpose of cutting and removing timber for the term of 21 years at an annual rent. Delivering the
advice of the *817  Judicial Committee of the Privy Council, Lord Davey said, at pp. 408-409:

'The appellants contended that this instrument conferred only a licence to cut timber and carry it away, and did not give
the respondent any right of occupation or interest in the land itself. Having regard to the provisions of the Act under the
powers of which it was executed and to the language of the document itself, their Lordships cannot adopt this view of
the construction or effect of it. In the so-called licence itself it is called indifferently a licence and a demise, but in the
Act it is spoken of as a lease, and the holder of it is described as the lessee. It is not, however, a question of words but of
substance. If the effect of the instrument is to give the holder an exclusive right of occupation of the land, though subject
to certain reservations or to a restriction of the purposes for which it may be used, it is in law a demise of the land itself.
By [the Act] it is enacted that the lease shall vest in the lessee the right to take and keep exclusive possession of the lands
described therein subject to the conditions in the Act provided or referred to, and the lessee is empowered (amongst other
things) to bring any actions or suits against any party unlawfully in possession of any land so leased, and to prosecute all
trespassers thereon. The operative part and habendum in the licence is framed in apt language to carry out the intention
so expressed in the Act. and their Lordships have no doubt that the effect of the so-called licence was to confer a title to
the land itself on the respondent.'
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This was a case in which the court after careful consideration of the purposes of the grant, the terms of the grant and the
surrounding circumstances, came to the conclusion that the grant conferred exclusive possession and was therefore a tenancy.

A contrary conclusion was reached in Taylor v. Caldwell (1863) 3 B. & S. 826 in which the defendant agreed to let the plaintiff
have the use of the Surrey Gardens and Music Hall on four specified days giving a series of four concerts and day and night
fetes at the gardens and hall on those days, and the plaintiff agreed to take the gardens and the hall and to pay £100 for each
day. Blackburn J. said, at p. 832:

'The parties inaccurately call this a 'letting,' and the money to be paid a 'rent,' but the whole agreement is such as to show
that the defendants were to retain the possession of the hall and gardens so that there was to be no demise of them, and
that the contract was merely to give the plaintiffs the use of them on those days.'

That was a case where the court after considering the purpose of the grant, the terms of the grant and the surrounding
circumstances came to the conclusion that the grantee was not entitled to exclusive possession but only to use the land for
limited purposes and was therefore a licensee.

In the case of residential accommodation there is no difficulty in deciding whether the grant confers exclusive possession. An
occupier of residential accommodation at a rent for a term is either a lodger or a *818  tenant. The occupier is a lodger if the
landlord provides attendance or services which require the landlord or his servants to exercise unrestricted access to and use
of the premises. A lodger is entitled to live in the premises but cannot call the place his own. In Allan v. Liverpool Overseers
(1874) L.R. 9 Q.B. 180 , 191-192 Blackburn J. said:

'A lodger in a house, although he has the exclusive use of rooms in the house, in the sense that nobody else is to be there,
and though his goods are stowed there, yet he is not in exclusive occupation in that sense, because the landlord is there
for the purpose of being able, as landlords commonly do in the case of lodgings, to have his own servants to look after the
house and the furniture, and has retained to himself the occupation, though he has agreed to give the exclusive enjoyment
of the occupation to the lodger.'

If on the other hand residential accommodation is granted for a term at a rent with exclusive possession, the landlord providing
neither attendance nor services, the grant is a tenancy; any express reservation to the landlord of limited rights to enter and view
the state of the premises and to repair and maintain the premises only serves to emphasise the fact that the grantee is entitled to
exclusive possession and is a tenant. In the present case it is conceded that Mrs. Mountford is entitled to exclusive possession
and is not a lodger. Mr. Street provided neither attendance nor services and only reserved the limited rights of inspection and
maintenance and the like set forth in clause 3 of the agreement. On the traditional view of the matter, Mrs. Mountford not being
a lodger must be a tenant.

There can be no tenancy unless the occupier enjoys exclusive possession; but an occupier who enjoys exclusive possession
is not necessarily a tenant. He may be owner in fee simple, a trespasser, a mortgagee in possession, an object of charity or a
service occupier. To constitute a tenancy the occupier must be granted exclusive possession for a fixed or periodic term certain
in consideration of a premium or periodical payments. The grant may be express, or may be inferred where the owner accepts
weekly or other periodical payments from the occupier.

Occupation by service occupier may be eliminated. A service occupier is a servant who occupies his master's premises in order
to perform his duties as a servant. In those circumstances the possession and occupation of the servant is treated as the possession
and occupation of the master and the relationship of landlord and tenant is not created; see Mayhew v. Suttle (1854) 4 El. & Bl.
347 . The test is whether the servant requires the premises he occupies in order the better to perform his duties as a servant:

'Where the occupation is necessary for the performance of services, and the occupier is required to reside in the house in
order to perform those services, the occupation being strictly ancillary to the performance of the duties which the occupier
has to perform, the occupation is that of a servant'; per Mellor J. in Smith v. Seghill Overseers (1875) L.R. 10 Q.B. 422 , 428.
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The cases on which Mr. Goodhart relies begin with Booker v. Palmer [1942] 2 All E.R. 674 . The owner of a cottage agreed to
allow a friend to install an evacuee in the cottage rent free for the duration of the war. The Court of Appeal held that there was
no intention on the part of the owner to enter into legal relationships with the evacuee. Lord Greene M.R., said, at p. 677:

'To suggest there is an intention there to create a relationship of landlord and tenant appears to me to be quite impossible.
There is one golden rule which is of very general application, namely, that the law does not impute intention to enter into
legal relationships where the circumstances and the conduct of the parties negative any intention of the kind. It seems to
me that this is a clear example of the application of that rule.'

The observations of Lord Greene M. R. were not directed to the distinction between a contractual tenancy and a contractual
licence. The conduct of the parties (not their professed intentions) indicated that they did not intend to contract at all.

In the present case, the agreement dated 7 March 1983 professed an intention by both parties to create a licence and their belief
that they had in fact created a licence. It was submitted on behalf of Mr. Street that the court cannot in these circumstances
decide that the agreement created a tenancy without interfering with the freedom of contract enjoyed by both parties. My Lords,
Mr. Street enjoyed freedom to offer Mrs. Mountford the right to occupy the rooms comprised in the agreement on such lawful
terms as Mr. Street pleased. Mrs. Mountford enjoyed freedom to negotiate with Mr. Street to obtain different terms. Both parties
enjoyed freedom to contract or not to contract and both parties exercised that freedom by contracting on the terms set forth
in the written agreement and on no other terms. But the consequences in law of the agreement, once concluded, can only be
determined by consideration of the effect of the agreement. If the agreement satisfied all the requirements of a tenancy, then
the agreement produced a tenancy and the parties cannot alter the effect of the agreement by insisting that they only created a
licence. The manufacture of a five-pronged implement for manual digging results in a fork even if the manufacturer, unfamiliar
with the English language, insists that he intended to make and has made a spade.

It was also submitted that in deciding whether the agreement created a tenancy or a licence, the court should ignore the Rent
Acts. If Mr. Street has succeeded, where owners have failed these past 70 years, in driving a coach and horses through the Rent
Acts, he must be left to enjoy the benefit of his ingenuity unless and until Parliament intervenes. I accept that the Rent Acts are
irrelevant to the problem of determining the legal effect of the rights granted by the agreement. Like the professed intention of
the parties, the Rent Acts cannot alter the effect of the agreement.

In Marcroft Wagons Ltd. v. Smith [1951] 2 K.B. 496 the daughter of a deceased tenant who lived with her mother claimed to
be a statutory tenant by succession and the landlords asserted that the daughter had no *820  rights under the Rent Acts and
was a trespasser. The landlords expressly refused to accept the daughter's claims but accepted rent from her while they were
considering the position. If the landlords had decided not to apply to the court for possession but to accept the daughter as a
tenant, the moneys paid by the daughter would have been treated as rent. If the landlords decided, as they did decide, to apply
for possession and to prove, as they did prove, that the daughter was not a statutory tenant, the moneys paid by the daughter
were treated as mesne profits. The Court of Appeal held with some hesitation that the landlords never accepted the daughter
as tenant and never intended to contract with her although the landlords delayed for some six months before applying to the
court for possession. Roxburgh J. said, at p. 507:

'Generally speaking, when a person, having a sufficient estate in land, lets another into exclusive possession, a tenancy
results, and there is no question of a licence. But the inference of a tenancy is not necessarily to be drawn where a person
succeeds on a death to occupation of rent-controlled premises and a landlord accepts some rent while he or the occupant, or
both of them, is or are considering his or their position. If this is all that happened in this case, then no tenancy would result.'

In that case, as in Booker v. Palmer the court deduced from the conduct of the parties that they did not intend to contract at all.

Errington v. Errington and Woods [1952] 1 K.B. 290 concerned a contract by a father to allow his son to buy the father's house
on payment of the instalments of the father's building society loan. Denning L.J. referred, at p. 297, to the judgment of Lord
Greene M.R. in Booker v. Palmer [1942] 2 All E.R. 674 , 677 where, however, the circumstances and the conduct of the parties
negatived any intention to enter into legal relationships. Denning L.J. continued, at pp. 297-298:
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'We have had many instances lately of occupiers in exclusive possession who have been held to be not tenants, but only
licensees. When a requisitioning authority allowed people into possession at a weekly rent: ... when a landlord told a tenant
on his retirement that he could live in a cottage rent free for the rest of his days: ... when a landlord, on the death of the
widow of a statutory tenant, allowed her daughter to remain in possession, paying rent for six months: Marcroft Wagons
Ltd. v. Smith [1951] 2 K.B. 496 ; when the owner of a shop allowed the manager to live in a flat above the shop, but did
not require him to do so, and the value of the flat was taken into account at £1 a week in fixing his wages: ... in each
of those cases the occupier was held to be a licensee and not a tenant. ... The result of all these cases is that, although a
person who is let into exclusive possession is prima facie to be considered a tenant, nevertheless he will not be held to
be so if the circumstances negative any intention to create a tenancy. Words alone may not suffice. Parties cannot turn a
tenancy into a licence merely by calling it one. But if the circumstances and the conduct of the parties show that all that
was intended was that the occupier *821  should be granted a personal privilege, with no interest in the land, he will be
held to be a licensee only.'

In Errington v. Errington and Woods [1952] 1 K.B. 290 and in the cases cited by Denning L.J. at p. 297 there were exceptional
circumstances which negatived the prima facie intention to create a tenancy, notwithstanding that the occupier enjoyed exclusive
occupation. The intention to create a tenancy was negatived if the parties did not intend to enter into legal relationships at all, or
where the relationship between the parties was that of vendor and purchaser, master and service occupier, or where the owner,
a requisitioning authority, had no power to grant a tenancy. These exceptional circumstances are not to be found in the present
case where there has been the lawful, independent and voluntary grant of exclusive possession for a term at a rent.

If the observations of Denning L.J. are applied to the facts of the present case it may fairly be said that the circumstances
negative any intention to create a mere licence. Words alone do not suffice. Parties cannot turn a tenancy into a licence merely
by calling it one. The circumstances and the conduct of the parties show that what was intended was that the occupier should
be granted exclusive possession at a rent for a term with a corresponding interest in the land which created a tenancy.

In Cobb v. Lane [1952] 1 T.L.R. 1037 , an owner allowed her brother to occupy a house rent free. The county court judge, who
was upheld by the Court of Appeal, held that there was no intention to create any legal relationship and that a tenancy at will
was not to be implied. This is another example of conduct which negatives any intention of entering into a contract, and does
not assist in distinguishing a contractual tenancy from a contractual licence.

In Facchini v. Bryson [1952] 1 T.L.R. 1386 , an employer and his assistant entered into an agreement which, inter alia, allowed
the assistant to occupy a house for a weekly payment on terms which conferred exclusive possession. The assistant did not
occupy the house for the better performance of his duty and was not therefore a service occupier. The agreement stipulated
that 'nothing in this agreement shall be construed to create a tenancy between the employer and the assistant.' Somervell L.J.
said, at p. 1389:

'If, looking at the operative clauses in the agreement, one comes to the conclusion that the rights of the occupier, to use
a neutral word, are those of a lessee, the parties cannot turn it into a licence by saying at the end 'this is deemed to be a
licence;' nor can they, if the operative paragraphs show that it is merely a licence, say that it should be deemed to be a lease.'

Denning L.J. referred to several cases including Errington v. Errington and Woods and Cobb v. Lane and said, at pp. 1389-1390:

'In all the cases where an occupier has been held to be a licensee there has been something in the circumstances, such as
a family arrangement, an act of friendship or generosity, or such like, to negative any intention to create a tenancy. ... In
the present case, *822  however, there are no special circumstances. It is a simple case where the employer let a man into
occupation of a house in consequence of his employment at a weekly sum payable by him. The occupation has all the
features of a service tenancy, and the parties cannot by the mere words of their contract turn it into something else. Their
relationship is determined by the law and not by the label which they choose to put on it: ...'

The decision, which was thereafter binding on the Court of Appeal and on all lower courts, referred to the special circumstances
which are capable of negativing an intention to create a tenancy and reaffirmed the principle that the professed intentions
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of the parties are irrelevant. The decision also indicated that in a simple case a grant of exclusive possession of residential
accommodation for a weekly sum creates a tenancy.

In Murray Bull & Co. Ltd. v. Murray [1953] 1 Q.B. 211 a contractual tenant held over, paying rent quarterly. McNair J. found,
at p. 217:

'both parties intended that the relationship should be that of licensee and no more ... The primary consideration on both
sides was that the defendant, as occupant of the flat, should not be a controlled tenant.'

In my opinion this case was wrongly decided. McNair J. citing the observations of Denning L.J. in Errington v. Errington and
Woods [1952] 1 K.B. 290 , 297 and Marcroft Wagons Ltd. v. Smith [1951] 2 K.B. 496 failed to distinguish between first, conduct
which negatives an intention to create legal relationships, secondly, special circumstances which prevent exclusive occupation
from creating a tenancy and thirdly, the professed intention of the parties. In Murray Bull & Co. Ltd. v. Murray the conduct of
the parties showed an intention to contract and there were no relevant special circumstances. The tenant holding over continued
by agreement to enjoy exclusive possession and to pay a rent for a term certain. In those circumstances he continued to be a
tenant notwithstanding the professed intention of the parties to create a licence and their desire to avoid a controlled tenancy.

In Addiscombe Garden Estates Ltd. v. Crabbe [1958] 1 Q.B. 513 the Court of Appeal considered an agreement relating to a
tennis club carried on in the grounds of a hotel. The agreement was:

'described by the parties as a licence ... the draftsman has studiously and successfully avoided the use either of the word
'landlord' or the word 'tenant' throughout the document' per Jenkins L.J. at p. 522.

On analysis of the whole of the agreement the Court of Appeal came to the conclusion that the agreement conferred exclusive
possession and thus created a tenancy. Jenkins L.J. said, at p. 522:

'The whole of the document must be looked at; and if, after it has been examined, the right conclusion appears to be that,
whatever label may have been attached to it, it in fact conferred and imposed on the grantee in substance the rights and
obligations of a tenant, *823  and on the grantor in substance the rights and obligations of a landlord, then it must be given
the appropriate effect, that is to say, it must be treated as a tenancy agreement as distinct from a mere licence.'

In the agreement in the Addiscombe case it was by no means clear until the whole of the document had been narrowly examined
that exclusive possession was granted by the agreement. In the present case it is clear that exclusive possession was granted and
so much is conceded. In these circumstances it is unnecessary to analyse minutely the detailed rights and obligations contained
in the agreement.

In the Addiscombe case Jenkins L.J. referred, at p. 528, to the observations of Denning L.J. in Errington and Errington and
Woods to the effect that 'The test of exclusive possession is by no means decisive.' Jenkins L.J. continued:

'I think that wide statement must be treated as qualified by his observations in Facchini v. Bryson [1952] 1 T.L.R. 1386
, 1389; and it seems to me that, save in exceptional cases of the kind mentioned by Denning L.J. in that case, the law
remains that the fact of exclusive possession, if not decisive against the view that there is a mere licence, as distinct from
a tenancy, is at all events a consideration of the first importance.'

Exclusive possession is of first importance in considering whether an occupier is a tenant; exclusive possession is not decisive
because an occupier who enjoys exclusive possession is not necessarily a tenant. The occupier may be a lodger or service
occupier or fall within the other exceptional categories mentioned by Denning L.J. in Errington v. Errington and Woods [1952]
1 K.B. 290 .

In Isaac v. Hotel de Paris Ltd. [1960] 1 W.L.R. 239 an employee who managed a night bar in a hotel for his employer company
which held a lease of the hotel negotiated 'subject to contract' to complete the purchase of shares in the company and to be
allowed to run the nightclub for his own benefit if he paid the head rent payable by the company for the hotel. In the expectation
that the negotiations 'subject to contract' would ripen into a binding agreement, the employee was allowed to run the nightclub
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and he paid the company's rent. When negotiations broke down the employee claimed unsuccessfully to be a tenant of the hotel
company. The circumstances in which the employee was allowed to occupy the premises showed that the hotel company never
intended to accept him as a tenant and that he was fully aware of that fact. This was a case, consistent with the authorities cited
by Lord Denning in giving the advice of the Judicial Committee of the Privy Council, in which the parties did not intend to
enter into contractual relationships unless and until the negotiations 'subject to contract' were replaced by a binding contract.

In Abbeyfield (Harpenden) Society Ltd. v. Woods [1968] 1 W.L.R. 374 the occupier of a room in an old people's home was held
to be a licensee and not a tenant. Lord Denning M.R. said, at p. 376:

'The modern cases show that a man may be a licensee even though he has exclusive possession, even though the word
'rent' is used, *824  and even though the word 'tenancy' is used. The court must look at the agreement as a whole and
see whether a tenancy really was intended. In this case there is, besides the one room, the provision of services, meals,
a resident housekeeper, and such like. The whole arrangement was so personal in nature that the proper inference is that
he was a licensee.'

As I understand the decision in the Abbeyfield case the court came to the conclusion that the occupier was a lodger and was
therefore a licensee, not a tenant.

In Shell-Mex and B. P. Ltd. v. Manchester Garages Ltd. [1971] 1 W.L.R. 612 the Court of Appeal after carefully examining an
agreement whereby the defendant was allowed to use a petrol company's filling station for the purposes of selling petrol, came
to the conclusion that the agreement did not grant exclusive possession to the defendant who was therefore a licensee. At p. 615
Lord Denning M.R. in considering whether the transaction was a licence or a tenancy said:

'Broadly speaking, we have to see whether it is a personal privilege given to a person (in which case it is a licence),
or whether it grants an interest in land (in which case it is a tenancy). At one time it used to be thought that exclusive
possession was a decisive factor. But that is not so. It depends on broader considerations altogether. Primarily on whether
it is personal in its nature or not: see Errington v. Errington and Woods [1952] 1 K.B. 290 .'

In my opinion the agreement was only 'personal in its nature' and created 'a personal privilege' if the agreement did not confer
the right to exclusive possession of the filling station. No other test for distinguishing between a contractual tenancy and a
contractual licence appears to be understandable or workable.

Heslop v. Burns [1974] 1 W.L.R. 1241 was another case in which the owner of a cottage allowed a family to live in the cottage rent
free and it was held that no tenancy at will had been created on the ground that the parties did not intend any legal relationship.
Scarman L.J. cited with approval, at p. 1252, the statement by Denning L.J. in Facchini v. Bryson [1952] 1 T.L.R. 1386 , 1389:

'In all the cases where an occupier has been held to be a licensee there has been something in the circumstances, such as a
family arrangement, an act of friendship or generosity, or such like, to negative any intention to create a tenancy.'

In Marchant v. Charters [1977] 1 W.L.R. 1181 a bedsitting room was occupied on terms that the landlord cleaned the rooms
daily and provided clean linen each week. It was held by the Court of Appeal that the occupier was a licensee and not a tenant.
The decision in the case is sustainable on the grounds that the occupier was a lodger and did not enjoy exclusive possession.
But Lord Denning M.R. said, at p. 1185:

'What is the test to see whether the occupier of one room in a house is a tenant or a licensee? It does not depend on whether
he or she has exclusive possession or not. It does not depend on *825  whether the room is furnished or not. It does not
depend on whether the occupation is permanent or temporary. It does not depend on the label which the parties put upon
it. All these are factors which may influence the decision but none of them is conclusive. All the circumstances have to be
worked out. Eventually the answer depends on the nature and quality of the occupancy. Was it intended that the occupier
should have a stake in the room or did he have only permission for himself personally to occupy the room, whether under
a contract or not? In which case he is a licensee.'
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But in my opinion in order to ascertain the nature and quality of the occupancy and to see whether the occupier has or has not a
stake in the room or only permission for himself personally to occupy, the court must decide whether upon its true construction
the agreement confers on the occupier exclusive possession. If exclusive possession at a rent for a term does not constitute a
tenancy then the distinction between a contractual tenancy and a contractual licence of land becomes wholly unidentifiable.

In Somma v. Hazelhurst [1978] 1 W.L.R. 1014 , a young unmarried couple H. and S. occupied a double bedsitting room for
which they paid a weekly rent. The landlord did not provide services or attendance and the couple were not lodgers but tenants
enjoying exclusive possession. But the Court of Appeal did not ask themselves whether H. and S. were lodgers or tenants and
did not draw the correct conclusion from the fact that H. and S. enjoyed exclusive possession. The Court of Appeal were diverted
from the correct inquiries by the fact that the landlord obliged H. and S. to enter into separate agreements and reserved power
to determine each agreement separately. The landlord also insisted that the room should not in form be let to either H. or S. or
to both H. and S. but that each should sign an agreement to share the room in common with such other persons as the landlord
might from time to time nominate. The sham nature of this obligation would have been only slightly more obvious if H. and
S. had been married or if the room had been furnished with a double bed instead of two single beds. If the landlord had served
notice on H. to leave and had required S. to share the room with a strange man, the notice would only have been a disguised
notice to quit on both H. and S. The room was let and taken as residential accommodation with exclusive possession in order
that H. and S. might live together in undisturbed quasi-connubial bliss making weekly payments. The agreements signed by
H. and S. constituted the grant to H. and S. jointly of exclusive possession at a rent for a term for the purposes for which the
room was taken and the agreement therefore created a tenancy. Although the Rent Acts must not be allowed to alter or influence
the construction of an agreement, the court should, in my opinion, be astute to detect and frustrate sham devices and artificial
transactions whose only object is to disguise the grant of a tenancy and to evade the Rent Acts. I would disapprove of the
decision in this case that H. and S. were only licensees and for the same reason would *826  disapprove of the decision in
Aldrington Garages Ltd. v. Fielder (1978) 37 P. & C.R. 461 and Sturolson & Co. v. Weniz (1984) 272 E.G. 326 .

In the present case the Court of Appeal, 49 P. & C.R. 324 held that the agreement dated 7 March 1983 only created a licence.
Slade L.J., at p. 329 accepted that the agreement and in particular clause 3 of the agreement 'shows that the right to occupy
the premises conferred on the defendant was intended as an exclusive right of occupation, in that it was thought necessary
to give a special and express power to the plaintiff to enter. ...' Before your Lordships it was conceded that the agreement
conferred the right of exclusive possession on Mrs. Mountford. Even without clause 3 the result would have been the same. By
the agreement Mrs. Mountford was granted the right to occupy residential accommodation. The landlord did not provide any
services or attendance. It was plain that Mrs. Mountford was not a lodger. Slade L.J. proceeded to analyse all the provisions
of the agreement, not for the purpose of deciding whether his finding of exclusive possession was correct, but for the purpose
of assigning some of the provisions of the agreement to the category of terms which he thought are usually to be found in
a tenancy agreement and of assigning other provisions to the category of terms which he thought are usually to be found
in a licence. Slade L.J. may or may not have been right that in a letting of a furnished room it was 'most unusual to find a
provision in a tenancy agreement obliging the tenant to keep his rooms in a 'tidy condition'' (p. 329). If Slade L.J. was right
about this and other provisions there is still no logical method of evaluating the results of his survey. Slade L.J. reached the
conclusion that 'the agreement bears all the hallmarks of a licence rather than a tenancy save for the one important feature of
exclusive occupation': p. 329. But in addition to the hallmark of exclusive occupation of residential accommodation there were
the hallmarks of weekly payments for a periodical term. Unless these three hallmarks are decisive, it really becomes impossible
to distinguish a contractual tenancy from a contractual licence save by reference to the professed intention of the parties or by
the judge awarding marks for drafting. Slade L.J. was finally impressed by the statement at the foot of the agreement by Mrs.
Mountford 'I understand and accept that a licence in the above form does not and is not intended to give me a tenancy protected
under the Rent Acts.' Slade L.J. said, at p. 330:

'it seems to me that, if the defendant is to displace the express statement of intention embodied in the declaration, she must
show that the declaration was either a deliberate sham or at least an inaccurate statement of what was the true substance
of the real transaction agreed between the parties; ...'

My Lords, the only intention which is relevant is the intention demonstrated by the agreement to grant exclusive possession
for a term at a rent. Sometimes it may be difficult to discover whether, on the true construction of an agreement, exclusive
possession is conferred. Sometimes it may appear from the surrounding circumstances that there was no intention to create
legal relationships. Sometimes it may appear from the surrounding circumstances that the right to exclusive possession *827
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is referable to a legal relationship other than a tenancy. Legal relationships to which the grant of exclusive possession might be
referable and which would or might negative the grant of an estate or interest in the land include occupancy under a contract
for the sale of the land, occupancy pursuant to a contract of employment or occupancy referable to the holding of an office. But
where as in the present case the only circumstances are that residential accommodation is offered and accepted with exclusive
possession for a term at a rent, the result is a tenancy.

The position was well summarised by Windeyer J. sitting in the High Court of Australia in Radaich v. Smith (1959) 101 C.L.R.
209 , 222, where he said:

'What then is the fundamental right which a tenant has that distinguishes his position from that of a licensee? It is an interest
in land as distinct from a personal permission to enter the land and use it for some stipulated purpose or purposes. and how
is it to be ascertained whether such an interest in land has been given? By seeing whether the grantee was given a legal
right of exclusive possession of the land for a term or from year to year or for a life or lives. If he was, he is a tenant. and he
cannot be other than a tenant, because a legal right of exclusive possession is a tenancy and the creation of such a right is a
demise. To say that a man who has by agreement with a landlord, a right of exclusive possession of land for a term is not a
tenant is simply to contradict the first proposition by the second. A right of exclusive possession is secured by the right of
a lessee to maintain ejectment and, after his entry, trespass. A reservation to the landlord, either by contract or statute, of a
limited right of entry, as for example to view or repair, is, of course, not inconsistent with the grant of exclusive possession.
Subject to such reservations, a tenant for a term or from year to year or for a life or lives can exclude his landlord as well as
strangers from the demised premises. All this is long established law: see Cole on Ejectment (1857) pp. 72, 73, 287, 458.'

My Lords, I gratefully adopt the logic and the language of Windeyer J. Henceforth the courts which deal with these problems
will, save in exceptional circumstances, only be concerned to inquire whether as a result of an agreement relating to residential
accommodation the occupier is a lodger or a tenant. In the present case I am satisfied that Mrs. Mountford is a tenant, that the
appeal should be allowed, that the order of the Court of Appeal should be set aside and that the respondent should be ordered
to pay the costs of the appellant here and below.

Representation

Solicitors: Park Nelson & Doyle Devonshire for D'Angibau & Malim, Bournemouth ; Bower Cotton & Bower for Richards
& Morgan, Bournemouth .

Appeal allowed with costs in House of Lords and in Court of Appeal. (C. T. B. )

(c) Incorporated Council of Law Reporting for England & Wales
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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 

Declaration of Keith Han in Support of 
Trustee’s Opposition to Defendants 
Bombardier Aerospace Corporation, 
Bombardier Inc., and Learjet, Inc.’s 
Motion to Dismiss Counts 1-3, 6-7, 12-20, 
25, and 31-32 of First Amended Adversary 
Complaint 
 
 

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., Jetcraft Asia Limited, FK Partners 
Limited, Jahid Fazal-Karim, Bombardier 
Aerospace Corporation, Bombardier, Inc., 
Learjet, Inc., 

 Defendants. 
 

 

I, Han Guangyuan, Keith (“Keith Han”), hereby declare as follows: 

Introduction 

1. I am over the age of 18 and have personal knowledge of the facts set forth below 

and, if called upon to testify, would and could competently testify to the matters set forth in this 

declaration (the “Declaration”). 

2. I submit this Declaration in support of the Trustee’s Opposition to Defendant 

Bombardier Aerospace Corporation, Bombardier Inc., and Learjet, Inc.’s Motion to Dismiss 

Counts 1-3, 6-7, 12-20, 25, and 31-32 of Trustee’s First Amended Adversary Complaint (the 

“Opposition”). 

3. I am a partner and the Co-Head of the Restructuring and Insolvency Practice in Oon 

& Bazul LLP, a Singapore law firm. My practice focuses on all manner of complex commercial 

disputes, with a specialisation on restructuring and insolvency law. I have worked on many of the 

leading restructuring and insolvency cases in Singapore in recent years. The International Financial 

Law Review has cited me as a “Rising Star” for Restructuring & Insolvency in Singapore for the 

years 2019, 2020 and 2021. I was also recently been ranked as one of the top 40 lawyers in Asia 

under the age of 40 by Asian Legal Business for 2021.  

4. I have been asked to provide an opinion on (i) whether Singapore law recognises 

the availability of recharacterisation with respect to the 2015 Plane 6 Finance Lease (as defined 

below) and (ii) if so, how the Singapore law on recharacterisation would apply to the 2015 Plane 
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6 Finance Lease. 

5. The facts and opinions set forth in this declaration are based on my professional 

experience, personal knowledge, documents that have come into my possession (including the 

First Amended Adversary Complaint) and/or information furnished to me by the Trustee. Unless 

otherwise stated, I adopt the same abbreviations used in the First Amended Adversary Complaint.  

6.  In summary, the distinction between an “operating lease”1 and a “finance lease”2 

is likely to be recognised under Singapore law, and it is likely that the Singapore courts would 

characterise the 2015 Plane 6 Finance Lease as a finance lease arrangement. Accordingly, I 

disagree with the opinion at page 38 of Bombardier’s Motion to Dismiss First Amended Adversary 

Complaint (“BM”) that recharacterisation is not an available remedy under Singapore law.  

Summary of Key Facts from First Amended Adversary Complaint 

7. On December 10 and 28, 2015, respectively, Zetta PTE transferred $46.3 million 

and then $1 million from its Singapore account to Bombardier Aerospace Corporation 

(“Bombardier”)’s Bank of America bank account in Texas toward the purchase of a Global 6000 

plane (“Plane 6”). Even though Zetta PTE paid Bombardier directly for Plane 6 (using loan 

proceeds from Universal Leader), Zetta PTE did not receive title to Plane 6. Zetta PTE then entered 

into a finance lease arrangement with Glove Assets (not Universal Leader, although both entities 

are controlled by Li Qi) regarding Plane 6.  [FAC ¶ 153.] 

8. On or about December 29, 2015, Zetta PTE entered into a Master Aircraft Finance 

Lease (“2015 Plane 6 MAFL”) with Glove Assets to “lease” Plane 6 under a finance lease 

structure. The 2015 Plane 6 MAFL attached a Supplemental No. 1 Aircraft Finance Lease Purchase 

Option Agreement (the “Supplement” and, together with the 2015 Plane 6 MAFL, the “2015 Plane 

6 Finance Lease”).  [FAC ¶ 158.] 

9. The 2015 Plane 6 Finance Lease was not a “true” or “operating” lease under which 

a lessee and a lessor agree for the lessee to rent an asset at a monthly fair usage charge with the 

 
1 In general, an operating lease is defined as a lease where the lessor retains all the risks and rewards incidental to 
the ownership of the leased assets. 
2 A finance lease is defined as a lease where the lessee is transferred substantially all of the risks and rewards 
incidental to the ownership of the leased assets. 
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lessor retaining the residual ownership interest, and risks attendant to such ownership interest, at 

the conclusion of the lease term.  [FAC ¶ 159.] 

10. Under the terms of the 2015 Plane 6 Finance Lease, the “lessee” was granted the 

full residual economic ownership of the asset, and attendant risks thereto, at the inception of the 

lease in exchange for the payment of principal and interest over the lease term, including a final 

$20 million balloon payment to be paid at the end of the lease. The obligations could not be 

terminated by the lessee unless the lessee paid an onerous prepayment penalty on top of the balance 

amount due to the lessor (details at paragraph 12 below). At the end of the 2015 Plane 6 Finance 

Lease, the lessee would acquire the economic ownership of the asset (which was secured by the 

lessor’s retention of title) pending full payment of the principal and interest (including the final 

balloon payment) due under the term of the lease, at which point the lessee could exercise a 

purchase option for Plane 6 for no additional consideration. [FAC ¶ 160.] 

11. Zetta PTE was obligated to pay $50 million in 60 monthly instalments at an 

effective annual interest rate of 12%, including a final $20 million balloon payment at the end of 

the term. Annex 4 to the Supplement specifically broke down the 60 monthly “lease payment[s]” 

into “principal” and “interest” components to arrive at an effective interest rate over the 60-month 

term of 12%. [FAC ¶ 162.]  A 12% interest rate on a secured aircraft financing was well above the 

market rate.  [FAC ¶ 171.]   

12. If Zetta PTE paid off the balance early, it was required to pay an onerous 

prepayment penalty equal to 50% of the remaining interest due under the 60-month term. Once all 

payments were made, Glove Assets was required to convey title to Zetta PTE. Specifically, before 

the final balloon payment was made, Zetta PTE had the “option” of purchasing the aircraft when 

it paid the balloon payment. However, because Zetta PTE was already obligated to make the 

balloon payment irrespective of whether it exercised the option, Zetta PTE’s exercise of the 

purchase option was for no additional consideration. [FAC ¶ 163.]  The standard market rate for a 

prepayment penalty in the aircraft financing industry ranges between 3% and 5%. [FAC ¶ 172.]   

13. Except for an early termination that triggered the prepayment penalty discussed 
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above, Zetta PTE was obligated to pay all principal and interest for the entire 60-month term. It 

could not otherwise terminate the 2015 Plane 6 Finance Lease.  [FAC ¶ 164.] 

14. Cassidy and Li consistently treated the 2015 Plane 6 Finance Lease as a loan to 

Zetta PTE, and not a true lease or operating lease, in all of their discussions and negotiations. In 

addition, the $50 million loan (subsequently used to fund the purchase price for Plane 6) was 

recorded on the Debtors’ books and records as a loan to Zetta PTE and Plane 6 was carried as an 

asset on Zetta’s consolidated balance sheet. As a director of Zetta PTE, Li reviewed the books and 

records of Zetta PTE and affirmatively approved the description of the 2015 Plane 6 Finance Lease 

as a loan to Zetta PTE, and not a lease, and Plane 6 as an asset of Zetta PTE.  [FAC ¶ 165.] 

Opinion 

I. Singapore law recognises the availability of contract recharacterisation for disguised 

borrowing. 

15. As a preliminary point, Singapore law recognises the availability of 

recharacterisation of contracts in a variety of context, including that of a disguised borrowing.  

16. In the case of Agnew v Commissioner of Inland Revenue [2001] 3 WLR 454 

(“Agnew”) (cited with approval by the Singapore High Court in the case of Jurong Data Centre 

Development Pte Ltd v M+W Singapore Pte Ltd [2011] 3 SLR 337 (“Jurong Data”) at [72]), the 

Singapore High Court set out a two-stage process for characterising a contract: 

a)  First, the Court will seek to gather the intentions of the parties from the language 

that they have used in the contract and establish the rights and obligations which 

the parties intended to grant each other as a matter of fact; and 

b) Second, the Courts will decide how those rights and obligations ought to be 

classified as a matter of law; if the parties’ intention, properly gathered from the 

language of the contract, was to impose obligations and create rights inconsistent 

with the contract’s label, then the contract will be construed in accordance with the 

language and not the label of the contract.3   

 
3 Agnew and another v Commissioner of Inland Revenue [2001] 3 WLR 454 at page 466. 
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17. Specific to the context of lease agreements, the law in Singapore generally 

recognises the distinction between finance lease agreements and operating lease agreements: for 

instance see Section 10D of the Singapore Income Tax Act (“ITA”). Section 10D(3) of the ITA 

defines a “finance lease” as a lease that has the effect of transferring substantially the obsolescence, 

risks or rewards incidental to ownership of the leased property to the lessee, while an “operating 

lease”  is defined as any other lease other than a finance lease.  

18. The law of contracts in Singapore is mainly derived from statutes and case law. As 

there are no statutes relating to the recharacterisation of leases in relation to aircraft, the legal 

principles relating to ownership, leasing and security of aircraft are to be found in the applicable 

case law.  

19. To date, the Singapore Courts have yet to specifically consider the distinction 

between a finance lease and an operating lease. That said, the Singapore Courts generally regard 

English case law on commercial matters as having significant persuasive value, including in 

relation to contract and insolvency matters. In this regard, the English Court has clearly 

distinguished between the two categories of leases in the case of On Demand Information plc v 

Michael Gerson (Finance) plc [2001] 1 WLR 155 (“On Demand”), and noted that the distinction 

between a finance lease and an operating lease will usually be evident from the terms of the 

contract between the lessor and the lessee. In that case, the English Court also noted that in an 

operating lease, the lessor retains most of the risks and rewards associated with the ownership of 

an asset, whereas it is the lessee who has substantially all of the risks and rewards associated with 

ownership in a finance lease.4  

20. In the case of On Demand, the English Court was asked to characterise leases 

relating to computer equipment which had an initial term of 36 months (the “primary period”). 

The lessee paid substantial quarterly rent for the equipment pursuant to the leases, which when 

totalled up was sufficient to cover the lessor’s costs of the equipment, as well as interest and profit. 

Thereafter, the lessee could continue the lease for one or more periods of 12 months for a single 

 
4 On Demand Information plc v Michael Gerson (Finance) plc [2001] 1 WLR 155 (“On Demand”) at page 158. 
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modest payment made on the first day of any such periods. The lessee was also not allowed to 

terminate the lease prior to the end of the primary period.5 

21. The Court found that the leases for the computer equipment were finance leases, 

even though the leases were not expressly labelled as such. The English Courts further found that 

“the absence of any “reversion” of significant value, after the termination of On Demand’s finance 

leases, gives force to Dr Oditah's [the claimant’s solicitor’s] submission that Michael Gerson’s 

[the lessor’s] real interest in the finance leases was a financial interest.6 

22. The On Demand case was subsequently cited with approval in the case of Celestial 

Aviation Trading 71 Limited v Paramount Airways Private Ltd [2011] All ER (Comm) 259 

(“Celestial”), where the English High Court applied the distinction between a finance lease and 

an operating lease to aircraft leases. The Court in Celestial noted that unlike in the case of On 

Demand, the aircraft leases in the case of Celestial were mere operating leases rather than finance 

leases, as the aircraft leases in Celestial only granted the lessee a right to possession of the aircraft 

for a period which was substantially less than the aircraft’s useful economic life. Further, rent 

pursuant to the aircraft leases was not calculated on the basis of recouping the cost of the aircraft 

together with interest and profit, unlike the leases in On Demand.7 These features of the leases 

meant that the lessor still retained most of the risks and rewards of ownership of the aircraft, 

indicating that the leases are operating leases. 

23. The English Court has also recharacterised a lease labelled as an operating lease to 

a finance lease in the more recent case of School Facility Management v Governing Body of Christ 

the King College [2020] EWHC 118 (Comm) (“SFM”), which involved a lease for a modular 

building and associated equipment by a school lessee.  

24. In determining whether the lease amounts to a form of borrowing as a finance lease, 

the Courts noted that it must consider the economic substance of the transaction and that the 

 
5 On Demand at pages 158 and 159. 
6 On Demand at page 171. 
7 Celestial Aviation Trading 71 Limited v Paramount Airways Private Ltd [2011] All ER (Comm) 259 (“Celestial”) 
at [54] and [55]. 
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determination of the issue does not turn on how the transaction is structured or labelled.8 The lease 

would be classified as a finance lease if it is a lease that transfers substantially all the risks and 

rewards incidental to the ownership of the asset to the lessee.9 The Courts noted the following 

features of a lease that would generally lead to the lease being classified as a finance lease: (i) the 

lease transfers ownership of the asset to the lessee by the end of the lease term; (ii) the lessee has 

an option to purchase the asset at a price that is expected to be significantly lower than the fair 

value of the asset; (iii) the lease term is for a major part of the economic life of the asset even if 

title is not transferred; (iv) the lease payments amount to at least substantially all of the fair value 

of the leased assets; or (v) the leased asset is of such a specialised nature that only the lessee can 

use them without major modification.10 

25. In the case of SFM, the Courts noted that features (iii) – (v) were all present in the 

lease in question. As such, the Courts found that the lease for the building was a finance lease and 

constituted borrowing.  

II. The Singapore Courts could recharacterise the 2015 Plane 6 Finance Lease as a 

finance lease. 

26. As would be evident from the English cases discussed above, the position under 

English law on recharacterisation is now well settled. The following principles may be drawn from 

the English cases:  

a) The Court will look to the economic substance of the transaction, rather than rely on mere 

labels; and 

b) Where the lease in question transfers substantially all the risks and rewards incidental to 

the ownership of the asset to the lessee, it is likely to be construed by the English Court as 

a finance lease. 

27. Given that the English position is well settled, I consider that the Singapore Court 

is very likely to follow the English position.  

 
8 SFM at [178]. 
9 SFM at [180]. 
10 SFM at [184]. 
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28. Therefore, applying the abovementioned principles to the present case the 

Singapore Court is likely to look at the economic substance of the 2015 Plane 6 Finance Lease to 

determine whether the 2015 Plane 6 Finance Lease had transferred substantially all the risks and 

rewards incidental to the ownership of Plane 6 to the lessee, Zetta PTE. If so, the 2015 Plane 6 

Finance Lease is likely to be construed by the Singapore Court as a finance lease.  

29. I am of the opinion that the Singapore Court is likely to find that the Plane 6 Finance 

Lease contains the features of a finance lease as noted by the English Courts in the case of SFM 

(set out at paragraph 24 above).  

30. In particular, the following features of the 2015 Plane 6 Finance Lease indicate that 

the 2015 Plane 6 Finance Lease had transferred substantially all of the risks and rewards incidental 

to the ownership of Plane 6 to Zetta PTE: (i) there is an option for the lessee to purchase Plane 6 

for no additional consideration after payment of all amounts due under the 2015 Plane 6 Finance 

Lease has been made; (ii) the lease payments amount to substantially all of the fair value of the 

lease assets and each lease payment was specifically noted to be the sum of a “principal” 

component and an “interest” component; (iii) the lessee cannot terminate its obligations under the 

2015 Plane 6 Finance Lease except by payment of the onerous termination penalty equal to 50% 

of the remaining interest due to the lessor, on top of the remaining balance due under the 2015 

Plane 6 Finance Lease; and (iv) the lessee’s books and records recorded Plane 6 as an asset and 

also recorded the liabilities owed to the lessor as a loan.  

 

Conclusion 
 

31. In conclusion, under Singapore law, the Courts are likely to recharacterise the 2015 

Plane 6 Finance Lease as a finance lease as opposed to an operating lease since the 2015 Plane 6 

Finance Lease has transferred the risks and rewards incidental to the ownership of Plane 6 to the 

lessee, Zetta PTE. Accordingly, I disagree with the reference at page 38 of BM that 

recharacterisation is not an available remedy under Singapore Law 

 
[Signature page follows] 
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I declare under penalty of perjury that the foregoing is true and correct.  Executed on 6 

January 2022, in Singapore. 

 

     ___________________________ 

     Keith Han 
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Celestial Aviation Trading 71 Ltd v Paramount Airways Private Ltd

Overview   |   [2010] EWHC 185 (Comm),    |   [2011] 1 All ER (Comm) 259, [2011] 1 Lloyd's Rep 9,    |   [2010] All 
ER (D) 146 (Feb)

Celestial Aviation Trading 71 Ltd v Paramount Airways Private Ltd [2011] 1 All ER 
(Comm) 259

[2010] EWHC 185 (Comm)

QUEEN'S BENCH DIVISION (COMMERCIAL COURT)

HAMBLEN J

28, 29 JANUARY, 1, 2, 11 FEBRUARY 2010

Stephen Cogley (instructed by Andrew Jackson Solicitors, Hull) for Paramount.

Timothy Saloman QC and Nicholas Craig (instructed by Allen & Overy LLP) for Celestial.

Equity — Forfeiture — Relief — Jurisdiction of court — Aircraft leased to defendant for term of eight years — 
Defendant having bare possessory rights in aircraft without right to buy at end of term — Aircraft having useful 
economic life well in excess of term of lease — Defendant defaulting on rent — Claimant seeking possession of 
aircraft — Defendant applying for relief against forfeiture — Whether court having jurisdiction to grant relief — 
Whether jurisdiction dependent on lessee having proprietary or expectant proprietary interest.

The claimant was the owner of three aircraft, which it leased to the defendant under three aircraft specific lease 
agreements for a term of eight years. The aircraft had a useful economic life well in excess of that, and ownership 
was not transferred to the defendant at the end of the term. The leases were therefore for only a proportion of the 
economic life of the aircraft and the residual value, reward and risk rested with the claimant. The common terms of 
the lease agreements set out detailed terms governing the procedures and operating condition of the aircraft at 
redelivery. The claimant had the right to terminate the leases if the defendant defaulted, and take possession of the 
aircraft. The defendant failed to make the required payments of rent under all three contracts. The claimant applied 
for, and was granted, summary judgment in respect of money due under the agreements. The court made a 
declaration that the contracts had been terminated as a result of the defendant's failure to pay the claimant, and the 
claimant sought possession of the aircraft. In the instant proceedings, the defendant applied for relief against 
forfeiture. The claimant argued, inter alia, that the court had no jurisdiction to grant relief against forfeiture on the 
basis that the right to bare possession of a chattel for a term was insufficient to attract the relief jurisdiction. It 
argued that there had to be not merely a possessory right but also a proprietary or expectant proprietary right, such 
as in hire purchase agreements where ownership passed to the hirer at the end of the term.
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Held – The court had no jurisdiction to grant relief against forfeiture in respect of the aircraft leases. The relief 
jurisdiction could apply to contracts which transferred possessory rights only, where the hirer or lessee was to 
keep possession of the chattel indefinitely. Such a case was analogous to one in which the hirer or lessee 
ultimately acquired ownership. In both cases, the expectation was that the lessor would not get the chattel back. 
In such circumstances, the lessor's continuing interest in the chattel was essentially an economic one. In 
substance, it was more of a security interest than an ownership interest. In the instant case, however, the 
defendant only had a right to possess the aircraft for a proportion of its economic life. The claimant therefore 
retained many of the risks and rewards of ownership. It could not be

 [*260] 

said that the essential purpose of the forfeiture provision was as 'security' for the payment of rent. An essential 
purpose of the provision was to secure the claimant's ability to be released from the leases and to have the 
aircraft returned where the defendant was in default. Furthermore, the consequence of the relief jurisdiction 
being exercisable in cases such as the instant one was likely to cause significant uncertainty in the aviation 
sector, which was a powerful practical policy reason why there should be no relief jurisdiction in such cases (see 
[41]–[42], [48], [52]–[54], [57], [63]–[65], [72]–[74], [123] below).

Shiloh Spinners Ltd v Harding[1973] 1 All ER 90, Scandinavian Trading Tanker Co AB v Flota Petrolera 
Ecuatoriana, The Scaptrade[1983] 2 All ER 763 and More OG Romsdal Fylkesbatar AS v The Demise Charters 
of the Ship Jotunheim OG [2005] 1 Lloyd's Rep 181 considered.

On Demand Information plc (in administrative receivership) v Michael Gerson (Finance) plc[2000] 2 All ER 
(Comm) 513 distinguished.

Afovos Shipping Co SA v Pagnan, The Afovos [1980] 2 Lloyd's Rep 469; rvsd[1982] 3 All ER 18, [1982] 1 WLR 
848, CA; affd[1983] 1 All ER 449, [1983] 1 WLR 195, HL.

Campbell Discount Co Ltd v Bridge[1962] 1 All ER 385, [1962] AC 600, [1962] 2 WLR 439, HL.

Goker v NWS Bank plc[1999] GCCR 1507, CA.

Hill v Barclay (1811) 18 Ves 56, 34 ER 238, [1803–13] All ER Rep 379, LC.

More OG Romsdal Fylkesbatar AS v The Demise Charters of the Ship Jotunheim OG[2004] EWHC 671 (Comm), 
[2005] 1 Lloyd's Rep 181.

On Demand Information plc (in administrative receivership) v Michael Gerson (Finance) plc[2002] UKHL 13, 
[2002] 1 All ER (Comm) 641, [2003] 1 AC 368, [2002] 2 WLR 919; rvsg in part[2000] 2 All ER (Comm) 513, 
[2001] 1 WLR 155, CA; affg[1999] 1 All ER (Comm) 512.

Sanders v Pope (1806) 12 Ves 282, 33 ER 108, LC.
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Scandinavian Trading Tanker Co AB v Flota Petrolera Ecuatoriana, The Scaptrade[1983] 2 All ER 763, [1983] 2 
AC 694, [1983] 3 WLR 203, HL; affg[1983] 1 All ER 301, [1983] QB 529, [1983] 2 WLR 248, CA; affg [1981] 2 
Lloyd's Rep 425.

Shiloh Spinners Ltd v Harding[1973] 1 All ER 90, [1973] AC 691, [1973] 2 WLR 28, HL.

Sport International Bussum BV v Inter-Footwear Ltd[1984] 1 All ER 376, [1984] 1 WLR 776, CA; affd[1984] 2 All 
ER 321, [1984] 1 WLR 776, HL.

Steedman v Drinkle[1916] 1 AC 275, [1914–15] All ER Rep 298, PC.

Stickney v Keeble[1915] AC 386, [1914–15] All ER Rep 73, HL.

Transag Haulage Ltd v Leyland DAF Finance plc[1994] 2 BCLC 88.

Union Eagle Ltd v Golden Achievement Ltd[1997] 2 All ER 215, [1997] AC 514, [1997] 2 WLR 341, PC.

Whiteley Ltd v Hilt[1918] 2 KB 808, [1918–19] All ER Rep 1005.

Application

The defendant Paramount Airways Private Ltd applied for relief against forfeiture following the grant of summary 
judgment on 4 December 2009

 [*261] 

([2009] EWHC 3142 (Comm)) by Teare J in favour of the claimant, Celestial Aviation Trading 71 Ltd, in respect of 
its claim against the defendant concerning money due under three leases, by which the claimant had let three 
aircraft to the defendant. Summary judgment was in the sum of $US791,944.54. The facts are set out in the 
judgment.

Judgment was reserved.

11 February 2010. The following judgment was delivered.

HAMBLEN J.
Introduction and background

[1] The general background to these proceedings is set out in the judgment of Teare J of 4 December 2009 ([2009] 
EWHC 3142 (Comm)) whereby he gave judgment for the claimant (Celestial), the owner of three Embraer 175 
aircraft (the aircraft) leased to the defendant (Paramount) under three aircraft-specific lease agreements each dated 
29 July 2005 (the ASLAs), against Paramount on its application for summary judgment in respect of Celestial's 
claim for moneys due under the ASLAs. He gave judgment in the sum of $US791,944·54. Further, he ordered, 
without prejudice to Paramount's contention that the ASLAs had been validly terminated on 14 October 2009, that 
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various payments be made to Celestial by Paramount on an ongoing basis on various dates each month. He also 
ordered Paramount to permit Celestial to inspect the aircraft (including records) by 18 December 2009; this was on 
account of, amongst other things, Celestial's concerns over the maintenance of the aircraft.

[2] On its application for summary judgment Celestial had also sought delivery up of the aircraft leased under the 
ASLAs (and various declarations including a declaration that the ASLAs had been validly terminated). However, 
shortly before the hearing of Celestial's application on 24 November 2009 Paramount contended that it should have 
relief from forfeiture. Teare J decided that this question was arguable and gave directions for an expedited trial. At a 
further hearing before me on 19 January 2010 I gave further directions including an order, in light of the fact that 
disputes had arisen about whether Celestial had been given a proper opportunity to inspect the aircraft, that issues 
relating to the maintenance and operation of the aircraft be left to be determined, if necessary, at a further trial (to 
commence on 19 April 2010). The present trial concerns whether Paramount is entitled to relief against forfeiture on 
the basis that the only breach giving rise to the right to terminate is the failure to pay moneys due as held by Teare 
J.
The issues

[3] There are essentially two issues for determination, namely: (1) whether the court has jurisdiction to grant relief 
from forfeiture in relation to an aircraft operating lease of the type and on the terms of those before the court; and 
(2) if so, whether it is appropriate for the court, in the exercise of its discretion, to grant such relief.

 [*262] 
The witness evidence

[4] At the trial I heard oral evidence from four witnesses of fact, namely: (1) Mr M Thiagarajan—the managing 
director of Paramount (by video link); (2) Mr Dermot Manifold—the vice-president in marketing operations for 
General Electric Capital Aviation Services ('GECAS'—the owner of Celestial, which is a leasing vehicle) who 
monitors the availability of aircraft within the GECAS fleet and identifies potential customers for aircraft; (3) Mr 
Adam Law—a senior vice-president and counsel of GECAS who was involved in the decision-making processes of 
GECAS with respect to Paramount; and (4) Ms Leona Drennan—an operations associate within GECAS who was 
from July 2009 responsible for managing the Paramount account.

[5] Celestial also served a statement from Mr Kuber Dewan—a lawyer in India who was involved in the application 
for deregistration lodged with the Directorate General of Civil Aviation (DGCA) in November 2009 by GECAS, who 
was not required to be called.

[6] Both sides also served expert reports on the effect of the Indian Foreign Exchange Management Act 1999 in the 
context of the operating leases of commercial aircraft from Indian lawyers, Ms Fereshte Sethna for Celestial and Mr 
Rahul Balaji for Paramount. There was a large measure of agreement between the experts and it was considered 
unnecessary that they be called, although both sides reserved the right to comment on the other's expert evidence.
The terms of the ASLAS
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[7] On 29 July 2005 GECAS concluded an aircraft lease common terms agreement with Paramount (the CTA). The 
CTA was concluded in anticipation of Paramount concluding a number of leases with GECAS or one or more of its 
subsidiaries which were to be concluded on the terms of an aircraft-specific lease agreement.

[8] On the same day Celestial concluded the ASLAs with Paramount. The ASLAs are all, save for the scheduled 
delivery dates, in materially identical terms and each one expressly incorporates the terms of the CTA. The term of 
each of the ASLAs is eight years from the date of delivery of each of the aircraft.
The payments required to be made by Paramount to Celestial: clause 5

[9] Clause 5 of the CTA which was incorporated into each of the ASLAs defines the payment obligations of 
Paramount. There are essentially three types of payment that are required to be made by Paramount, namely: (1) 
rent, being the moneys paid to lease the aircraft, (2) supplemental rent, being moneys to be paid by Paramount on 
account of the maintenance costs associated with the aircraft and (3) deposit, being moneys paid as security for all 
of Paramount's obligations under each of the ASLAs. (There is also an obligation to indemnify Celestial in respect 
of any expenses incurred by it in and about enforcing or preserving its rights under the particular ASLA or in respect 
of repossession of the aircraft).

[10] As regards (1), rent, by cl 5.3 Paramount is required to pay 'Rent' (being the amount agreed in each ASLA) in 
advance on each 'Rent Date' (which is the first day of each 'Rental Period'. Each rental period is of one calendar 
month duration; the first such period starts on the date that the relevant aircraft is offered for delivery to Paramount. 
By sub-cl (a), 'Lessor must receive value for the payment on the Rent Date'. In essence, by this clause Paramount 
is

 [*263] 

required to ensure that Celestial receives rent in advance on a monthly basis on the same date each month for 
each aircraft. Rent is due to Celestial pursuant to the terms of the CTA as incorporated into the ASLAs as follows: 
(1) for the aircraft with registration no MSN 17000126 VT-PAD by the latest the ninth day of each month (earlier if 
such was a non-business day; the rent due being $US217,768·30); (2) for the aircraft with registration no MSN 
17000137 VT- PAE by the latest the fourth day of each month (earlier if such was a non-business day; the rent due 
being $US215,325); and (3) for the aircraft with registration no MSN 17000147 VT-PAF by the latest the twenty-
seventh day of each month (earlier if such was a non-business day; the rent due being $US219,670·65).

[11] As regards (2), supplemental rent, by cl 5.4 Paramount is required to pay 'Supplemental Rent' by the fifteenth 
day of each calendar month on account of the usage of the particular aircraft in the preceding calendar month.

[12] In relation to (3), deposits, by cl 5.1 Paramount is required to pay Celestial any deposit specified in each ASLA. 
Further, (1) by cl 5.13 if Paramount fails to comply with any term of any of the ASLAs ('Other Agreements' being 
any ASLA concluded with Paramount by Celestial) Celestial is entitled to apply part or all of the deposit against 
obligations owed by Paramount to Celestial (or its affiliates). Insofar as such right is exercised Paramount is 
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required, following a demand in writing from Celestial, to restore the deposit to the level at which it previously stood; 
(2) by cl 5.14 if Paramount is required or elects to provide Celestial with a letter of credit in the place of a cash 
deposit as security for all of Paramount's obligations, such is (at the option of Celestial) to be confirmed at 
Paramount's expense by the London or New York branch of a major international bank which is acceptable to 
Celestial (in its sole discretion). Further (i) by sub-cl (b), the letter of credit so provided can, if Celestial agrees, 
expire before the end of the term of the ASLA; however, if it does it is required to be 'renewed, extended or reissued 
and delivered to [Celestial] not later than six (6) months prior to its expiry'; (ii) by sub-cl (d), on the occurrence of an 
event of default Celestial is entitled on demand to draw down on the letter of credit.

[13] Common to all of the types of payment that are to be made by Paramount to Celestial (viz (1), (2) and (3)) are: 
(1) by cl 5.5 all payments made by Paramount to Celestial 'will be made for value on the due date in Dollars and in 
immediately available funds … by wire transfer to: BNP Paribas, London'; (2) by cl 5.3(c) it is agreed that—

'all payments to be made by [Paramount] to [Celestial] under Lease shall be made without prior demand to [Celestial]. 
Without prejudice to such right of [Celestial], for facilitation purposes only before the Exchange Control Authority of India, 
[Celestial] agrees to remit invoices for the payments of Rent under the Lease no later than 10 days before the Rent Date. 
Either the non-remittance or non-receipt of any such invoice by Lessor shall not excuse or release [Paramount] of its 
obligation to pay Rent, which [Paramount] acknowledge and agree are absolute and unconditional obligations';

(3) by cl 5.16 Paramount is liable, on demand from Celestial, to pay interest at a rate of six month LIBOR plus 5% 
(see the definition in Sch 1 to the CTA) if it fails to pay any amount due to it on time.

[14] Clause 5.12 states as follows:
 [*264] 

'The Lease is a net lease. [Paramount's] obligations to pay Rent and to perform all of its other obligations is absolute and 
unconditional no matter what happens and no matter how fundamental or unforeseen the event. [Paramount] shall not 
regard its obligations as ended, suspended or altered in any way because of any defence, set-off, counterclaim, 
recoupment or other right of any kind or of any other circumstance.'

[15] In addition, cl 15.6 provides as follows: 'The time stipulated in the Lease for all payments payable by 
[Paramount] and the prompt, punctual performance of [Paramount's] obligations under the Lease are of the 
essence of the Lease.'
Celestial's covenants: clause 7

[16] By cl 7 of the CTA Celestial makes two covenants with Paramount which are both expressly conditional on the 
fact that 'no Event of Default has occurred and is continuing'. (1) Clause 7.1 provides: 'So long as no Event of 
Default has occurred and is continuing, [Celestial] will not interfere with [Paramount's] right to quiet use and 
possession of the Aircraft during the Term.' (2) By cl 7.2 Celestial agrees (in circumstances where supplemental 
rent is due), 'provided no Event of Default has occurred and is continuing, [Celestial] will pay the following amounts 
to [Paramount] by way of contribution to the cost of maintenance of the Aircraft'. Such payment from Celestial is 
only due upon receipt by it of an invoice with supporting documentation evidencing performance of the specified 
work by the maintenance performer (being a person who is (i) approved and internationally recognised by the 
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Federal Aviation Administration (FAA) or Joint Aviation Authorities (JAA) to perform maintenance/modification 
services on commercial aircraft and (ii) agreed by both Celestial and Paramount: see the definition in Sch 1 to the 
CTA).
Paramount's covenants: clause 8

[17] Paramount gives a number of undertakings or covenants to Celestial under cl 8 of the CTA.

[18] By cl 8.2 it agrees to provide certain information to Celestial including, amongst other things: (1) at 8.2(a), to 
provide Celestial with a technical report (meaning a monthly report of the flight hours, cycles, engine flight hours 
and engine cycles operated by the airframe and engines for each calendar month: see Sch 1 to the CTA) within ten 
days of the end of each calendar month. It was on the basis of this report that Celestial could calculate the amount 
of supplemental rent due for the preceding month. This supplemental rent became expressly due and payable on 
the fifteenth day of each month; (2) at 8.2(b), promptly to provide Celestial with financial information (meaning (i) if 
requested by Celestial the consolidated management accounts of Paramount for the most recent financial quarter 
and (ii) Paramount's audited balance sheet and profit and loss statement for each year of the particular ASLA within 
120 days of such year end: see Sch 1 to the CTA); (3) at 8.2(d), to notify Celestial of any default (meaning any 
event of default: see Sch 1 to the CTA); (4) at 8.2(f), to provide Celestial with any information about the location, 
condition use and operation of the aircraft or concerning the business or financial affairs of Paramount as Celestial 
might from time to time request.

[19] By cl 8.5 Paramount agrees to permit Celestial's representatives access to the aircraft (including the 
documentary records) at any reasonable time.

 [*265] 

[20] By cl 8.10 Paramount agrees to maintain, overhaul and repair the aircraft so as, amongst other things, to 
ensure that it is kept in as good operating condition and repair as on delivery (subject to fair wear and tear).

[21] By cl 8.11 Paramount agrees, amongst other things: (1) by sub-cl (c) not to install an engine or part from an 
aircraft leased under an ASLA on another aircraft owned or leased by it where an event of default has occurred and 
is continuing; (2) by sub-cl (d) not to install any engine or part on any aircraft leased under an ASLA if an event of 
default has occurred and is continuing.
Default: clause 13

[22] Clause 13.1 provides as follows:
'The occurrence of any of the Events of Default will constitute a repudiation (but not a termination) of the Lease by 
[Paramount] (whether the occurrence of any such Event of Default is voluntary or involuntary or occurs by operation of Law 
or pursuant to or in compliance with any judgment, decree or order of any court or any order, rule or regulation of any 
Government Entity.'

[23] The events of default themselves are set out in Sch 9 to the CTA and include: (1) a failure to make scheduled 
payments within two business days of the due date or non-scheduled payments within five days of the due date (a); 
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(2) Paramount fails to renew any letter of credit within the timeframe required by cl 5.14 (m(iv)); (3) any 
authorisation required by Paramount to obtain and transfer freely US dollars is 'modified in a manner unacceptable 
to Lessor or is withheld or is revoked, suspended, cancelled, withdrawn, terminated or not renewed, or otherwise 
ceases to be in full force' (f); (4) some event occurs which Celestial, in its reasonable opinion, believes might have a 
material adverse effect on the financial condition or operations of Paramount or on the ability of Paramount to 
comply with its obligations under the particular ASLA (l); (5) Paramount challenges the rights of Celestial as owner 
or lessor of the aircraft (i); (6) an event of default occurs under any other agreement between Celestial and 
Paramount (partly, (e)); (7) a failure to remedy any failure of any other provision not specifically identified in Sch 9 
within ten days of being asked to do so by Celestial (b).

[24] Upon the occurrence of an event of default, cl 13.2 provides:
'[Celestial] may at its option (and without prejudice to any of its other rights under the Lease and/or otherwise), at any time 
thereafter (without notice to [Paramount] except as required under applicable Law):

(a)  accept such repudiation and by notice to [Paramount] and with immediate effect terminate the leasing of the Aircraft 
(but without prejudice to the continuing obligations of [Paramount] under the Lease), whereupon all rights of [Paramount] 
under the Lease shall cease; and/or

(b)  proceed by appropriate court action or actions to enforce performance of the Lease or to recover damages for the 
breach of the Lease; and/or

(c)  either:

(i)  take possession of the Aircraft …

(ii)  by serving notice require [Paramount] to redeliver the Aircraft to Celestial at the Redelivery Location (or such other 
location as [Celestial] may require.'

 [*266] 
The outline factual history

[25] The aircraft were delivered to Paramount by Celestial as follows: (1) aircraft 126 was delivered on 9 August 
2006; (2) aircraft 137 was delivered on 4 October 2006; and (3) aircraft 147 was delivered on 27 October 2006.

[26] Celestial contended that from soon after delivery of each of the aircraft Paramount became late in its payments 
of rent and supplemental rent. This led Celestial to send to Paramount a number of notices of default on account of 
its payment defaults. The history of defaults/notices of default will be addressed further below. For the present I 
shall focus on the immediate history leading up to the defaults giving rise to the exercise of the right to terminate in 
October 2009.

[27] On 10 July 2009 Celestial sent Paramount a default notice by reason of the fact that as at that date a total of 
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$US821,213·42 was due and owing. This non-payment was not remedied and, accordingly, on 20 July 2009 
Celestial sent a grounding notice to Paramount.

[28] These moneys were finally paid late and in breach of contract. However, Paramount then failed to pay rent due 
on 27 July 2009 (for aircraft 147) and 4 August 2009 (for aircraft 137) in addition to supplemental rent which should 
have been paid on 15 July 2009. Accordingly, on 5 August 2009 Celestial sent Paramount a further default notice, 
there being due and owing a total of $US624,995·65 at that time (as set out in the appendix to the notice).

[29] Paramount eventually paid this sum (with late payment interest), but then failed to pay rent due for aircraft 147 
when due on 27 August 2009 in the sum of $US219,670·65.

[30] On 2 September 2009 Celestial sent another default notice. This was not paid and the debt due to Celestial 
increased to $US653,681·91 by 9 September 2009.

[31] Thereafter Celestial sent: (1) a notice of continuing default and final warning on 10 September 2009 for the 
continued non-payment of rent and supplemental rent amounting to $US 653,681·91; (2) a grounding notice on 16 
September because, in continued breach of contract, Paramount failed to pay the moneys due; (3) a further default 
notice on 17 September (on account of the failure on the part of Paramount to maintain aircraft 137 in good 
operating condition); (4) a further grounding notice on 24 September 2009 because the moneys due remained 
outstanding; (5) a reiteration of the grounding notice and warning on 25 September 2009. This notice made clear 
that $US215,540·18 remained outstanding (some payment having been made by Paramount), that no response 
had been received to the default notice of 17 September and that there had been a failure to pay supplemental rent 
(which had been invoiced on 23 September 2009); (6) a notice of continuing event of default and warning on 5 
October 2009 on account of the continuing failure of Paramount to pay supplemental rent (totalling $US136,951·27) 
due on 15 September and rent for aircraft 147 on 25 September in the sum of $US219,670·65 and for aircraft 137 
on 2 October in the sum of $US215,325, as set out in Apps A and B to the notice. These sums remained due and 
owing at the time of the termination notice.

[32] Finally, on 14 October 2009 Celestial served a termination notice on Paramount.

[33] In the period running up to the 14 October 2009 termination notice Paramount was also in default in relation to 
the letters of credit required to be provided.

 [*267] 

[34] Celestial had agreed that Paramount could provide it with confirmed letters of credit on account of its deposit 
obligations under each of the ASLAs. The relevant letters of credit (issued respectively on 24 September 2008 and 
17 December 2008) were all confirmed by Deutsche Bank in March 2009; one was due to expire on 24 September 
2009 and the others on 17 December 2009.
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[35] On 5 August 2009 Ms Leona Drennan of GECAS advised Paramount that it needed to renew the letter of credit 
it had provided in respect of aircraft 126, such being due to expire on 24 September 2009.

[36] This request was then repeated on 10 August and 12 August with no response from Paramount; on 13 August 
Mr Aashish Sonawala of GECAS sought clarification from Paramount of, amongst other things, the renewal of the 
letter of credit and was advised the same day that '[i]t will be renewed as per agreement'. Thereafter, Paramount 
was reminded of its obligation to renew on a number of further occasions; it advised that it was under renewal, but a 
renewed letter of credit was not received.

[37] On 11 September 2009 Celestial again asked for an update on the extension, advising that it would have to 
place the drawdown documentation with Deutsche Bank.

[38] On 16 September 2009 Leona Drennan received by e-mail from Paramount a swift message from Andhra Bank 
to Deutsche Bank (dated 15 September 2009) in which it was stated that it had been approached by Paramount to 
extend the validity period of the existing letter of credit and that it intended to do so on 20 September 2009. Nothing 
was received from Paramount on 20 September and accordingly, Ms Drennan again asked for advice as to the 
status of the renewal.

[39] In the absence of any response from Paramount and as the security was due, imminently, to lapse, Celestial 
drew down on the letter of credit as it was entitled to under the ASLA for aircraft 126. By this time, Paramount had 
been in breach of contract for almost six months.

[40] On the evening of 24 September 2009 a further swift message was sent to Deutsche Bank by Andhra Bank 
advising that the letter of credit had been renewed to 22 September 2010, but for a lesser amount, as Paramount 
claimed the right to reduce the amount. The audited accounts required to justify such a reduction had not been 
provided and so, as the reduction had not been agreed, there was no entitlement so to do. In addition, this letter of 
credit was not, in any event, confirmed by Deutsche Bank as was required by Celestial.
Jurisdiction to grant relief against forfeiture

[41] There was a major issue between the parties as to whether the court has jurisdiction to grant relief against 
forfeiture (the relief jurisdiction) in relation to aircraft leases such as those in the present case. Celestial submitted 
that this equitable jurisdiction had never previously been held to be exercisable in relation to such leases, or any 
like agreements. Paramount submitted that the jurisdiction should be held to be exercisable in relation to 
possessory leases such as these, and relied in particular on the decision in More OG Romsdal Fylkesbatar AS v 
The Demise Charters of the Ship Jotunheim OG[2004] EWHC 671 (Comm), [2005] 1 Lloyd's Rep 181 in which it 
was held to be exercisable in relation to a bareboat charter.

[42] The authorities indicate that in order to determine whether there is jurisdiction to grant relief against forfeiture 
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the following considerations are of particular relevance: (1) whether the contract involves the transfer of proprietary 
or possessory rights: see Scandinavian Trading Tanker Co AB v

 [*268] 

Flota Petrolera Ecuatoriana, The Scaptrade[1983] 2 All ER 763, [1983] 2 AC 694; (2) if so, whether: (i) 'it is possible 
to state that the object of the transaction and of the insertion of the right to forfeit is essentially to secure the 
payment of money'; and/or (ii) 'the primary object of the bargain is to secure a stated result which can effectively be 
attained when the matter comes before the court, and where the forfeiture provision is added by way of security for 
the production of that result': see Shiloh Spinners Ltd v Harding[1973] 1 All ER 90 at 100, 101, [1973] AC 691 at 
722, 723 per Lord Wilberforce; (3) if so, whether reasons of legal policy support the existence of such a jurisdiction: 
see The Scaptrade[1983] 2 All ER 763 at 768, [1983] 2 AC 694 at 703 per Lord Diplock.

[43] Before considering each of these matters it is important to analyse the nature of the ASLAs and to identify their 
most relevant features. In relation to whether the relief jurisdiction exists I consider that the following features of 
particular relevance:

(1) The leases involve transfer of possession of the aircraft during their term to Paramount. The stated term is eight 
years. During the term of the leases the risks and rewards of possession and operation of the aircraft rest with 
Paramount. Paramount has to bear all costs and risks associated with operating, repairing, insuring and returning 
the aircraft.

(2) The aircraft were to be returned to Celestial on completion of the eight-year term, unless earlier terminated. The 
aircraft have a useful economic life of at least 20 years (on Paramount's evidence); 25–30 years (on Celestial's 
evidence). The leases were therefore for only a proportion of the economic life of the aircraft and the residual value, 
reward and risk rested with Celestial.

(3) Ownership is not transferred to Paramount at the end of the term. There is no right to purchase the aircraft 
during or at the expiry of the leases.

(4) Paramount's right to use and possession of the aircraft is conditional in that it is stated that Celestial will not 
interfere with it 'so long as no Event of Default has occurred and is continuing' (cl 7.1 of the CTA).

(5) It is recognised in Sch 6 to the CTA that a subsequent user of the aircraft might need to inspect it prior to 
redelivery and Paramount agreed 'to cooperate reasonably at all times during the Term with Lessor Owner and/or 
such purchaser or such next operator in order to coordinate, assist and grant access for such inspections and/or 
meetings as necessary'.

(6) Schedule 6 to the CTA sets out detailed terms governing the procedures and operating condition of the aircraft 
at redelivery.
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(7) A number of clauses in the CTA indicate that redelivery and transfer back was intended to happen immediately 
upon termination, such as cll 12.1, 13.2(a), (c) and 13.5.

(8) The ASLAs address in considerable detail, amongst other things, the parties' respective obligations; the time for 
performance of obligations; what breaches will be classified as 'Events of Default'; what an 'Event of Default' will 
entitle Celestial to do; how termination can be declared by Celestial and what obligations its act of termination will 
thereupon impose upon the lessee.

(9) Time was stated to be of the essence for all Paramount's payment obligations (cl 15.6).

[44] The consideration provided for use of the aircraft was monthly rent. This was payable in advance (cl 5.3).

[45] The supplemental rent was payable in order to build up a fund to be used to cover major maintenance events 
for the aircraft such as an airframe structural check or engine refurbishment (cll 5.4, 7.2). This was payable on the

 [*269] 

basis of past use according to rates based on the number of flight hours actually used. When the qualifying 
maintenance work was carried out, Paramount was entitled to be paid the costs of the work out of the accrued 
supplemental rent.

[46] The required deposit was to be in a substantial amount (ten months' rent reducing in certain circumstances to a 
minimum of six months' rent) (see cl 5.1). This was meant to provide security for performance of Paramount's 
obligations, including its redelivery obligation. The evidence was that the cost of putting the aircraft into its required 
redelivery condition can be very substantial.

[47] Paramount submitted that if one takes into account both rent and supplemental rent, over the eight-year term of 
the ASLAs they would be paying Celestial more than the cost of the aircraft of about $US26m. However, I do not 
accept that it is appropriate to take supplemental rent into account. As explained above, that was a fund to be used 
for major aircraft maintenance. It was not directed at the cost of purchase of the aircraft, nor did it include any profit. 
If rent alone is taken into account then the full term payments would be in the region of $US21m. In any event the 
$US26m figure takes no account of finance costs and the evidence was that about 84% of the cost of the aircraft 
would have been borrowed at commercial rates of interest. Nor does it include any element of profit. In any event, I 
accept Mr Manifold's evidence that, in common with most aircraft operating leases, the rent payable depended on 
the prevailing supply and demand for aircraft of this type.
(1) Whether the contract involves the transfer of proprietary or possessory rights

[48]The Scaptrade makes it clear that relief against forfeiture is generally limited to contracts which involve the 
transfer of proprietary or possessory rights: see the judgment of Lord Diplock ([1983] 2 All ER 763 at 767, [1983] 2 
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AC 694 at 702). That was a major reason why the House of Lords held that the jurisdiction did not arise in respect 
of a contract of services such as a time charter.

[49] In the present case the leases do not involve the transfer of any proprietary rights. However, they do involve 
the transfer of possessory rights during their term. In that regard the leases are analogous to bareboat charters and 
in The Scaptrade the House of Lords expressly left open the question of the applicability of relief against forfeiture 
to bareboat charters (see [1983] 2 All ER 763 at 769, [1983] 2 AC 694 at 704).

[50] Celestial submitted that the right to bare possession of a chattel for a term was insufficient to attract the relief 
jurisdiction. They stressed that the moveable property cases in which the jurisdiction has been held to exist have 
involved not merely a possessory right but also a proprietary or expectant proprietary right. For example: (1) in 
Goker v NWS Bank plc[1999] GCCR 1507 the dispute concerned a 'deferred purchase agreement' for a car; (2) in 
Transag Haulage Ltd v Leyland DAF Finance plc[1994] 2 BCLC 88 the dispute concerned three hire-purchase 
agreements each for a single vehicle. There was a right to buy each vehicle for £5 at the end of the intended three-
year period of the agreement; (3) in On Demand Information plc (in administrative receivership) v Michael Gerson 
(Finance) plc[2002] UKHL 13, [2002] 1 All ER (Comm) 641, [2003] 1 AC 368 the dispute concerned finance lease 
agreements of video and editing equipment pursuant to which the lessor recouped the cost of the equipment with 
interest, costs and profit by the end of the three-year lease period. At the end of the lease period the lessee was 
entitled to sell the

 [*270] 

equipment to a third party and retain 95% of the sale proceeds; (4) in The Jotunheim [2005] 1 Lloyd's Rep 181 the 
dispute concerned a bareboat charter which provided a hire-purchase agreement pursuant to which at the end of 
term of the charterparty the vessel would belong to the charterers.

[51] Paramount placed particular reliance upon the judgment of Robert Walker LJ in the Court of Appeal judgment 
in the On Demand Information case [2000] 2 All ER (Comm) 513, [2001] 1 WLR 155. In his judgment it was stated 
as follows ([2000] 2 All ER (Comm) 513 at 528–529, [2001] 1 WLR 155 at 170–171):

'I think that Knox J could have based his decision on Transag's possessory rights during the currency of each of the hire-
purchase agreements, as well as on its option to purchase under cl 24 once the agreement had run its course.

Those possessory rights arose under contracts but I cannot accept the submission that those rights, or the rights of On 
Demand under the finance leases, were purely contractual rights if that intensitive implies that they had insufficient 
possessory character to meet the principles which emerge from the authorities considered above.

What was said in [Whiteley Ltd v Hilt[1918] 2 KB 808, [1918–19] All ER Rep 1005] seems to me to be well in line with those 
principles. Whiteleys and Miss Nolan entered into a hire-purchase agreement for the hire of a piano, which Miss Nolan 
purported to sell to the defendant. Whiteleys sued the defendant for detinue or conversion, and the real issue was as to the 
measure of damages. Warrington LJ said:

“The nature of the interest taken by the hirer under the agreement appears to me to be this: First, a right to retain 
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possession of the chattel so long as she performed the conditions of the agreement. Secondly, an option to purchase the 
chattel exercisable by payment of the instalments provided for by the contract. [The third right was a right of reinstatement 
after default under a special provision of the contract.] That, in my opinion, was the interest of the hirer. The general 
property in the chattel no doubt remained in the plaintiffs, but that general property in it was qualified and limited by the 
contractual interest conferred by the agreement upon the hirer. Now, was that interest assignable? In my opinion it clearly 
was.” (See [1918] 2 KB 808 at 819–820, [1918–19] All ER Rep 1005 at 1010.)

Contractual rights which entitle the hirer to indefinite possession of chattels so long as the hire payments are duly made, 
and which qualify and limit the owner's general property in the chattels, cannot aptly be described as purely contractual 
rights.'

This part of the judgment was approved by Lord Millett in the House of Lords judgment ([2002] 1 All ER (Comm) 
641 at [29]).

[52] I accept that the On Demand Information case provides support for the proposition that the relief jurisdiction 
may apply to contracts which transfer possessory rights only. However, it is to be noted that both the On Demand 
Information case and Whiteley Ltd v Hilt were treated as cases involving a right to 'indefinite' possession of the 
chattels.

[53] A contract which allows the hirer or lessee to keep possession of the chattel indefinitely is analogous to one in 
which he ultimately acquires ownership. In both cases the expectation is that the lessor will not get the

 [*271] 

chattel back and the consideration payable will reflect that expectation. In the On Demand Information case, for 
example, rent was payable for a primary period of 36 months at a rate designed to recoup the lessor by the end of 
that period for the cost of the equipment with interest together with other costs and profit. Thereafter the lessee was 
entitled to indefinite possession for a nominal annual rent. In such circumstances the lessor's continuing interest in 
the chattel is essentially an economic one. Its interest is in payment of the rent rather than the return of the chattel. 
In substance it is more of a security interest than an ownership interest.

[54] In the present case, by contrast, Paramount only has a right to possess the aircraft for a proportion of its 
economic life. As such Celestial retains a very real interest in the aircraft themselves, including their proper 
maintenance, the extent of their use, their condition, and their rental and resale value. Possession of the aircraft will 
revert to it at a time when the bulk of their economic life is still to run, and there are detailed terms addressing the 
return of the aircraft and their required redelivery condition. Celestial therefore retains many of the risks and 
rewards of ownership. Moreover, rent was not calculated on the basis of recouping the cost of the aircraft together 
with interest and profit. In such circumstances Celestial's general property in the aircraft was not qualified or limited 
in the way in which it was in the On Demand Information case.

[55] In this connection I was referred to the distinction between finance and operating leases, which is also 
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addressed in the On Demand Information case [2000] 2 All ER (Comm) 513 at 516, [2001] 1 WLR 155 at 158 of 
Robert Walker LJ's judgment as follows:

'The deputy judge quoted a passage from a statement published by the Institute of Chartered Accountants, Statement of 
Standard Accounting Practice 21, which provides a convenient explanation of how a finance lease differs from an operating 
lease ([1999] 1 All ER (Comm) 512 at 514–515):

“BACKGROUND Leases and hire purchase contracts are means by which companies obtain the right to use or purchase 
assets. In the UK there is normally no provision in a lease contract for legal title to the leased asset to pass to the lessee. A 
hire purchase contract has similar features to a lease except that under a hire purchase contract the hirer may acquire legal 
title by exercising an option to purchase the asset upon fulfilment of certain conditions (normally the payment of an agreed 
number of instalments). Current tax legislation provides that in the normal situation capital allowances can be claimed by 
the lessor under a lease contract but by the hirer under a hire purchase contract.

FORMS OF LEASE Leases can appropriately be classified into finance leases and operating leases. The distinction 
between a finance lease and an operating lease will usually be evident from the terms of the contract between the lessor 
and the lessee. An operating lease involves the lessee paying a rental for the hire of an asset for a period of time which is 
normally substantially less than its useful economic life. The lessor retains most of the risks and rewards of ownership of an 
asset in the case of an operating lease. A finance lease usually involves payment by a lessee to a lessor of the full cost of 
the asset together with a return on the finance provided by the lessor. The lessee has substantially all the risks and rewards 
associated with the ownership of the asset, other than

 [*272] 

the legal title. In practice all leases transfer some of the risks and rewards of ownership to the lessee, and the distinction 
between a finance lease and an operating lease is essentially one of degree.” '

[56] On the basis of these definitions, the leases in the On Demand Information case were finance leases, whilst the 
leases in the present case are operating leases. In particular the ASLAs involved rental for a period of time which 
was substantially less than the aircraft's useful economic life and thereby the retention by Celestial of most of the 
risks and rewards of ownership.

[57] In summary, whilst I accept that the ASLAs transfer possessory rights to Paramount, for the relief jurisdiction to 
apply to contracts transferring a bare possessory right for only a proportion of the economic life of the chattel would 
represent a major extension of existing authority.
(2) Whether: (i) 'it is possible to state that the object of the transaction and of the insertion of the right to forfeit is 
essentially to secure the payment of money'; and/or (ii) 'the primary object of the bargain is to secure a stated result 
which can effectively be attained when the matter comes before the Court, and where the forfeiture provision is 
added by way of security for the production of that result'

[58] Paramount submitted that the insertion of the right to terminate in respect of defaults in payment was 
essentially to secure the payment of money.
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[59] In this connection reliance was placed in particular on the decision of Cooke J in The Jotunheim [2005] 1 
Lloyd's Rep 181.

[60] That case concerned a bareboat charter on an amended Barecon 89 form by which the vessel Jotunheim was 
chartered for a period of 48 months. Part IV of the charter provided for a hire/purchase agreement under which the 
vessel would, on expiry of the charter and provided that the charterers had fulfilled their obligations under the 
charter, belong to the charterers. Hire was to be paid monthly in advance at the rate of $US15,104·17 discountless, 
and there was provision for payment of a $US25,000 deposit on signing the charter and for lump sum deposits of 
$US50,000 or $US75,000 to be paid with the 6 months, 12 months and 16 months hire payments. Clause 32 of the 
charter provided a right of withdrawal 'in case of buyers' default for non-payment of hire monies due to owner'. The 
owners withdrew the vessel for non-payment of hire. Each party then applied for summary judgment. Cooke J held 
that the owners were entitled to withdraw the vessel; that the court had jurisdiction to grant relief against forfeiture, 
but that on the facts relief would not be granted.

[61] In his judgment Cooke J stated as follows:
'47. It is accepted by the owners that the Court is, in principle, entitled to grant relief from forfeiture of a contract such as 
this, provided that the object of the transaction and of the insertion of the right to forfeit for non-payment of money is 
essentially to secure the payment of that money or is security for the attainment of a specific result which can be achieved 
through the Courts. If the contract provides for a right to retain possession of a chattel so long as the conditions of the 
agreement are performed, together with the right to purchase the chattel by payment of the instalments provided for by the 
contract, relief from forfeiture is available provided that the right of forfeiture is for either of these purposes …

50. Mr Collett for the owners argued that there was no difference in principle between the position under a time charter and 
a demise charter for material purposes, since, as Lord Diplock said in [The Scaptrade[1983] 2 All ER 763 at 767, [1983] 2 
AC 694 at 702], it was not possible to say that

 [*273] 

the insertion of the withdrawal clause, let alone the transaction itself, was to secure the payment of money. Hire was 
payable in advance to provide a fund to which owners could have access to provide the services they had contracted to 
provide to the charterers. Here, under this demise charter, Mr Collett argued, hire was payable in advance to provide a fund 
for the owners to pay their mortgage. The key here, however, in my judgment, is the provision of services in a time charter, 
whereas in a bareboat charter which is also a hire/purchase agreement, the owners provide the ship in anticipation that 
they will do nothing further after delivery. They receive the charterers' payments and, if all goes well, transfer the vessel to 
the charterers on receipt of the final instalment.

51. So, although the parties differed as to whether or not the insertion of cl. 32 in the charter was essentially to secure the 
payment of money or the production of a stated result which could effectively be obtained when the matter came before the 
Court, in my judgment the demise charterers are right on this point. The demise charterers are given contractual and 
possessory rights in relation to the vessel during the four years of the charter, as is plain from cll. 9(a) and (b). Whilst the 
agreement functions both as a demise charter and as a sale agreement (see the heading to Part IV which refers to this as a 
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hire/purchase agreement) the demise charterers do have the right to have ownership transferred to them at the end of the 
charter period, if there has been compliance with the conditions of the charter.

52. The essential purpose, therefore, of the right to withdraw the vessel under cl. 32 is to secure the payment of the hire for 
which the agreement provides and also payment of the deposits; default in the latter respect is non-performance of other 
agreed terms, which is covered by cl. 32. There is both a requirement for an initial deposit payable at the outset, which is 
part of the purchase price and security for the fulfilment of the contract (which has nothing whatever to do with hire 
payments as such) and, as the contract goes on further, deposits are payable at 6 months, 12 months and 16 months, 
which will equally be lost to the demise charterers if the right of withdrawal is exercised. Clause 32, therefore, acts in 
terrorem to ensure that payments are properly made.

53. The need for availability of relief of the kind suggested here appears to be stronger in the present case then in a hire 
purchase or financing purchase agreement of the kind found in Gerson, relating to chattels, or even in leases of land where 
there is, of course, a statutory regime. It is of little consequence that the owners need a fund from the hire payments to 
discharge their mortgage. They can always sue for hire due and recover it, whilst the right to withdraw is there as a form of 
security to ensure performance.'

[62] Paramount submitted the aircraft leases share many of the characteristics of bareboat charters and that a 
similar analysis applies to the termination provisions in this case. However, the 'key' according to Cooke J was 
that—

'in a bareboat charter which is also a hire/purchase agreement, the owners provide the ship in anticipation that they will do 
nothing further after delivery. They receive the charterers' payments and, if all goes well, transfer the vessel to the 
charterers on receipt of the final instalment.'

 [*274] 

[63] Cooke J therefore identified the fact that the charter was also a hire/purchase agreement as a central 
consideration. As such, the anticipation was that the owners would do nothing after delivery apart from receive 
payments and transfer ownership of the vessel at the end of the charter. Their interest was therefore essentially an 
economic one. However, in the present case Celestial have a very real continuing interest in the aircraft 
themselves, not just in the payment of rent. Their anticipation was that they would receive the aircraft back so as to 
be able to relet them or resell them and one of Paramount's primary obligations under the ASLAs was to redeliver 
the aircraft in the appropriate condition upon termination.

[64] In such circumstances I do not consider that it can be said that the or the essential purpose of the termination 
provisions in the ASLAs was as 'security' for the payment of rent. An essential purpose of the termination provisions 
was to secure Celestial's ability to be released from the ASLAs and to have the aircraft returned in circumstances 
where Paramount was in default. Moreover, security under the ASLAs was provided by the requirement that a 
deposit be provided (in cash or by letter of credit).

[65] In contrast to The Jotunheim I therefore do not accept that this is a case where the termination provision was 
inserted 'essentially to secure the payment of money' or that this was the 'primary object of the bargain' with the 
termination provision being inserted as 'security for the production of that result'. If that is correct then the 
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authoritative guidance provided in the Shiloh Spinners case [1973] 1 All ER 90, [1973] AC 691 strongly indicates 
that this is not a case in which the court has relief jurisdiction.
(3) Whether reasons of legal policy support the existence of such a jurisdiction

[66] It is clear in particular from Sport International Bussum BV v Inter-Footwear Ltd[1984] 1 All ER 376, [1984] 1 
WLR 776 that even if a case can be shown to come within the principles set out in the Shiloh Spinners case it does 
not follow that the relief jurisdiction is exercisable. As stated by Oliver LJ ([1984] 1 All ER 376 at 381–382, [1984] 1 
WLR 776 at 785):

'… Lord Wilberforce was contemplating that the jurisdiction exists in some cases where the primary object of the forfeiture 
is to secure a stated result, but he cannot, we think, have had it in mind that the jurisdiction was exercisable wherever the 
stated condition existed. It is inherent in his statement of principle that it applies only in “appropriate and limited cases” and, 
while it is true that he went on to consider the conduct of the applicant for relief in order to determine whether the case was 
an “appropriate” one, we cannot find in his speech any suggestion that he was treating “appropriate” and “limited” as 
synonyms …

Thus the Shiloh Spinners case, in our judgment, establishes as a matter of decision no more than this: that one essential 
hallmark of the limited cases in which the equitable jurisdiction to relieve will be exercisable is that the forfeiture clause has 
been inserted with the object mentioned.'

[67] As was made clear in the House of Lords decision in The Scaptrade[1983] 2 All ER 763 at 768, [1983] 2 AC 
694 at 703, it is necessary to consider whether 'practical reasons of legal policy' support the existence of the relief 
jurisdiction.

[68] This point was reinforced by Oliver LJ in the Sport International Bussum case [1984] 1 All ER 376 at 380–384, 
[1984] 1 WLR 776 at 783–789 (and especially [1984] 1 All ER 376 at 384, [1984] 1 WLR 776 at 788):

 [*275] 

'The fact remains that the jurisdiction never was, and never has been up to now, extended to ordinary commercial contracts 
unconnected with interests in land and, though it may be that there is no logical reason why, by analogy with contracts 
creating interests in land, the jurisdiction should not be extended to contracts creating interests in other property, corporeal 
or incorporeal, there is, at the same time, no compelling reason of policy that we can see why it should be. And the fact is 
that the defendants in this case are seeking an extension by analogy, and an extension not based on any pressing 
consideration of legal policy but simply on an appeal to sympathy for what is considered to be a hardship arising from strict 
adherence to a bargain which they concluded with their eyes open.

To quote again from Robert Goff LJ in the Scandinavian Trading case [1983] 1 All ER 301 at 308, [1983] QB 529 at 539:

“The question whether it should be so extended must be considered on its merits, as a matter of policy, taking into account 
the relatively slight assistance available to us from the authorities, though the fact that the jurisdiction has never before 
been extended to purely commercial transactions must surely cause us to regard the extension, which we are now invited 
to make, with a considerable degree of caution.” '
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[69] In his judgment in The Scaptrade[1983] 2 All ER 763 at 768–769, [1983] 2 AC 694 at 703–704 Lord Diplock 
approved and incorporated the practical and policy objections identified by Robert Goff LJ in his judgment in that 
case.

[70] In The Scaptrade[1983] 1 All ER 301 at 308–309, [1983] QB 529 at 540 Robert Goff LJ stated as follows:
'It is of the utmost importance in commercial transactions that, if any particular event occurs which may affect the parties' 
respective rights under a commercial contract, they should know where they stand. The court should so far as possible 
desist from placing obstacles in the way of either party ascertaining his legal position, if necessary with the aid of advice 
from a qualified lawyer, because it may be commercially desirable for action to be taken without delay, action which may be 
irrevocable and which may have far-reaching consequences. It is for this reason, of course, that the English courts have 
time and again asserted the need for certainty in commercial transaction[s], for the simple reason that the parties to such 
transactions are entitled to know where they stand, and to act accordingly.'

[71] A more recent authoritative statement to similar effect in the context of the relief jurisdiction can be found in 
Lord Hoffman's judgment in Union Eagle Ltd v Golden Achievement Ltd[1997] 2 All ER 215 at 218–219, [1997] AC 
514 at 519:

'The principle that equity will restrain the enforcement of legal rights when it would be unconscionable to insist upon them 
has an attractive breadth. But the reasons why the courts have rejected such generalisations are founded not merely upon 
authority (see Lord Radcliffe in Campbell Discount Co Ltd v Bridge[1962] 1 All ER 385 at 397, [1962] AC 600 at 626) but 
also upon practical considerations of business. These are, in summary, that in many forms of transaction it is of great 
importance that if something happens for which the contract has made express provision, the parties should know with 
certainty that the terms of the contract will be enforced. The existence of an undefined discretion to refuse to enforce

 [*276] 

the contract on the ground that this would be “unconscionable” is sufficient to create uncertainty. Even if it is most unlikely 
that a discretion to grant relief will be exercised, its mere existence enables litigation to be employed as a negotiating tactic. 
The realities of commercial life are that this may cause injustice which cannot be fully compensated by the ultimate decision 
in the case.

The considerations of this nature, which led the House of Lords in The Scaptrade to reject the existence of an equitable 
jurisdiction to relieve against the withdrawal of a ship for late payment of hire under a charterparty, are described in a 
passage from the judgment of Robert Goff LJ in the Court of Appeal ([1983] 1 All ER 301 at 308–309, [1983] QB 529 at 
540–541), which was cited with approval by the House (see [1983] 2 All ER 763 at 768–769, [1983] 2 AC 694 at 703–704). 
Of course the same need for certainty is not present in all transactions and the difficult cases have involved attempts to 
define the jurisdiction in a way which will enable justice to be done in appropriate cases without destabilising normal 
commercial relationships.'

[72] I consider that the ASLAs are transactions in respect of which the need for certainty is very much present. As 
Celestial submitted, commercial certainty is an important consideration in respect of an operating lease of an 
aircraft in which the lessor maintains a valuable reversionary interest. An aircraft is a valuable asset, with high value 
components, which is of its very nature 'moveable' and depreciating, which is left in the hands of the other party in a 
foreign country where it will be registered for the purpose of the lease (and need to be deregistered to be operated 
elsewhere). The lessor, having a reversionary right to the asset, needs to know and agree with precision with the 
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lessee: (a) the obligations of each party, (b) the events that will entitle the lessor to terminate the contract and 
recover its asset and (c) provisions which will show how, as a matter of business practicality, the contract will be 
terminated, the asset recovered and possession returned by the lessee to the lessor.

[73] The consequence of the relief jurisdiction being exercisable in cases such as the present is likely to be to make 
it open to any lessee of a commercial aircraft under an English law operating lease such as the ASLAs to contend 
that relief from forfeiture can be granted. As was borne out by Celestial's evidence, there are many such leases and 
this is likely to cause significant uncertainty in the aviation sector: the lessor will not know when (or indeed whether) 
it can terminate a lease and will be prevented from being able to rely timeously or at all on the clear and detailed 
default and termination provisions of its leases.

[74] In my judgment these constitute powerful practical and policy reasons why there should be no relief jurisdiction 
in relation to leases such as the ASLAs.

[75] Celestial stressed two further reasons why this was not one of those 'appropriate' and 'limited' cases in which 
the relief jurisdiction should be available. These were reasons of a juristic rather than a practical nature, namely: the 
fact that the parties made time of the essence and the fact that the termination provision is not penal.

 [*277] 
Time of the essence

[76] Celestial submitted that equity does not intervene to relieve a party from the termination of a contract for a 
failure by that party to perform an obligation by a fixed date where the parties have made time of the essence 
expressly or by necessary implication.

[77] In this connection reliance was placed on a number of cases concerning contracts for the sale of land and in 
particular:

(1) Stickney v Keeble[1915] AC 386 at 416, [1914–15] All ER Rep 73 at 81 per Lord Parker of Waddington:
'this maxim [that the time fixed for completion in a contract for the sale and purchase of real property is not of the essence] 
never had any application to cases in which the stipulation as to time could not be disregarded without injustice to the 
parties, when, for example, the parties, for reasons best known to themselves, had stipulated that the time fixed should be 
essential, or where there was something in the nature of the property or the surrounding circumstances which would render 
it inequitable to treat it as a non-essential term of the contract.'

(2) Steedman v Drinkle[1916] 1 AC 275 at 279, [1914–15] All ER Rep 298 at 300 per Viscount Haldane:
'As to the relief from forfeiture, their Lordships think that the Supreme Court was right in holding, for the reasons assigned in 
the former decision of this Board, that the stipulation in question was one for a penalty, against which relief should be given 
on proper terms. But as regards specific performance they are of opinion that the Supreme Court was wrong in reversing 
the judgment of Newlands J. Courts of Equity, which look at the substance as distinguished from the letter of agreements, 
no doubt exercise an extensive jurisdiction which enables them to decree specific performance in cases where justice 
requires it, even though literal terms of stipulations as to time have not been observed. But they never exercise this 
jurisdiction where the parties have expressly intimated in their agreement that it is not to apply by providing that time is to 
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be of the essence of their bargain. If, indeed, the parties, having originally so provided, have expressly or by implication 
waived the provision made, the jurisdiction will again attach.'

[78] These authorities were affirmed in the Union Eagle case in which Lord Hoffman, giving the judgment of the 
Privy Council, reaffirmed the 'principle that in cases of rescission of an ordinary contract of sale of land for failure to 
comply with an essential condition as to time, equity will not intervene' (see [1997] 2 All ER 215 at 222, [1997] AC 
514 at 523).

[79] I accept that these cases make it clear that the relief jurisdiction is not available in relation to contracts for the 
sale of land where time is made of the essence. I also accept that the fact that the ASLAs made time of the essence 
of payment supports the conclusion that there is no relief jurisdiction. However, I do not accept that the mere 
inclusion of a time-of-the-essence provision necessarily excludes the relief jurisdiction.

[80] As Lord Hoffman stated in the Union Eagle case [1997] 2 All ER 215 at 222, [1997] AC 514 at 522 in relation to 
mortgages 'relief against forfeiture of the estate would ordinarily be granted as of course despite an express term 
that time was to be of the essence'. Further, Goker's case [1999] GCCR 1507

 [*278] 

involved a time-of-the-essence provision and in The Jotunheim [2005] 1 Lloyd's Rep 181 at [33] Cooke J took the 
view that time had been made of the essence. In both those cases a jurisdiction to grant relief was recognised.
No forfeiture

[81] Celestial submitted that cl 13.2 should not be regarded as a forfeiture clause as it is not penal in nature and 
confers no windfall on them. In particular:

(1) Paramount never made any payment that can be described in a legal or business sense as a part payment 
against the price of the aircraft. Accordingly, whenever (the ASLAs having come to their end) Paramount has to 
return the aircraft to Celestial, Paramount has no continuing interest in the aircraft. The termination and redelivery of 
the aircraft do not deprive Paramount of any such interest (which it never bargained for). Paramount's sole right 
under the ASLAs was nothing more than a right to possession and use during the currency of the ASLAs.

(2) This contractual scheme is borne out by cl 14.2 of the CTA. Pursuant to this clause Celestial is permitted, 
without the consent of Paramount, to transfer any of its rights or obligations under the ASLAs or any of its rights, 
title or interest in the aircraft pursuant to (amongst other things): (i) a sale and leaseback, ie a situation in which 
Celestial itself becomes a lessee; (ii) a novation of the particular ASLA together with a sale of the aircraft; and (iii) a 
secured loan financing. This makes it clear that the reversionary interests were exclusively Celestial's and not 
Paramount's.

(3) In these circumstances, under the ASLAs Celestial does not receive any windfall on termination and Paramount 
is not penalised. The only right that termination destroys is Paramount's right to future possession and use.
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(4) Possession of the aircraft was always going to be given back to Celestial; if the ASLAs had run their course 
(without any default on the part of Paramount) that would be upon the expiry of the eight-year term. The only 
difference between termination for breach and termination by virtue of the contracts coming naturally to their end is 
the timing at which Paramount's right to possession is at an end. That is not a windfall for Celestial and nor is it a 
penalty for Paramount.

(5) The payments made by Paramount on account of rent and supplemental rent represent the agreed rate for use 
of the aircraft up to the point of termination (and no more). Paramount is not paying, for example, in addition to rent 
instalments against a purchase price to be completed when the final instalment is paid and it does not 'forfeit' any 
moneys on termination. It is the situation which is identical to that pertaining in The Scaptrade; as Lord Diplock 
stated in that case ([1983] 2 All ER 763 at 768, [1983] 2 AC 694 at 702–703): 'Moneys paid by the charterer prior to 
the withdrawal notice that puts an end to the contract for services represent the agreed rate of hire for services 
already rendered, and not a penny more.'

(6) Accordingly, there being no true 'clause of forfeiture' or 'forfeiture in fact' there is no jurisdiction.

[82] I accept that the fact that no significant advance payments, and in particular advance payments for the 
purchase of the aircraft, are forfeited on termination is a further reason for there being no relief jurisdiction. 
However, I do not accept that in itself it means that there is no jurisdiction. The loss of the right to continued 
possession of the aircraft for the substantial remaining term of the leases on a single default in payment can be 
regarded as involving

 [*279] 

forfeiture. This is borne out by the authorities which recognise that loss of a right of possession may be sufficient to 
engage the forfeiture jurisdiction.

[83] For all these reasons, even if this was a case which could be shown to come within the principles set out in the 
Shiloh Spinners case, I am satisfied that reasons of legal policy, and in particular the need for certainty, lead to the 
conclusion that there is no relief jurisdiction in respect of aircraft leases such as the ASLAs.
Conclusion on jurisdiction

[84] For the reasons outlined above I am not satisfied that this is one of those 'appropriate' and 'limited' cases in 
which the court should hold that there is a jurisdiction to grant relief against forfeiture.
Discretion

[85] If I am wrong in my conclusion on jurisdiction, the question which then arises is whether as a matter of 
discretion relief against forfeiture should be granted.
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[86] In the Shiloh Spinners case [1973] 1 All ER 90 at 101, [1973] AC 691 at 723–724 Lord Wilberforce stated that 
whether it was appropriate to grant relief involves—

'[a] consideration of the conduct of the applicant for relief, in particular whether his default was wilful, of the gravity of the 
breaches, and of the disparity between the value of the property of which forfeiture is claimed as compared with the 
damage caused by the breach.'

[87] By way of examples of the manner in which the courts have exercised their jurisdiction in the context of 
commercial transactions involving moveable property, I was referred in particular to The Jotunheim [2005] 1 Lloyd's 
Rep 181 and the Transag Haulage case [1994] 2 BCLC 88, and the first instance decisions of Lloyd J in The 
Scaptrade [1981] 2 Lloyd's Rep 425 at 430–431 and Afovos Shipping Co SA v Pagnan, The Afovos [1980] 2 Lloyd's 
Rep 469 at 480.
The conduct of the applicant and the gravity of the breaches

[88] An essential matter to be considered is the conduct of the applicant in relation to the breaches which have 
given rise to the right of forfeiture and the gravity of those breaches.

[89] The financial defaults in respect of which the termination notices were served and which Teare J held to be 
established were as follows:

 [*280] 

[90] There were therefore significant sums due in respect of each aircraft. In respect of aircraft 126 and aircraft 147 
there were outstanding sums due in respect of both rent and supplemental rent. By the time of the termination 
notices the rent for aircraft 137 and aircraft 147 had been due for about two weeks, and the supplemental rent in 
respect of aircraft 126 and aircraft 147 had been due for nearly a month. All these outstanding sums had been the 
subject of a notice of continuing event of default and warning on 5 October 2009. This notice included a warning in 
bold, large type as follows:

'HOWEVER, your continued and persistent defaults regarding payments and the matters set out below are very alarming 
and we cannot continue to tolerate this sort of delinquency and we hereby warn you that if they are not rectified in full and 
as a matter of utmost urgency as soon as possible, we will be forced to take further action which may include, without 
limitation, termination of your right to lease the aircraft and/or court action.'

[91] No proper explanation was given by Paramount as to how and why these defaults occurred, notwithstanding 
the length of time that the sums had been outstanding and the warnings which had been given. In his witness 
statement, Mr Thiagarajan said that Paramount was trying its best to comply with the payment terms of the lease 
but that Celestial was making it difficult. He referred to the fact that on 24 September 2009 Celestial drew down on 
one of the letters of credit, but, as set out earlier in the judgment, Paramount had ample warning of the need to 
provide an appropriate replacement letter of credit. He also referred in his statement and oral evidence to financial 
difficulties resulting from the fact that one of the aircraft had been grounded for a number of months due to engine 
problems, Paramount's lack of a spare

 [*281] 
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engine and its inability to secure a replacement. Paramount's attempts to blame Celestial for these difficulties was 
considered and dismissed by Teare J in his judgment at paras [16]–[18].

[92] This is not therefore a case where the default in question arose by surprise, accident or ignorance. Paramount 
knew what its obligations were and knew that it was going to default on those obligations.

[93] In both The Afovos and The Scaptrade Lloyd J regarded the fact that the breach involved the fault of the 
applicant as being a telling factor against the grant of relief. It is clear that wilful breaches will only exceptionally be 
relieved against.

[94] As Lord Wilberforce stated in the Shiloh Spinners case [1973] 1 All ER 90 at 103, [1973] AC 691 at 725:
'Established and in my opinion sound principle requires that wilful breaches should not, or at least should only in 
exceptional cases, be relieved against, if only for the reason that the assignor should not be compelled to remain in a 
relation of neighbourhood with a person in deliberate breach of his obligations.'

[95] Celestial submitted that 'wilful breaches' are all those breaches which occur not by surprise, accident or 
ignorance (see the recitation of the judgment of Lord Erskine LC in Sanders v Pope (1806) 12 Ves 282 at 293 per 
Lord Wilberforce in the Shiloh Spinners case [1973] 1 All ER 90 at 100, [1973] AC 691 at 722–723 discussing the 
effect of Hill v Barclay (1811) 18 Ves 56, [1803–13] All ER Rep 379).

[96] The findings I have made as to the circumstances giving rise to the defaults and the knowledge with which they 
were made are therefore powerful grounds for denying relief.

[97] Moreover, Paramount's conduct in relation to the defaults giving rise to the notice of termination needs to be 
considered in context. That context includes a long history of defaults. The immediate history of default notices has 
been set out earlier in my judgment. However, there was also a prior history of such defaults and notices. In 
particular:

(1) a notice of continuing default and warning on 24 April 2007 on account of the failure to pay the amounts 
demanded in the notice of 13 April;

(2) a grounding notice on 9 May 2007 by reason of the continued failure to make the payments previously 
demanded;

(3) a notice of rescindment and final warning on 14 May 2007 acknowledging the fact that Paramount had remitted 
$US974,870·09 and giving Paramount two days' grace for the moneys to be received by Celestial;

(4) a notice of event of default on 26 July 2007, there being a total of $US513,909·50 overdue;

(5) a notice of continuing event of default and warning on 1 August 2007 on account of the failure to pay the 
amounts demanded in the notice of 26 July and advising that the total amount outstanding was $US737,656·24;
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(6) a notice of event of default on 23 August 2007, Paramount having failed (a) to pay rent and supplemental rent 
when due, there being $US498,816·06 overdue and (b) to renew the confirmed letters of credit provided in respect 
of aircraft 137 and aircraft 147;

(7) a warning notice on 30 August 2007 on account of Paramount's failure (a) to pay the rent in the sum of 
$US217,768·30 for aircraft 126 (due on 9 August 2007) and (b) to renew the confirmed letters of credit for aircraft 
137 and aircraft 147. It was made clear in this notice that Celestial reserved the

 [*282] 

right, given that these matters were events of default under the relevant ASLAs, to draw down on the existing letters 
of credit and to terminate the leases. Attached to this document was a copy of Paramount's 'Delinquency Trend' 
over the previous 12 months which document showed, 'your payment record has been consistently poor and has 
been getting worse';

(8) a default notice on 18 September 2007, on account of Paramount's failures (a) to pay rent totalling 
$US433,120·30, (b) to provide monthly utilisation reports (as required by cl 8.2(a) of the CTA) and to pay estimated 
supplemental rent totalling $US150,000, (c) to pay late payment interest in the sum of $US5,161·68 and (d) to 
renew the confirmed letter of credit in respect of aircraft 147;

(9) a notice of continuing event of default and warning on 21 September 2007 on account of the failure to pay all of 
the amounts set out in the notice dated 18 September 2007;

(10) a warning notice on 28 September 2007 advising that despite all previous warnings Paramount continued to be 
delinquent in its payments and advising that any further payment events of default would result in a draw down on 
the letters of credit;

(11) a notice of event of default on 19 October 2007, there being a total of $US268,649·83 overdue;

(12) a notice of event of default on 25 October 2007, there being a total of $US208,458·50 overdue;

(13) a notice of event of default on 1 November 2007, there being a total of $US408,301·70 overdue;

(14) a notice of continuing default and warning on 5 November 2007 on account of the failure to pay all of the 
amounts set out in the notice dated 1 November 2007 and further amounts becoming overdue. The total amount 
which Paramount had failed to pay Celestial amounted to $US624,736·54;

(15) a grounding notice on 7 November 2007 on account of the failure of Paramount to pay in full the outstanding 
amounts owed to Celestial;

(16) a notice of event of default on 3 December 2007, there being a total of $US465,881·74 overdue and 
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Paramount having failed to provide technical reports (in accordance with cl 8.2(a) of the CTA) by the tenth day of 
the month;

(17) a notice of event of default on 12 December 2007, there being a total of $US436,217·48 overdue;

(18]) a notice of default and warning on 7 January 2008, there being a total of $US1,090,993·10 overdue;

(19) a notice of continuing event of default on 14 January 2008, Paramount having failed to cure the defaults 
identified in the notice of 7 January 2008 (a total of $US587,732·33 remaining due to be paid);

(20) a further notice of continuing event of default and warning on 21 January 2008, Paramount still having failed to 
pay all amounts overdue (a total of $US519,964·03 remained due to be paid);

(21) an event of default notice on 22 December 2008, there being a total of $US721,160·82 overdue.

[98] Further, as set out in the schedules attached to Celestial's statement of case, since August 2008: (1) 
Paramount had never paid rent on time for any of the aircraft. This is notwithstanding the fact that it was provided in 
each case with an invoice prior to the due date under each of the ASLAs. Each payment of rent was made on 
average almost two weeks (14 days) late; (2) Paramount had never provided a utilisation report for any of the 
aircraft on time (ie by the
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tenth day of each calendar month); (3) Paramount had never paid supplemental rent on time for any of the aircraft 
(save for a single occasion with respect to aircraft 147). The average delay in making this payment was more than 
18 days.

[99] The defaults giving rise to the termination notice have to be viewed against this background of persistent 
default. Paramount stressed that all these historic defaults were cured and that interest was paid on late payments, 
but that does not explain or excuse the breaches. Paramount's attitude, as borne out by this history and by Mr 
Thiagarajan's oral evidence, appears to have been that it does not much matter if they are in default of their 
obligations, provided that they put that right within a reasonable time. This involves a 'cavalier disregard' of their 
contractual obligations, and moreover of obligations which are stated to be of the essence (cl 15.6) and to involve a 
repudiation if breached (cl 13.1).

[100] Further, Paramount was given ample warning of the consequences of continuing default. Aside from the 
warnings given in Celestial's various notices, including in particular the notice of 5 October 2009, a letter from Mr 
Sonawala of GECAS on 13 August 2009 had set out the various points that needed to be addressed by Paramount 
(including the need for prompt payment going forward and the renewal of the letter of credit) and concluded:

'Mr Thiagarajan, as you can see we are at a very important juncture here and we need your focus and commitment behind 
the Airline. The continuous late payments to us and several of your vendors is concerning and we need to be assured that 

Case 2:19-ap-01382-SK    Doc 349-2    Filed 01/14/22    Entered 01/14/22 07:52:03    Desc
Exhibit 2    Page 57 of 267



Celestial Aviation Trading 71 Ltd v Paramount Airways Private Ltd [2011] 1 All ER (Comm) 259

Page 27 of 30

in order to support [to] you there is adequate commitment and equity being deployed to the Airline by its promoters. There 
are many ways we can support you and help you to grow. However, Paramount needs to ensure that fulfilment of its 
obligations to GECAS in whatever respect are fulfilled on a timely basis and within the timeframes set out in the Lease 
Agreements.'

[101] This background of persistent default despite warnings makes the defaults which led to Celestial's notice of 
termination on 14 October 2009 all the more difficult to justify and excuse and is a further compelling reason for 
refusing relief.

[102] In considering Paramount's conduct it is also important to have regard to what has happened since the 
operative defaults and whether they have been, can be or will be cured. The fact of the matter is that those sums 
have still not been paid, nor have any further sums due been paid, even though Paramount has had continuing use 
of the aircraft pursuant to the order of Teare J and despite the court order that further sums be paid.

[103] Paramount contended that were it not for the drawdown under the two letters of credit issued by State Bank of 
India (confirmed by Deutsche Bank AG) on 15 December 2009, Paramount would have paid the sums due. They 
said that this drawdown resulted in Paramount's bankers refusing to make payment of the sums due on that date 
and thereafter payment cannot be made because of the bank's view of its obligations under the 1999 Act. This 
requires the bank to be satisfied that the payments can be made. The bank, which is the certifying authority for 
exchange control purposes, is treating the demand on the letter of credit as a discharge of the sums that would 
otherwise be paid, and in any event refusing to make further lease payments as Celestial asserts the leases have 
been terminated.

 [*284] 

[104] Further, the bank has confirmed that it would make the payments, and reconstitute the letter of credits, if the 
drawdown sums were returned, but Celestial has indicated that it would not return the drawdown sums. They 
submitted that the evidence therefore demonstrates that Paramount had sufficient funds, notwithstanding the 
drawdown of the letters of credit, to make the payments and that it is prevented from doing so by virtue of the 
position taken by the bank and Celestial's unwillingness to help break the log-jam.

[105] I accept that the evidence shows that Paramount did have sufficient funds to make the payments and that, 
since the drawdown sums exceed the sums outstanding, if Celestial co-operated a means could be found whereby 
those payments are made. However, Celestial is under no obligation so to do. It is standing on its strict contractual 
rights, as it is entitled to do, and might reasonably be expected to do in the adversarial situation which now exists 
between the parties.

[106] Moreover, the difficulty in which Paramount now finds itself could have been avoided had it not left 
arrangements for making the payments until the very end, the evidence of Mr Thiagarajan being that it was left to 
15 December 2009. Further, the risk of being unable to make payment due to lack of bank authorisation is not only 
a risk which Paramount assumed under the ASLAs but the failure to obtain the requisite authorisation is itself an 
event of default (Sch 9(f)(i)).
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[107] Although this further breach was not intentional it does therefore involve both fault on the part of Paramount 
and an inability to perform for reasons for which they are contractually responsible. This further breach, and the fact 
that it involves a breach of the court order, is a further reason for refusing relief.
Disparity

[108] Paramount's essential point in relation to the exercise of discretion is the disparity between the damage 
caused by their breach and the damage which termination will cause.

[109] Lord Wilberforce's description of the relevant disparity to be considered focuses on the value of the 
proprietary and/or possessory rights which will be lost, rather than the factual consequences of their loss. However, 
I am prepared to have regard to these wider considerations, as Knox J did in the Transag Haulage case [1994] 2 
BCLC 88 at 102 (at para (g)).

[110] Paramount's evidence was that the loss of the aircraft would be catastrophic for them. The aircraft comprise 
three-fifths of its fleet. There are no replacements available in the market. It would lose its DGCA licence as its 
number of aircraft would fall below the minimum number required. This would result in the aircraft being grounded, 
significant inconvenience to thousands of passengers who have bookings with Paramount and the crippling of the 
air transportation system in Southern India in which Paramount is a market leader. Paramount itself would be 
unlikely to survive and may well go into liquidation. That would mean the jobs of 2,200 direct and indirect 
employees being threatened.

[111] This evidence was not sought to be challenged and I accept that there is a real risk of very serious 
consequences for Paramount, its employees and its customers if they lose the aircraft. There was an issue as to 
how long it would take to find replacements but it would appear that these specialised aircraft cannot be easily or 
speedily replaced.

 [*285] 

[112] Paramount submitted that that is to be contrasted with the lack of prejudice which will be suffered by Celestial 
if relief is given. Celestial will get paid the outstanding amounts due and Paramount is willing and able to perform 
the ASLAs going forwards. Further, on Celestial's own evidence the replacement leases that it has conditionally 
arranged are on less favourable rent terms.

[113] Paramount further submitted that Celestial would receive a windfall unless relief was given as they would 
keep all the rent and supplemental rent so far paid under the ASLAs, which amounts to about $US9m and $US4·5m 
respectively which is close to 50% of the capital cost of the aircraft.

[114] As already explained, I do not accept that any windfall is involved. The rent was agreed based on market 
considerations and reflects the agreed consideration for Paramount's use to date of the aircraft. The supplemental 
rent is to a fund to cover major maintenance costs and does not involve a profit or windfall.
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[115] Nor do I accept that the prejudice to Celestial in being held bound to continue with the ASLAs is negligible, as 
Paramount submitted. The background of persistent default by Paramount suggests that the claim made of 
compliant performance hereafter should be approached with some scepticism. Whilst Paramount says it presently 
has the financial resources to perform, past history indicates that that is no guarantee of performance. Further, the 
financial difficulties which it claims it suffered through loss of the use of one aircraft suggests shallow financial 
foundations which could again be shaken if anything similar recurs.

[116] It is clear that Celestial has run out of patience with Paramount's persistent defaults and is determined, if it 
can, to recover its aircraft and let them out to more reliable contractual partners. This is borne out by the fact that it 
would prefer to let the aircraft out to another party at an appreciably lower rent than continue with the ASLAs.

[117] Given that this is Celestial's preferred course of action, and given Paramount's history of default, I consider 
that the most likely outcome if relief is granted is that the parties will be back in court in a few months time arguing 
about relief again in the context of different defaults. Indeed such a hearing is already scheduled to take place in 
April at which Paramount's alleged defaults in relation to the operation and maintenance of the aircraft will be 
addressed.

[118] This is not one of those cases where performance of the contract is essentially complete and all that is 
required is an identified further payment or payments. The ASLAs have four more years to run and I consider that 
there is a very real prejudice to Celestial in granting relief which obliges them to carry on in a long-term contract 
with a contractual partner who they do not, with good reason, trust to perform and with whom they wish to sever 
relations, in accordance with the agreed contract terms.

[119] As stated in Goker's case [1999] GCCR 1507 at 1510–1511 in which Lloyd LJ approved the following passage 
from the first instance judgment as follows:

'Indeed, even if as at today the plaintiff's past failures to make the payments due under his agreement could be 
compensated sufficiently as a condition of obtaining relief by the payment now of principal, interest and costs, that fails to 
take into account the full extent of any future risk—a risk which has been demonstrated already by the plaintiff's unreliability 
and poor financial circumstances, and which depends for security upon such a

 [*286] 

chattel as a car which, as contrasted with land, is easily moved, easily concealed and easily sold, is liable to rapid 
depreciation and may require considerable expenditure to maintain. Thus, as it was put by Sir Godfray, when a hirer has 
shown himself to be a defaulter, to oblige the owner of goods to forego his contractual rights and to return the goods to the 
hirer, would be to oblige the owner to accept a risk far greater than that contemplated when the contract was made.'

[120] Many of those comments are at least as applicable here, and an aircraft is a chattel of much greater 
sophistication and value than a car, and one in respect of which continual maintenance of a high standard is 
required.
Conclusion on discretion

Case 2:19-ap-01382-SK    Doc 349-2    Filed 01/14/22    Entered 01/14/22 07:52:03    Desc
Exhibit 2    Page 60 of 267



Celestial Aviation Trading 71 Ltd v Paramount Airways Private Ltd [2011] 1 All ER (Comm) 259

Page 30 of 30

[121] I have reached the clear conclusion that, notwithstanding the serious consequences which Paramount may 
suffer if the aircraft are redelivered to Celestial, this is not an appropriate case for relief. In particular, the operative 
defaults were knowingly committed and there is no excuse or even explanation for them. They were committed 
against a background of persistent defaults evidencing a cavalier disregard by Paramount for its contractual 
obligations and despite clear warnings of the consequences of continuing default. The defaults have still not been 
cured and Paramount has been in further default as well as in breach of a court order. There is real prejudice to 
Celestial if relief is given and they are compelled to carry on with the ASLAs.

[122] Even if the exercise of discretion was finely balanced, which it is not, it is well established that considerations 
of commercial certainty are relevant to the exercise of the court's discretion and those considerations would lead 
me to the conclusion that relief should not be granted.
Conclusion

[123] I refuse the equitable relief sought by Paramount on both jurisdictional and discretionary grounds. I shall hear 
the parties as to the terms of the relief to which Celestial is entitled in the light of that conclusion.

Order accordingly.

Rakesh Rajani  Barrister.

End of Document
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Jurong Data Centre Development Pte Ltd 
(provisional liquidator appointed) 

(receivers and managers appointed) 
v 

M+W Singapore Pte Ltd and others

[2011] SGHC 58

High Court — Originating Summons No 389 of 2010
Judith Prakash J
15, 16 September 2010; 16 March 2011

Credit and Security — Charges — JTC land — GST refund moneys — Security
documents expressly prohibited and restricted chargor from disposing of charged
assets or removing them from security without consent of chargee — Chargor
continued to deal with assets — Whether security documents created fixed or floating
charge

Credit and Security — Mortgage of real property — Creation — JTC land — Licensee
— Whether licensee of JTC land had sufficient interest that could be subject matter of
valid charge or mortgage

Facts

The plaintiff, Jurong Data Centre Development Pte Ltd (“JDD”), was
incorporated on 21 January 2008 for the purpose of developing, building and
owning a state-of-the-art data centre (“the Data Centre”). On 8 April 2010, JDD
went into provisional liquidation and, a few weeks later, an action was
commenced to challenge certain security given to the first defendant, M+W
Singapore Pte Ltd (“M+W”), and the appointment of the second to fourth
defendants (“the Receivers”) as receivers and managers under M+W’s security.
The purpose of the action was to determine whether particular assets of JDD
were available for the benefit of its unsecured creditors or whether M+W was a
secured creditor with priority.

For the purposes of its business, JDD applied to the Jurong Town Corporation
(“JTC”) for permission to develop and then lease the piece of land known as
Private Lot A2534304, also known as Government Survey Lot 8441A of Mukim
5 (“the property”). By a letter dated 8 April 2008, JTC offered JDD a three-year
licence of the property commencing 16 June 2008 and pursuant to this offer, on
22 December 2008, JTC and JDD executed a building agreement relating to the
property (“the building agreement”). Under the building agreement, JDD was
granted a licence of and authority to enter onto the property for a period of three
years from 16 June 2008 for the purpose of building the Data Centre (“the
project”) on the property. The building agreement also provided that upon
completion of the project (and subject to certain conditions), JTC would grant
JDD a 30-year lease of the property commencing retrospectively from 16 June
2008. Following a tender exercise, M+W was appointed the main contractor for
the project. On 19 February 2009, a construction agreement was concluded
between JDD and M+W (“the construction agreement”). M+W was to design,
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construct and complete the project for a price of approximately $213m to be
paid by JDD in a progressive manner in accordance with the terms of the
construction agreement.

In 2009, JDD’s financial resources ran out and it defaulted on the progress
payments due to M+W. M+W demanded assurances from JDD regarding
payment of its outstanding bills and threatened to stop work on the project
unless payment was made. On 28 October 2009, JDD executed a draft debenture
(“the Debenture”) and a draft security undertaking (“the Security Undertaking”)
provided to it by M+W’s solicitors. The Debenture granted M+W a first fixed
and floating charge over JDD’s present and future assets, with the exception of
the property which was to be subject to a mortgage upon the written consent of
JTC being obtained. In consideration of JDD’s performance of its obligations,
M+W agreed that it would not cease to perform its obligations under the
construction agreement.

In the meantime, JDD’s parent company was actively looking for other sources
of funds. Around June 2009, JDD started negotiations with an external investor,
Elchemi Group Limited (“Elchemi”), which was a private investment firm
incorporated in the British Virgin Islands. On 21 August 2009, Elchemi entered
into a memorandum of understanding which envisaged that Elchemi would take
up a 50% shareholding in JDD. It was subsequently agreed that Elchemi’s wholly
owned subsidiary, ConnectedPlanet Holding Limited (“ConnectedPlanet”)
would front the investment. On 3 November 2009, the negotiations with
Elchemi ended, and pursuant thereto, JDD and ConnectedPlanet entered into an
investment agreement whereunder ConnectedPlanet was to invest $71m to
acquire shares in JDD.

On 18 November 2009, representatives from JDD, M+W and Elchemi met
officers of JTC (“the JTC meeting”) to explain what was happening with the
project and to seek JTC’s consent for the grant of a mortgage over the property
in favour of M+W. The next day, JTC gave its in principle consent to the
arrangement. By its letter dated 4 December 2009, the consent was made subject
to several conditions. Several days later, JDD and M+W further executed an
assignment of building agreement (“the Deed of Assignment”) and a mortgage
document in escrow (“the Mortgage”).

In an unrelated development, on 15 January 2010, the relevant government
authority refunded to JDD a sum of $6,456,230.09 representing the net surplus
of goods and services tax that had been paid (“the GST Refund”). At the time of
the proceedings, whilst most of the GST Refund had been spent, $1,107,816.58
remained. This money was in the hands of the Receivers and was being claimed
by JDD for the benefit of the unsecured creditors.

As things turned out, due to internal problems, Elchemi and ConnectedPlanet
failed to make the promised investment in JDD or to pay any part of the
construction costs due to M+W. JDD went into provisional liquidation and
resolutions were subsequently passed to voluntarily wind up JDD.

JDD commenced proceedings against M+W and the Receivers, seeking
declarations that the various security interests granted in favour of M+W were
invalid. In doing so, it raised the issues of, inter alia, (a) whether it had sufficient
interest in the property that could be the subject matter of a valid charge or
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mortgage, (b) whether JDD had obtained valid and effective JTC consent for the
purposes of the charge or mortgage, and (c) assuming JDD had sufficient
interest for the purposes of a charge or mortgage, whether the security created in
the property or the GST Refund amounted a fixed or a floating charge.

Held, refusing the declarations:

(1) While JDD’s interest in the property was labelled as a licence pursuant to
the building agreement, its interest was not just a plain vanilla possessory
interest that entitled JDD to remain on the property. The building agreement
additionally provided for an agreement to grant a lease in favour of JDD. This
granted JDD an equitable interest in the property, in the form of a licence
coupled with an equity. This interest was sufficient to provide M+W with a valid
security over the property provided the necessary JTC consents were obtained.
In any event, the building agreement itself contemplated that the licensee JDD
might attempt to create a charge over its interest. JTC did not issue a blanket
objection to the granting of a charge, but instead provided that a charge was
permissible if its prior written consent had been given: at [31], [32], [36] and
[41].

(2) JDD’s Mortgage on the property in favour of M+W was approved and
there was no doubt that JTC consented to JDD using the property as security for
the charge of mortgage subject to the conditions provided in their letter dated
4 December 2009. Those conditions were not breached and JTC’s consent
remained valid and effective. Contrary to JDD’s submissions, there was no
requirement for ConnectedPlanet to be brought on board as a strategic investor,
or that the mortgage was to cover only prospective construction costs. In any
event, even if the conditions imposed by JTC were breached, that did not nullify
JTC’s consent. It was not sufficient for JDD to establish that JTC could have
revoked its consent because the conditions had been breached (whether due to
ConnectedPlanet’s failure to invest in JDD or the Mortgage securing the
outstanding construction costs). What the letter stated was that JTC would have
the right to revoke its consent in the event of such a breach. Up to the date of the
hearing, there was no evidence that JTC had raised any issue in relation to its
consent or that it had revoked its consent. Until and unless JTC revoked its
consent, the consent remained in place and the validity of the Security
Documents could not be challenged on the basis of lack of consent because of a
right to revoke in certain circumstances, even though those circumstances may
have occurred: at [47], [49], [52] and [55].

(3) The security created in the property and the GST Refund amounted to a
fixed charge. Each of the Debenture, the Deed of Assignment and the Mortgage
expressly prohibited and restricted JDD from disposing of the charged assets or
removing them from the security without M+W’s consent. The restrictions
contained in the Security Documents unambiguously established that JDD did
not have the freedom to dispose of the property or the GST Refund or to remove
the same from the security provided to M+W. In those circumstances, an
essential characteristic of a floating charge was not present in relation to the
charges created by the Security Documents. Further, even if JDD continued to
operate and deal with its assets from the date of execution of the Debenture until
the appointment of the Receivers, any dealings by JDD in breach of the
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restrictions would not change the nature of the charge from fixed to floating. As
long as M+W did not consent to JDD’s non-observance of any restriction or
waive any breach which it subsequently discovered, JDD would not be able to
rely on its own wrong to convert a fixed charge into a floating charge: at [74] and
[75].

(4) Under cl 10.1(a) of the Debenture, JDD was obliged, on receipt of a
Monetary Claim, to pay the same into the Claims Account. This meant that all of
the GST Refund had to be paid into the Claims Account and that JDD had no
authority to deal with such moneys in any other fashion. The Debenture made it
plain that the parties intended to ensure that JDD used all Monetary Claims
(including therefore the GST Refund) for the purpose of repaying M+W, and
JDD had no authority to use them for any other purpose whatsoever. JDD
breached its obligations under the Debenture when it did not pay the GST
Refund into a designated Claims Account but instead deposited the money into
another account which it was able to operate as it saw fit without any of the
restrictions imposed under the Debenture. Accordingly, JDD held the GST
Refund on a constructive trust for M+W. The GST Refund was however
deposited into a mixed account that contained other sums belonging to JDD.
Since there was a shortfall in the quantum of the GST Refund that remained in
that account, any withdrawal from that account was presumed to have been
taken from the non-trust moneys first. It thus followed that the remaining sum
in that account was comprised entirely of the balance of the GST Refund held on
trust for M+W: at [81] to [83] and [85].

Case(s) referred to
Agnew v CIR [2001] 2 AC 710 (refd)
Barclays Bank plc v Willowbrook International Ltd The Times (5 February 1987) 

(refd)
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Devaynes v Noble; Clayton’s Case (1816) 1 Mer 572; 35 ER 781 (distd)
Hallett’s Estate, Re; Knatchbull v Hallett (1880) 13 Ch D 696 (refd)
Ong Jane Rebecca v Lim Lie Hoa [2005] SGCA 4 (refd)
Power Knight Pte Ltd v Natural Fuel Pte Ltd [2010] 3 SLR 82 (distd)
Spectrum Plus Ltd (in liquidation), Re [2005] 2 AC 680 (refd)
Yorkshire Woolcombers Association Ltd, Re [1903] 2 Ch 284 (refd)

Legislation referred to
Companies Act (Cap 50, 2006 Rev Ed) s 330
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Andre Maniam SC, Chua Sui Tong and Lim Wei Lee (WongPartnership LLP) for the 
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16 March 2011

Judith Prakash J:

Introduction

1 On 8 April 2010, the directors of the plaintiff, Jurong Data Centre
Development Pte Ltd (“JDD”), passed a resolution acknowledging that JDD
could not continue business by reason of its liabilities. A provisional
liquidator was appointed the same day. On 22 April 2010, this action was
commenced to challenge certain security given to the first defendant, M+W
Singapore Pte Ltd (“M+W”), and the appointment of the second to fourth
defendants (“the Receivers”) as receivers and managers under M+W’s
security. The purpose of the action is to determine whether particular assets
of JDD are available for the benefit of its unsecured creditors or whether
M+W is a secured creditor with priority.

Background

2 JDD was incorporated on 21 January 2008 for the purpose of
developing, building and owning a state-of-the-art data centre (“the Data
Centre”). JDD is currently a wholly owned subsidiary of Japan Land
Limited (“JLL”), an investment holding company listed on the Singapore
Exchange.

3 For the purposes of its business, JDD applied to the Jurong Town
Corporation (“JTC”) for permission to develop and then lease the piece of
land known as Private Lot A2534304, also known as Government Survey
Lot 8441A of Mukim 5 (“the property”). By a letter dated 8 April 2008, JTC
offered JDD a three-year licence of the property commencing 16 June 2008
and pursuant to this offer, on 22 December 2008, JTC and JDD executed a
building agreement relating to the property (“the building agreement”).
Under the building agreement, JDD was granted a licence of and authority
to enter onto the property for a period of three years from 16 June 2008 for
the purpose of building the Data Centre (“the project”) on the property.
The building agreement also provided that upon completion of the project
(and subject to certain conditions), JTC would grant JDD a 30-year lease of
the property commencing retrospectively from 16 June 2008.

4 Following a tender exercise, M+W was appointed the main contractor
for the project. On 19 February 2009, a construction agreement was
concluded between JDD and M+W (“the construction agreement”). M+W
was to design, construct and complete the project for a price of
approximately $213m to be paid by JDD in a progressive manner in
accordance with the terms of the construction agreement. Construction
work commenced shortly thereafter.

5 Until June 2009, JDD funded the construction costs of the project by
using its own capital and obtaining loans from other companies which were
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related or associated with JLL (collectively “JL Group”). In the meantime,
JLL was actively looking for other sources of funds. Around June 2009, JDD
started negotiations with an external investor, Elchemi Group Limited
(“Elchemi”), which was a private investment firm incorporated in the
British Virgin Islands.

6 On 21 August 2009, Elchemi entered into a memorandum of
understanding with certain JL Group companies which envisaged that
Elchemi would take up a 50% shareholding in JDD. It was subsequently
agreed that Elchemi’s wholly owned subsidiary, ConnectedPlanet Holding
Limited (“ConnectedPlanet”) would front the investment. At about the
same time, JDD’s financial resources ran out and it started defaulting on the
progress payments due to M+W. In order to reassure M+W about
payment, on 14 September 2009, JDD introduced Elchemi to M+W and
told M+W that Elchemi would be providing equity and debt funding to
JDD to enable the project to be completed. JLL itself took steps to inject
further capital into JDD and by 23 October 2009, JDD had an increased
share capital of $25m and JLL had become its sole shareholder.

7 None of the new money moved to M+W although, at about the same
time, M+W had been demanding assurances from JDD regarding payment
of its outstanding bills amounting to $59,382,859.95. It threatened to stop
work on the project unless payment was made.

8 On 24 October 2009, a meeting initiated by M+W to discuss JDD’s
financial situation took place in Tokyo. There are differing accounts of what
happened there. M+W’s CEO, Mr Kurzboeck, demanded a first pledge over
JDD’s assets in order for M+W to continue work on the project. M+W
alleged that this demand was accepted on behalf of JDD. JDD, however,
averred that no such agreement was reached at that time as the JL Group
needed to get certain internal approvals.

9 On the afternoon of 27 October 2009, M+W’s solicitors,
WongPartnership LLP (“WongPartnership”) sent, inter alia, a draft
debenture (“the Debenture”) and a draft security undertaking (“the Security
Undertaking”) to Mr Leow Tet Sin, a director of JDD, for execution. The
next morning, M+W’s managing director, Mr Cris Dedigama
(“Mr Dedigama”), went to JDD’s office to discuss and execute the
Debenture and Security Undertaking. That afternoon, there was an urgent
board meeting of the directors of JLL to obtain approval for the execution
of the Security Undertaking and Debenture. Mr Leow informed the
meeting that approximately $59m was owing to M+W and in order for
M+W to seek permission from its head office in Germany to continue to
fund the construction and completion of the project, M+W required
execution of the documents. Mr Leow also informed the meeting that if the
documents were not executed, M+W would take immediate legal action to
enforce recovery and would cease to carry out any work under the
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construction agreement. JDD executed the two documents that same
evening (28 October 2009).

10 On the face of the document, cl 3 of the Debenture granted M+W a
first fixed and floating charge over JDD’s present and future assets, with the
exception of the property which was to be subject to a mortgage upon the
written consent of JTC being obtained. Clause 6.3 of the Debenture obliged
JDD to use its best endeavours to obtain any consent necessary to enable its
assets to be the subject of an effective fixed charge or assignment as
contemplated by cl 3. Similarly, as provided under cl 5.2(a) of the Security
Undertaking, JDD undertook to procure the written consent of JTC to the
entry of a mortgage of the property in favour of M+W. In consideration of
JDD’s performance of its obligations under the Security Undertaking,
M+W agreed in cl 4 that it would not cease to perform its obligations under
the construction agreement.

11 On 30 October 2009, M+W lodged a caveat (“the first caveat”) against
the property on the ground that it was a mortgagee under the documents
that had been executed. On 6 November 2009, JDD objected to the lodging
of the first caveat, contending that it was inconsistent with the JDD
directors’ understanding that the Debenture and the Security Undertaking
were not meant to take full effect, registered or enforced, pending JDD’s
negotiations with Elchemi. On 10 November 2009, M+W denied that such
an understanding existed. The first caveat, however, remained and JDD did
not take any steps to have it removed.

12 On 3 November 2009, the negotiations between Elchemi and the JL
Group ended. Pursuant thereto, JDD and ConnectedPlanet entered into an
investment agreement whereunder ConnectedPlanet was to invest $71m to
acquire a portion of JLL’s shares in JDD (“the investment agreement”). On
completion of the transaction, ConnectedPlanet would own 85% of the
enlarged issued share capital of JDD.

13 On 18 November 2009, representatives from JDD, M+W and Elchemi
met officers of JTC (“the JTC meeting”) to explain to them what was
happening with the project and to seek JTC’s consent for the grant of a
mortgage over the property in favour of M+W. There is a dispute over
whether the Debenture was mentioned during the meeting but the JTC
officers were definitely told of JDD’s desire to grant a mortgage in favour of
M+W pending the receipt of the investment from ConnectedPlanet. After
the meeting, Mr Leow wrote a letter, dated 18 November 2009, to JTC in
which he reiterated the reason for the meeting and the fact that JDD needed
a new investor to complete the project. Mr Leow forwarded a copy of the
investment agreement with ConnectedPlanet to JTC and said that pending
the investment, the mortgage would provide security to M+W “for the
purpose of a ‘Bridge Financing’ to complete the project”.
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14 On 25 November 2009, JDD, M+W and ConnectedPlanet entered
into an agreement (“the refinancing agreement”). By this agreement, JDD
acknowledged that the filing of the Debenture with the Accounting and
Corporate Regulatory Authority by M+W had been lawfully and properly
carried out. It further agreed to submit a request for, and obtain, JTC’s
approval in respect of the creation of a deed of assignment of the building
agreement and a mortgage over the property to secure JDD’s obligations
under, inter alia, the Debenture and the construction agreement. In return,
M+W agreed that JDD would not be required to make any payment under
the construction agreement until three days had elapsed from its receipt of
Elchemi’s investment or 31 January 2010, whichever was the earlier.

15 In the meantime, on 19 November 2009, JTC had given its in
principle agreement or consent to the arrangement. The formal approval
was set out in a subsequent letter dated 4 December 2009 (“the JTC consent
letter”) and this contained the following conditions which had to be
observed by JDD:

2 We are pleased to inform you that your request to Mortgage the
[property] to the aforesaid Mortgagee has been approved by JTC, subject to
your irrevocable and unconditional:-

(a) return of a duly completed Annex A (Non-financial Institution)
based on the format attached with this letter;

(b) acceptance of all the conditions in the attached Appendix; and

(c) acceptance of all the following which are conditions precedent to
JTC’s consent, and (amongst other rights and remedies available to
JTC) JTC’s consent is revocable in the event any of the following are
not observed or complied with:

(i) the Mortgage shall only be for the purpose of completion
of [M+W’s] development of a data centre at the International
Business Park … ;

(ii) [M+W] will remain the main design & build contractor
for [JDD] … throughout the term of the Mortgage; and

(iii) the Mortgage is only an interim financing solution of
[JDD’s] to bridge the period from the date of the Mortgage until
[ConnectedPlanet] is brought into the Project as a strategic
investor.

[emphasis in original]

16 On the same day, JDD accepted the terms and conditions imposed by
JTC for its consent to the mortgage and returned an acceptance letter to
JTC (“the acceptance letter”). The acceptance letter was stated (in Annex B)
that the mortgage was intended to secure:

The performance of all obligations that [JDD] may at any time have to
[M+W] under or pursuant to the [Debenture] … ; the [construction
agreement] … , the [Security Undertaking] … , the Deed of Assignment, the
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Mortgage and any other security, including but not limited to the repayment
of all sums outstanding from [JDD] to [M+W] under the [construction
agreement], including contractual interest payable pursuant to the terms of
the [construction agreement], as well as any other interest, costs and fees
thereon (including but not limited to legal fees incurred in connection
therewith), whether present or future, actual or contingent (and whether
incurred solely or jointly and whether as principal or as surety or in some
other capacity).

17 Within the next few days, JDD and M+W executed an assignment of
building agreement (“the Deed of Assignment”) and JDD also executed a
mortgage document in escrow (“the Mortgage”). The Mortgage contained a
certification by JDD’s lawyers that “[M+W] has agreed that the Mortgage
shall be subject to all the terms and conditions of [JTC’s] letter dated
4 December 2009 consenting to this Mortgage”. M+W then lodged a caveat
(“the second caveat”) against the property, purportedly to register M+W’s
interest on the land on the basis of the Deed of Assignment and the
Mortgage. Hereafter the Debenture, the Security Undertaking, the Deed of
Assignment and the Mortgage are sometimes collectively referred to as
(“the Security Documents”).

18 In an unrelated but important development, on 15 January 2010, the
relevant government authority refunded to JDD a sum of $6,456,230.09
representing the net surplus of goods and services tax that had been paid
(“the GST Refund”). At the time of the proceedings, whilst most of the GST
Refund had been spent, $1,107,816.58 remained. This money is in the
hands of the Receivers and is being claimed by JDD for the benefit of the
unsecured creditors.

19 After the execution of the Security Documents, M+W continued
work on the project and on 2 February 2010, the Building and Construction
Authority issued a temporary occupation permit (“TOP”) in respect of the
Data Centre.

20 As things turned out, due to internal problems, Elchemi and
ConnectedPlanet eventually failed to make the promised investment in
JDD or to pay any part of the construction costs due to M+W.

21 ConnectedPlanet had agreed to pay M+W the sum of $154,984,800.40
pursuant to an assignment agreement dated 12 January 2010. By this
document, in consideration of such promise, M+W had assigned its rights
under the construction agreement to ConnectedPlanet. On 12 March 2010,
M+W gave notice to JDD that the assignment agreement would be
terminated with immediate effect unless ConnectedPlanet and/or Elchemi
complied fully with their obligations. Similarly, on 18 March 2010, JDD’s
solicitors wrote to ConnectedPlanet’s solicitors to inform them that JDD
would consider ConnectedPlanet to be in breach of the investment
agreement unless completion took place on 19 March 2010. Completion
was not effected on the specified date and on 23 March 2010, JDD sent a
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notice of immediate termination of the investment agreement to
ConnectedPlanet.

22 Meanwhile, as between M+W and JDD, M+W had made a payment
claim against JDD in relation to an outstanding progress payment which
was due on 27 October 2009. On 18 March 2010, an adjudication award was
made in favour of M+W for a total amount of $29,086,796.35. On 19 March
2010, M+W gave notice to JDD that monies were due and owing under the
construction agreement, and that events of default had occurred pursuant
to the terms of the Debenture. M+W then asserted that it would be taking
steps to enforce its rights under the Debenture. On 22 March 2010, M+W
appointed the second, third and fourth defendants as the joint and several
receivers and managers of JDD’s properties, assets and undertaking
comprised in the Debenture. On 2 April 2010, the Receivers were further
appointed receivers and managers of JDD’s assets pursuant to the Mortgage
and the Deed of Assignment.

23 On 8 April 2010, JDD went into provisional liquidation. Some two
weeks later these proceedings were filed to challenge the validity of the
Security Documents. On 5 May 2010, JDD convened an extraordinary
general meeting, during which resolutions were passed to voluntarily wind
up JDD on the basis of its inability to continue its business by reason of its
liabilities, as well as to appoint Mr Tam Chee Chong of M/s Deloitte
Singapore & Southeast Asia as the liquidator of the company (“the
liquidator”). The liquidator thereafter continued with these proceedings.

24 As of the date of the winding up, while the TOP had been issued,
external works such as the landscaping, pavements and roads remained to
be carried out, and final touch-up works were also outstanding. JTC had
not by then granted JDD a lease in respect of the property. As at the date of
the hearing, JDD still remained a licensee of the property.

The issues

25 JDD asserts that it is entitled to the reliefs claimed in the proceedings
because it is able to show that:

(a) JDD has no legal or equitable interest in the land comprised in
the property that could be the subject matter of a valid charge or
mortgage granted in favour of M+W;

(b) JDD could not charge or mortgage its contractual rights (as a
licensee) over the property in favour of M+W because such rights
were governed by the underlying contracts – namely the building
agreement and the Debenture respectively, both of which required
valid and effective consent from JTC, which JDD failed to obtain;
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(c) JDD did not obtain valid and effective JTC consent under
cl 2.22(a) of the building agreement because not all the conditions
precedent in JTC’s consent letter dated 4 December 2009 were met;

(d) JDD did not obtain valid and effective JTC consent to enter into
the Debenture with M+W because there is no evidence before the
court that JTC’s approval for this specific purpose was ever sought, let
alone obtained;

(e) JTC granted consent to JDD to mortgage the property as an
interim financing solution to bridge the period from the date of the
Mortgage until ConnectedPlanet was brought into the project as a
strategic investor, therefore such consent did not apply to the
Debenture which related to repayment of costs incurred under the
construction agreement;

(f) even if JTC had granted consent to JDD to enter into the
Debenture, this approval was only valid for prospective costs incurred
from, at the earliest, the date of the Mortgage;

(g) the Debenture did not create any fixed charge over JDD’s assets
because, prior to the appointment of the Receivers, JDD operated and
dealt with its assets – including its bank account(s) and the property –
without any restrictions from M+W;

(h) any floating charge created pursuant to the Debenture was
invalid pursuant to s 330 of the Companies Act (Cap 50, 2006 Rev Ed)
(“the Act”) because it was created within six months of the
commencement of JDD’s winding up and no valid cash consideration
was extended by M+W at the time of or subsequent to the creation of
any such security; and

(i) the requirement under the refinancing agreement for JTC’s
consent to the Deed of Assignment and the Mortgage was not
satisfied.

26 It would be noted that depending on how I determine some of the
issues others may not need to be dealt with. Whether JDD had any interest
in the property that could be the subject of a valid charge or mortgage or
whether it had a contractual interest that was capable of being used as
security must, however, be a threshold issue. I will consider the first two
points raised by JDD in tandem and then move on to consider the other
issues, as necessary.

What is the nature of JDD’s interest?

27 JDD submits that it has no legal or equitable interest in the property
that could be the subject matter of a valid charge or mortgage granted in
favour of M+W. All JDD had or has is a licence, and its only right was to
occupy and use the property as provided by cl 2.1 of the building
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agreement. Apart from that, JDD had no proprietary interest in the
property as at the date of execution of the Debenture that could be granted
to M+W as security. JDD further argues that whatever its interest in the
property is, the same cannot amount to the kind of transmissible interest
alluded to in In re Cosslett (Contractors) Ltd [1998] Ch 495 at 508A which is
a necessary ingredient of a security interest. At the very minimum, to have a
transmissible interest, JDD argues that it must have been party to an
agreement to lease with JTC. In this case, however, it contends there was no
such agreement to lease. In the alternative, even if an equitable interest
could have arisen from JTC’s agreement to grant a lease pursuant to cl 3.1
of the building agreement, JDD argues that the requirements contained
therein had yet to be fulfilled at the time the Debenture and Security
Undertaking were executed on 28 October 2009; as at that date, the
building works were not completely finished and the TOP had not been
issued. In those circumstances, JTC would not have granted a lease to JDD
on 28 October 2009, and, on the same basis, JDD would not have been able
to obtain an order of specific performance of the grant of the lease even if
JDD had wanted such relief. At best, JDD had only contractual rights as
licensee of the property.

28 JDD also took pains to distinguish its situation from that existing in
Power Knight Pte Ltd v Natural Fuel Pte Ltd [2010] 3 SLR 82 (“Power
Knight”). In that case, the defendant, Natural Fuel Pte Ltd, entered into two
building agreements with JTC where it would have been granted 30-year
leases over the relevant properties once certain conditions were met. Until
then, the defendant was a licensee who had the right to build and operate its
production plants on the properties as if a lease had actually been granted.
The defendant subsequently borrowed money and as security for the
repayment of the same, it granted a charge over its assets to Power Knight
Pte Ltd. The main question posed in Power Knight was whether the
liquidator’s caveat (for the unsecured creditors) over the properties ought
to be removed. This is not an issue that concerns me here; the reason why
JDD seeks to distinguish Power Knight is that in the course of my judgment
in that case, I observed that the defendant had an agreement for a lease with
JTC and that this agreement had created an equitable lease. JDD submits
that Power Knight should be distinguished on the basis that the issues
decided there were markedly different from the present dispute (ie, whether
a statutory trust came into being upon the winding up of a company), that
there was no indication that a clause requiring JTC consent was required,
and lastly, that the question of whether the defendant was in principle
entitled to mortgage or charge the property was not raised in Power Knight
and all parties had proceeded on the basis that the defendant there had an
interest which it could mortgage or charge. JDD thus submits that Power
Knight does not apply.
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29 I was somewhat bemused by the fact that JDD had sought at all to
argue that it had no interest in the property which was capable of being
charged or mortgaged to M+W. As I pointed out to counsel in the course of
argument, over the past 40 years or more, JTC has been entering into
building agreements, with various parties who sought to build factories and
other industrial buildings, in terms that were more or less similar to those
of the building agreement in this case, ie, that upon the completion of
construction on JTC land within a specified period, JTC would grant a lease
of the land involved to the developer for a specific period. Further, in many
if not most of those cases, the developers have borrowed money to finance
the construction costs and have secured repayment by charging or
mortgaging their interests under those similar building agreements. Many
lawyers have acted in these transactions and have opined that such security
constitutes good and enforceable security for the lenders. If I accept JDD’s
argument, it would mean completely overturning the conventional wisdom
which itself was illustrated in the Power Knight case when all parties
involved took it as a given that the defendant had had a sufficient interest in
the property covered by the building agreement there to create a mortgage
or charge.

30 It also appeared to me that JDD was making a u-turn from the
position that it had held at the time the Security Documents were
negotiated. In October 2009, when M+W asked for security over JDD’s
assets, JDD did not respond that it had no interest which was capable of
constituting security. Subsequently, it signed the Debenture by which it
charged all its real property to M+W and specifically agreed that the real
property referred to would include the property once JTC had consented to
Mortgage over the same. At the same time, it signed the Security
Undertaking and undertook to procure the written consent of JTC to the
execution of the Mortgage and the lodging of a caveat with the Singapore
Land Authority in respect of the executed mortgage. In due course, JDD
met with JTC to explain the transaction and applied in writing for JTC’s
consent to the granting of the Mortgage. During this entire period from
October 2009 to early December 2009, both JDD and M+W acted on the
basis that JDD had the necessary interest in the property to mortgage the
same. It appears to me that M+W would have had strong ground to
contend that an estoppel by convention had arisen and that JDD was
precluded from raising the issue of a lack of interest. M+W did not,
however, make full arguments on this basis and since JDD has not
addressed the point, I will not deal with it further.

31 The issue I have to address relates to the nature of JDD’s interest in
the property at the time of the execution of the Security Documents. What
is clear, and what is not disputed by the parties is that, at that time, JDD’s
interest in the property was labelled as a licence. Clause 2.1 of the building
agreement states:
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Until the Land is comprised in a lease to be granted as provided in this
Agreement, to hold the Land as licensee upon the same terms relating to the
lease contained in the formal of [sic] Lease set out in the FIRST SCHEDULE
(‘First Schedule Lease’) in this Agreement at the same rent and subject to the
same covenants, conditions and stipulations so far as applicable as if a lease
had actually been granted, and so that the Owner shall have all the remedies
by whatever means for rent in arrears that are incidental to the relationship of
landlord and tenant. But nothing contained in this Agreement shall be
construed as creating a legal demise or any greater interest in the licence than
tenancy at will. [emphasis in original]

What is in dispute is the exact scope of this licence and whether security
may be attached to it.

32 It is relevant that cl 3 of the building agreement contains an
agreement to grant a lease. It reads:

3 3.1 If:

(a) Within the Licence Term –

(a1) the Building Works shall have been completely finished to
[JTC’s] satisfaction and in accordance in each and every way
with the endorsed and approved plans;

(a2) the Temporary Occupation Permits for the Building
Works have been obtained from the Authorities; and

(b) [JDD] has performed and observed all the stipulations contained
in this [building agreement]

then [JTC] shall grant and [JDD] shall accept a lease or sub-lease of the
[property] together with the buildings so erected on it and the appurtenances
for the term of thirty (30) years … retrospectively from the Licence
Commencement Date.

[emphasis in original in bold; emphasis added in italics]

It is clear from the above that when the provisions set out in cl 3.1 were met,
JTC would be obliged to grant, and JDD would have to accept, a 30-year
lease of the property. The effect of cll 2.1 and 3.1, read together, is that
JDD’s interest in the property was not just a plain vanilla possessory interest
entitling JDD to remain on the property. The building agreement provides
for something more: at the very least, it grants JDD an equitable interest in
the property. Had JDD fulfilled the conditions in cl 3.1, and JTC
subsequently decided to renege on its promise, theoretically JDD could
apply to court for specific performance to compel JTC to grant it a 30-year
lease as provided under the building agreement. I therefore hold that JDD
had, at the very least, a licence coupled with an equity.

33 JDD also makes the further point that no agreement existed between
JTC and JDD when the Debenture and Security Undertaking were executed
on 28 October 2009. At that point in time, JDD had not fulfilled the
conditions in cl 3.1 and, ipso facto, no lease was created. I think this misses
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the point. JDD’s argument presupposes that all requirements had to be met
for the lease before JDD could charge its interest in the building agreement.
However, that need not be the case here since the Debenture is broadly
worded and sufficiently wide to include any interest JDD had in the
property. What was important, at the time of execution, was that JDD had
some form of interest in the property, ie, the licence coupled with an equity,
that the security could be attached to.

34 In my view, it is also maintainable that the building agreement is not
just a licence agreement; it is also an agreement to lease. Clause 2.1 of the
building agreement (see [31] above) recognises that the building agreement
is not only a licence agreement, it is also an agreement for “a lease to be
granted”. The building agreement itself is said not to create a legal demise
but that stipulation does not prevent an equitable lease from arising, once
the conditions for the grant of the lease are satisfied.

35 Indeed, that is exactly what is provided in cl 3.1 read with cl 3.3: that
once the conditions for the grant of a lease are satisfied, the licensee shall be
deemed to be the lessee of the land:

… From the time of the granting of the lease under clause 3.1 above until the
Instrument of Lease is executed, the Licensee shall be deemed to be the Lessee
of the [property] for the Lease Term … as though a lease had been
executed …

36 In any event, the building agreement itself contemplated that the
licensee JDD might attempt to create a charge over its interest under that
agreement. Clause 2.22(a) of the same provides:

2 [JDD] agrees to perform and observe the following stipulations:-

…

2.22(a) Not to assign, charge, mortgage, create a trust or agency, let,
sublet, or permit underletting, or grant a licence or part with or share
his interest under this [building agreement], or the possession or
occupation of the [property] from the Licence Commencement Date
until the day [JDD] has:

(a1) complied with the Business Park Guidelines stipulated by
URA and Urban Design Guidelines; and

(a2) obtained all the necessary Temporary Occupation Permits
issued by the Authorities for the Building Works at the
[property],

… Except That, subject to [JTC’s] prior written consent (which consent shall
not be unreasonably withheld), [JDD] may mortgage or charge his interest
under this [building agreement] by way of assignment or debenture (as the case
may be) to secure the repayment of such sum or sums as [JDD] may require
for erecting or completing the Building Works in according with this
[building agreement] PROVIDED THAT [JDD] shall thereafter continue to
be liable for the observance and performance of the several stipulations
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contained in this [building agreement] until the grant of the lease as provided
in clause 3 below.

[emphasis added]

It is apparent from the foregoing that JTC did not make a blanket objection
to the granting of such a charge, but instead provided that a charge was
permissible if its prior written consent had been given. Further, it even
limited its discretion to withhold consent by providing specifically that such
consent, once requested by the licensee, could not be unreasonably
withheld by JTC. Thus, JTC too was of the view that the interest provided to
JDD under the building agreement was capable of being charged even prior
to the completion of the Data Centre and it had no objection in theory to
such a charge as long as it had the necessary control to ensure that the
charge was created only for purposes of which it approved and which were
consonant with its policy.

37 In any event, it is clear that the interest necessary to meet the interest
requirement of a charge is to be interpreted broadly and the general
principle is that most interests can be subject to a charge unless they are,
inter alia, of a personal nature. Goode on Legal Problems of Credit and
Security (Sweet & Maxwell, 4th Ed, 2008) (“Goode”) at para 1–55, the
permissible objects of security are described thus:

We have previously seen that a pledge cannot be taken over pure intangibles.
Subject to this, a security interest may in principle be taken over any kind of
property or class of property, tangible or intangible, present or future,
including land, goods, negotiable and non-negotiable instruments,
documents of title, securities (whether held directly from the issuer or
through a securities account with an intermediary), intellectual property
rights of various kinds, policies of insurance, transferable licences and quotas,
bank deposits and letters of credit, drawing rights under facility agreements
with banks, subscription agreements with underwriters, rights under
construction contracts, transferable membership rights, and indeed anything
which is identifiable and transferable, whether in gross or as appurtenant to
land or other property. Moreover, security interests may themselves be given
in security, so that a pledgee may grant a sub-pledge, a chargee may grant a
sub-charge and a mortgagee a sub-mortgage or a charge.

…

There are, however, certain categories of property which, by reason of their
personal nature, considerations of public policy or a contractual prohibition
against assignment, are incapable of transfer …

38 In its submissions, M+W argues that it was not necessary for JDD to
have a legal or equitable interest in real property in order to grant valid
security by way of the Security Documents. In support, it cites the passage
from Goode quoted above and the following extract from Fisher &
Lightwood’s Law of Mortgage (LexisNexis Butterworths, 12th Ed, 2006)
at 198:
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17.1 Insurance policies, shares, stocks, book and other debts, equitable
interests in land and personalty, and other things in action, legal or equitable,
are frequently mortgaged. Save where some special method of disposition is
provided by statute, a mortgage of a thing in action is usually effected by an
assignment of the thing.

39 On this basis, M+W says that whatever the precise nature of JDD’s
rights/interest in the property is (contractual or proprietary; legal or
equitable), by executing the Security Documents, JDD had granted a fixed
charge over the same to M+W. This was because the Security Documents
do not limit M+W’s rights to merely taking possession of and using the
property; on the contrary, M+W has been granted all the rights of a
mortgagee – to appoint receivers and managers, to sell JDD’s rights/interest
in the property, and to have the proceeds thereof applied towards the
secured obligations. The particular provisions in the Security Documents
that M+W relied on are:

(a) cl 3.1 of the Debenture which provides that JDD charges in
favour of M+W “as security for the payment and discharge of the
Secured Obligations, by way of first fixed charge … all [its] right[s],
title and interest from time to time in and to each of the following
assets …”

(b) cl 3.1 of the Deed of Assignment, which provides:

[JDD] as legal and beneficial owner, and as continuing security for the
due and punctual payment and discharge of all the Secured Obligations
and for the observance and performance by it of its obligations under
the Finance Documents, hereby assigns and agrees to assign absolutely
to [M+W], free from all liens, charges and other encumbrances:

(a) all the present and future rights title interest benefits
advantages permits licences and remedies which [JDD] has in
under or arising out of the [building agreement] and the Head
Lease; and

(b) all the present and future estate right title and interest of
[JDD] in and to the [property].

(c) cl 3.3 of the Deed of Assignment, which provides:

Contemporaneous with the execution of this Assignment, [JDD] shall
execute and deliver to [M+W] the Mortgage with the intent that, upon
the delivery by the Lessor to [JDD] of the Head Lease or other
documents of title relating to the [property], the Mortgage shall be
registered and take effect as a first legal mortgage over the [property]
accordingly;

(d) cl 10.2 of the Mortgage, which provides:

Upon the occurrence of an Event of Default, the whole of the Secured
Obligations shall immediately become due and payable without further
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demand and the security created hereunder shall become enforceable
and [M+W] shall be entitled to exercise all or any of the powers
(statutory or otherwise) of a mortgagee in respect of the Mortgage
Property …

40 I accept this argument and agree that the net effect of the provisions
of the Security Documents is that JDD’s rights and interest under the
building agreement were charged to M+W as security for the debt which
JDD owed M+W or would owe it from time to time. The Security
Documents further gave M+W the right to further transmit such rights and
interest when taking enforcement action. The legal position as enunciated
in Goode and other texts is that practically any interest can be charged as
long as it is not purely intangible. In my judgment, JDD’s rights and interest
under the building agreement were far from being purely intangible
because, as I have held above, they amounted to a licence coupled with an
equity. Even if they were purely contractual, however, a valid security
interest could be taken over them and, at the least, such security interests
were created by the Security Documents.

41 For the reasons given above, I conclude that JDD had sufficient
interest in the property and the building agreement to provide M+W with a
valid security over the same provided the necessary consents were obtained.

Did JDD obtain valid and effective consent from JTC to charge its interest 
in the property to M+W?

42 JDD contends that given that any rights it had to charge or mortgage
its interest in the property were governed by the building agreement, JDD
could not charge or mortgage such interest unless and until it had satisfied
the condition in cl 2.22(a) of the building agreement. As that clause
provides for such a mortgage or charge to be “by way of assignment or
debenture” and to require JTC’s consent, then if there is no valid
assignment or debenture between JDD and M+W, there can be no valid
charge or mortgage even if JTC’s consent had been obtained. JDD went on
to point out that whilst it did execute the Debenture, cl 3.4(b) thereof
provided that the security created by the Debenture would not extend to the
property “for as long as the consent of [JTC] has not been obtained for the
entry into of this Debenture and upon the written consent of [JTC] being
obtained, the security created hereby shall extend to the Data Centre”.
Therefore, it says that to assert a contractual right to grant a mortgage in
favour of M+W, JDD needed the following consents:

(a) JTC’s consent for JDD for JDD to charge or mortgage its
interest under the building agreement to M+W; and

(b) JTC’s consent for JDD’s entry into the Debenture pursuant to
cl 3.4 of the Debenture.
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It is JDD’s position that neither of the above consents was ever obtained
from JTC.

43 Before I go on to discuss the nature and effect of the consent that JTC
did give, I would like to deal with the argument that JTC had to consent
specifically to JDD’s entry into the Debenture for the Debenture to be valid
and enforceable. I do not think that this is the effect of cl 2.22(a) of the
building agreement. The material portion of this clause reads:

[S]ubject to [JTC’s] prior written consent (which consent shall not be
unreasonably withheld), [JDD] may mortgage or charge his interest under
this Agreement by way of assignment or debenture (as the case may be) to
secure the repayment of such sum or sums as [JDD] may require for erecting
or completing the Building Works …

The intention of the clause is to permit JDD to mortgage or charge its
interest in the building agreement to secure payment of the construction
costs. As I read the clause, the consent required is for the creation of the
mortgage or the charge which is the security interest given to the creditor in
respect of JDD’s interest in the agreement. How such mortgage or charge is
created is not the subject of the consent. There are two methods suggested
in the clause but what is purported to be controlled by the necessity for
obtaining consent is the fact of creating security and not the manner of
creating security. Thus, as long as JTC has agreed to the creation of the
security, it is irrelevant that it has not agreed specifically to the particular
document, whether it is an assignment or debenture, which contains the
provisions creating the security.

44 The requirement of JTC consent for its execution was not, in my view,
imposed by the Debenture either. The Debenture as drafted was meant to
create security (by way of both fixed and floating charges) over a wide range
of JDD’s assets: from its real property to its choses in action and chattels.
JTC had no interest in the charges over the choses in action and chattels
and no power to prevent JDD from charging the same. The validity of the
Debenture in general and as it affected those other assets could not be
impugned by a lack of JTC’s consent. The only consequence of the Debenture
that depended on JTC’s consent was the validity of the charge over the
property which it also contained. To prevent any argument that failure to get
consent to the charge over the property would affect the validity of the rest
of the Debenture, the parties used cl 3.4(b) of the Debenture to ring-fence
the charge over the property so that the same would not be included as part
of the security created by the Debenture until JTC’s consent therefor had
been obtained. Clause 3.4(b) was not intended to impose a requirement that
JTC had to give its consent to the entire Debenture before the same could be
executed. Its purpose was much more limited than that and was only, as I
have stated, to make it plain that the parties recognised that JTC’s consent
was required for a charge over the property and that they were not
attempting in any way to avoid complying with that requirement.
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45 With the above in mind, I go on to consider the grounds on which
JDD contends that JTC’s written consent did not take effect because not all
of the conditions precedent were fulfilled. These conditions were contained
in para 2 of JTC’s consent letter (see [15] above).

46 JDD’s position is that when this paragraph of the consent letter is read
in the context of the correspondence from JDD to JTC before and shortly
after the meeting in November 2009, it becomes clear that JTC’s consent
was predicated on, inter alia, a new investor such as ConnectedPlanet being
brought in to the project. This condition precedent was not fulfilled because
Elchemi failed to honour its obligation to complete the investment
agreement. Consequently, JDD says, JTC’s consent never took effect for the
purpose of satisfying the requirement of cl 2.22(a) of the building
agreement.

47 I have no hesitation in rejecting that argument. Reading JTC’s
consent letter, prima facie, it seems that the conditions stated in
paras 2(c)(i)–2(c)(iii) thereof ought to be satisfied at the time consent was
granted, but if there was any change thereafter, that would constitute
grounds on which JTC could revoke its consent. M+W, in its submissions,
correctly points out that the terms “condition precedent” and “revocable”
do not sit easily with each other. Perhaps, if one were to consider the term
“condition precedent” technically, it could be said that a party asserting that
consent had been given had first to prove that the conditions had been met
in order to show that JTC’s consent was an effective consent. It is
presumably on this understanding that JDD submits that it did not obtain
JTC’s consent for it to either charge or mortgage its interest under the
building agreement to M+W. However, considering JTC’s consent letter in
its entirety, that could not be the case here. Paragraph 2 of the letter stated
that the Mortgage on the property in favour of M+W, the mortgagee, was
approved (in the past tense). Had JTC intended for the conditions to be met
before approval was granted, it surely would have used the term “will
approve” instead. In my judgment, approval was granted and there can be
no doubt that JTC consented to JDD using the property as security for the
charge or mortgage. Further, the conditions served the additional purpose
of providing the background and the understanding on which the consent
was granted.

48 Turning to the specific point about ConnectedPlanet’s entry as an
investor, as I have alluded to above, the conditions served the additional
purpose of explaining the circumstances in which the consent was granted.
These were that the whole purpose of the mortgage was for JTC to allow
JDD to grant a charge until ConnectedPlanet’s investment materialised and
enabled payment of the outstanding construction costs due to M+W. JDD
wished to procure that M+W continued its forbearance in relation to the
overdue construction payments and also, importantly, continued with the
construction project. As M+W submitted, ConnectedPlanet’s entry as an
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investor was not a condition per se but was mentioned to mark the
termination of the charge, ie, the time when M+W would be paid and
consequently would have to discharge its mortgage. It was this that was
noted by JTC in para 2(c)(iii) of its letter. The interpretation of that
paragraph which JDD now contends for would negate the commercial
purpose of the exercise. Once ConnectedPlanet put in its investment, JDD
would have sufficient funds to pay M+W and there would be no need
whatsoever for a mortgage in favour of M+W. It was in the interim period
whilst JDD was cash-strapped that it required M+W’s continued support
which support M+W was not willing to give unless it had the security of a
mortgage or charge. This was specifically explained to JTC at the JTC
meeting.

49 I also agree with M+W that JDD’s contention that para 2(c)(iii)
required ConnectedPlanet to be brought on board as a strategic investor
was not supported by the evidence of what had happened at the JTC
meeting or thereafter or by the evidence of any of JDD’s own witnesses.
Mr Ang Chee Seng (“Mr Ang”), the general manager of Elchemi, testified
that whilst ConnectedPlanet’s involvement in the project was an important
consideration for JTC, the JTC officers did not go so far as to suggest JTC
would not grant consent only if ConnectedPlanet invested in JDD. It was
Mr Ang’s view, too, that if completion of ConnectedPlanet’s investment
was postponed from the date anticipated at the time of the meeting, M+W’s
mortgage would continue to be effective until that completion. Mr Leow
agreed with Mr Ang that JTC’s officers did not say that consent would not
be granted if ConnectedPlanet was not brought in as an investor. As far as
Mr Leow was concerned, if the investment by ConnectedPlanet fell
through, M+W would be able to enforce its security. Such a view would be
inconsistent with any stand that JTC’s consent required participation by
ConnectedPlanet and would be nullified by the lack of such participation.

50 The second argument that JDD makes is that the consent should, by
reason of paras 2(c)(i) and 2(c)(iii), be construed as specific to JDD
granting a mortgage to M+W for financing purposes only (ie, in respect of
costs to be incurred) and not to secure repayment of construction costs
already incurred under the construction agreement. It points out that the
first condition is that the mortgage can only be for the “purpose of
completion” of JDD’s development of the Data Centre at the property
whilst the third condition is that the mortgage is “only an interim financing
solution”. It follows from the first condition that JTC’s consent was
forward-looking and intended to cover prospective costs. As for the future
period that JTC’s consent was meant to cover, the third condition makes it
clear that it was from the date of the mortgage until ConnectedPlanet’s
investment in JDD took place.

51 This interpretation is, JDD says, consistent with the evidence of
Mr Ang who attended the JTC meeting, that he, the directors of JDD and
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Mr Dedigama went for that meeting with the understanding that JTC was
more likely to grant consent if M+W was in the position of a financier
rather than that of a creditor and that was also why M+W and
ConnectedPlanet subsequently executed the refinancing agreement.

52 Contrary to JDD’s position, I observe that the JTC consent letter does
not state specifically that the mortgage is to cover only prospective costs.
This is the inference that JDD seeks to draw from the references to “interim
financing solution” and “completion”. In my view, those references do not
point unequivocally to prospective payments. They are capable of meaning
a temporary solution to enable completion, ie, keeping the contractor on
board by providing security for outstanding payments and further costs
which will accrue and thereby encouraging him to continue his work to
complete the project. It is the latter interpretation that is supported by the
evidence.

53 First, both Mr Leow and Mr Ang agreed that the reference to an
“interim financing solution” to “bridge the period” in para 2(c)(iii) simply
referred to M+W continuing to finance the construction costs itself until
the funds invested by ConnectedPlanet were paid to JDD. Mr Ang’s
evidence was that the parties had told JTC that they were going to
restructure the arrangement among themselves such that it would be M+W
“financing the deal or providing financing to the deal right up to the point
where the investment agreement is to be completed”. He then commented
that in its consent letter, JTC had pretty much used the language that the
parties had used in the meeting like “bridge financing”.

54 Secondly, the wording of the acceptance letter (see [16] above)
submitted by JDD after receipt of the consent letter showed that it did not
consider that the consent letter limited the scope of the Mortgage to
covering prospective costs. In that acceptance letter which was completed
by JDD and submitted on 4 December 2009, JDD described the secured
obligations as “including but not limited to the repayment of all sums
outstanding from [JDD] to [M+W] under the [construction agreement]”
[emphasis added]. JDD knew that this was the case because it was aware
that M+W’s condition for continuing with the construction work was that
outstanding amounts had to be secured. This had been made plain to JDD
at the meeting of 24 October 2009. In informing JTC of this position, JDD
was only confirming what must have been impliedly if not expressly
conveyed at the November meeting. If JDD had thought that the consent
letter limited the scope of the Mortgage to prospective costs, it would have
been obliged under the Security Undertaking to ask JTC to revise the terms
of its consent so as to cover the outstanding costs. It made no such request.

55 In any event, even if the conditions imposed by JTC were breached,
this would not nullify JTC’s consent for the purpose of these proceedings.
As M+W argues, it is not sufficient for JDD to establish that JTC could have
revoked its consent because the conditions had been breached (whether due
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to ConnectedPlanet’s failure to invest in JDD or the Mortgage securing the
outstanding construction costs). What the letter stated was that JTC would
have the right to revoke its consent in the event of such a breach. Up to the
date of the hearing, there was no evidence before me that JTC had raised
any issues in relation to its consent or that it had revoked its consent. Until
and unless JTC revokes its consent, the consent must remain in place and
the validity of the Security Documents cannot be challenged on the basis of
lack of consent because of a right to revoke in certain circumstances, even
though those circumstances may have occurred.

56 JDD also argues that it was required to obtain JTC’s consent to
execute the Deed of Assignment and to grant the Mortgage by the
refinancing agreement and that it did not do so. The refinancing agreement
was executed on 25 November 2009 between M+W, JDD and
ConnectedPlanet for the purpose of documenting the various arrangements
between the parties. These included JDD undertaking to, within three days
of receiving the investment amount contributed by ConnectedPlanet, and
in any event no later than 31 January 2010, use this money to satisfy the
outstanding amount due to M+W and keep the balance to meet further
construction costs. These obligations of JDD were referred to in the
refinancing agreement as the “RA Obligations”. ConnectedPlanet for its
part agreed to provide the investment amount by a certain date and M+W
agreed that upon JDD satisfying the RA Obligations, it would release and
terminate the Debenture, discharge the Deed of Assignment and Mortgage
and withdraw the caveats lodged against the property.

57 Clause 1(b) of the refinancing agreement reads as follows:

JDD shall submit a request for approval to JTC and obtain the same in
relation to the creation of a deed of assignment (the ‘Deed of Assignment’) of
the [building agreement] … made between JDD and JTC and a mortgage (the
‘Mortgage’) by JDD in favour of [M+W] over [the property] … to secure the
performance of all obligations that JDD may at any time have to [M+W]
under or pursuant to the Debenture, [the construction agreement] … , the
Security Undertaking … , the Deed of Assignment, the Mortgage and any
other security … [emphasis in original]

58 JDD points out that there is no evidence that JDD or M+W discussed
the proposed terms of the refinancing agreement with JTC. It argues that
M+W was concerned about this omission after it received a copy of JTC’s
consent letter. On 8 November 2009, M+W’s solicitors wrote to JDD’s
solicitors pointing out that under para 2(c)(iii) of the JTC consent letter, the
Mortgage was to “bridge” the period lasting until ConnectedPlanet was
brought into the project but that under the refinancing agreement, the
Mortgage and Deed of Assignment would only be discharged when all the
RA Obligations had been met. The solicitors were concerned that this was
not the same as what was contemplated by the said para 2(c)(iii). In a
further letter written on 17 December 2009, M+W’s solicitors reiterated
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that cl 2(b) of the refinancing agreement was not the same as para 2(c)(iii)
of the JTC consent letter and said that M+W wanted JTC to be made aware
of the material terms of the refinancing agreement. They explained:

This is essential as JTC may subsequently discover that it has consented to the
Mortgage and Deed of Assignment based on an incomplete understanding of
the factual background relating to the above matter and exercise their right to
revoke their consent (which is expressly provided for in paragraph 2 of the
JTC [l]etter).

59 JDD acknowledges that if this action were between the two
contracting parties inter se then it could not rely on its own default with
respect to its obligation under the refinancing agreement to obtain JTC’s
consent for its entry into the Deed of Assignment and the granting of the
Mortgage. It submits, however, that since the conduct of this action was
taken over by the liquidator, it is now being maintained and prosecuted by
the liquidator on behalf of all the unsecured creditors of JDD. This it says is
not an action between the contracting parties of the refinancing agreement,
ie, JDD and M+W, only. Further, M+W is not a blameless party who should
be protected by the principle because it acted in disregard of the terms and
conditions of the refinancing agreement when it proceeded with the
execution of the Deed of Assignment on 8 December 2009 and the
registration of the Mortgage on 11 December 2009 before confirming or
ensuring that JDD had obtained the relevant JTC consent. M+W should not
be able to rely on this default to steal a march on other creditors of JDD.

60 M+W’s response is that this argument is misconceived on two bases.
First, JTC did give consent for a mortgage over JDD’s interest in the
property in favour of M+W. The execution of the Deed of Assignment and
the Mortgage were effected pursuant to that consent. Indeed, Annex A to
the acceptance letter identifies the “[Mortgage] and Deed of Assignment” as
the relevant documents that would be entered into pursuant to JTC’s
consent. In addition, JDD’s then solicitors had certified on the Mortgage
that the mortgagee (M+W) had agreed that the Mortgage would be subject
to all the terms and conditions of the JTC consent letter. Further, nothing in
the refinancing agreement was intended to “affect, supercede or replace”
the provisions of any other agreements entered or to be entered into
between JDD and M+W (see cl 4(c) of that agreement). The JTC meeting
had taken place against the backdrop of the Security Documents in
existence at that point of time and both of these required JDD to obtain
JTC’s consent and to execute a mortgage in favour of M+W. Accordingly,
the process of obtaining JTC’s consent and the consent thereby obtained
could not be voided by the refinancing agreement.

61 Secondly, the refinancing agreement did not require “fresh consent”
to be obtained for the Deed of Assignment and Mortgage. The refinancing
agreement was concluded in the aftermath of the JTC meeting and, as
Mr Ang testified, it was drawn up straight after the JTC meeting so that the
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parties could structure the deal in line with the representations they had
made to JTC. Thus, the refinancing agreement was simply repeating what
had been provided for in the Debenture and Security Undertaking and the
consent process required by the refinancing agreement was duly
undertaken by JDD.

62 I accept the above arguments made by M+W. I also agree that if fresh
consent was required after the execution of the refinancing agreement, then
it was JDD’s obligation to obtain the same and it cannot now say that
because it did not do so, the security is invalid. In this regard, M+W did
raise the argument of estoppel by convention and noted that after
4 December 2009, both parties proceeded on the basis that the consent
given by JTC was valid and effective and that M+W had valid security over
the property. It was only on that basis that M+W continued to work on the
construction of the project.

63 As regards JDD’s assertion that there was no evidence on record that
JDD or M+W discussed the refinancing agreement with JTC after the JTC
meeting in order to obtain the approval required by the refinancing
agreement, M+W pointed out that there were e-mails which evidenced that
JDD’s solicitors had been in contact with JTC after the meeting but there
was no evidence as to what JDD’s solicitors had told JTC. It was wrong for
JDD to suggest (and it could not do so) that its own solicitors must have
failed to inform JTC of the refinancing agreement in the course of their
communications with JTC. Further, in the same letter that M+W’s
solicitors wrote expressing their concerns, they had asked JDD to confirm
that it had no objections to M+W contacting JTC directly to inform JTC of
the material terms of the refinancing agreement. No such confirmation was
given and in fact JDD’s solicitors had informed M+W’s solicitors that JDD
was of the view that there was no need to disclose details of the refinancing
agreement to JTC. In these circumstances, I agree that it really does not lie
in JDD’s mouth to contend that the provisions of the refinancing
agreement affected the consent in any way.

64 I should add that I do not accept the distinction that JDD sought to
draw between itself and the liquidator. The liquidator cannot be in a better
position than JDD itself in relation to JDD’s failure to comply with its legal
obligations under the refinancing agreement since the liquidator is
enforcing the rights of the company and not any independent rights. The
fact that the beneficiaries of the liquidator’s action would be the unsecured
creditors does not, to my mind, change this position and JDD has given me
no authority in support of any argument to the contrary. In my view too,
M+W was not blameworthy in any way. JDD’s solicitors had informed
M+W’s solicitors that JDD had fulfilled its obligation to lodge a notice of
mortgage with JTC and that there was no need to disclose the details of the
refinancing agreement to JTC. M+W had a copy of the letter of consent
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and, in the face of JDD’s stand, was entitled not to do anything further
despite any misgivings it may have had.

Was the charge created under the Debenture void pursuant to section 330 
of the Companies Act?

65 Section 330 of the Act states:

330. A floating charge on the undertaking or property of the company
created within 6 months of the commencement of the winding up shall,
unless it is proved that the company immediately after the creation of the
charge was solvent, be invalid except to the amount of any cash paid to the
company at the time of or subsequently to the creation of and in
consideration for the charge together with interest on that amount at the rate
of 5% per annum.

66 Accordingly, says JDD, under s 330, save for any new cash paid to
JDD at the time of or subsequent to the creation of the charges that were
purportedly created under the Debenture and in consideration for the
same, such charges would be void if they were created within six months of
the commencement of JDD’s winding up unless it is proven (the burden of
proof being on M+W) that JDD was solvent immediately after the charges
were granted. M+W’s first line of reply is that s 330 does not apply to the
charges created under the Debenture which it has enforced because these
were fixed charges. This argument is also made by the Receivers. I will
consider this position first because it is only if the charges in question are
floating charges that I need to consider whether JDD was solvent at the time
they were created and whether any new cash consideration was provided.

67 In In re Yorkshire Woolcombers Association, Limited [1903] 2 Ch 284
at 295, Romer LJ enunciated the classic description of the hallmarks of a
floating charge:

… I certainly think that if a charge has the three characteristics that I am
about to mention it is a floating charge. (1.) If it is a charge on a class of assets
of a company present and future; (2.) if that class is one which, in the
ordinary course of the business of the company, would be changing from
time to time; and (3.) if you find that by the charge it is contemplated that,
until some future step is taken by or on behalf of those interested in the
charge, the company may carry on its business in the ordinary way as far as
concerns the particular class of assets I am dealing with.

68 JDD argues that the charges created under the Debenture were
floating charges because:

(a) JDD continued to operate and deal with its assets from the date
of execution of the Debenture until the appointment of the Receivers
on 22 March 2010.

(b) Before the Receivers took possession of the property, JDD’s
directors and management were not hindered in their day to day
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dealings with the property. For example, in relation to entering into
contracts with suppliers and sub-contractors, negotiations with
potential tenants and the ability to incur expenditure in relation to the
property.

(c) The mere lodging of a caveat over real property does not create
any interest in that property so M+W could not acquire a fixed
interest in the property by reason of the lodging of the first and
second caveats.

(d) Since cl 3.4(b) of the Debenture made the creation of a fixed
charge over the property contingent on JDD obtaining JTC’s consent
for it to enter into the Debenture, the agreement therein for JDD to
grant a fixed charge over the property to M+W in the future, after
JTC’s consent had been procured, was a mere contract and not an
equitable charge.

(e) Even if the Mortgage constituted valid security, it is not a fixed
charge; it is at best a floating charge since “[u]nder a fixed charge the
asset is appropriated to satisfaction of the debt immediately or upon
the debtor acquiring an interest in it” (see Goode ([37] supra) at
para 1–10). In this case, JDD had no legal or equitable interest in the
property when the charge, if any came into existence with the
execution of the Debenture on 28 October 2009 and therefore the
charge created in that document could only be a floating charge.

69 As far as the Mortgage is concerned, I cannot accept that it is a
floating charge. I have found that under the building agreement, JDD had
an equitable interest in the property that was capable of being charged.
Accordingly, this interest existed when the Debenture was created and
therefore JDD was capable of granting a fixed charge over the property via
the Debenture once JTC’s approval was granted and, a fortiori, was capable
of granting a fixed charge over the property via the Mortgage which was
executed after JTC’s consent had been obtained.

70 The question of whether the Debenture created fixed or floating
charges over the assets in question which are the GST Refund and the
property is a question that has to be answered by reference to the document
itself. The nature of the rights given to M+W under the Debenture have to
be scrutinised so that one can determine whether the three characteristics of
a floating charge mentioned by Romer LJ (see [67] above) are in fact
present.

71 Before embarking on this exercise, it might be helpful to refer to
another case, Agnew v Commissioner of Inland Revenue [2001] 2 AC 710
(“Agnew”), which is a more recent decision on the categorisation and
characteristics of charges. There, the Privy Council held that a charge over
the uncollected book debts of a company which left the company free to
collect those debts and use the proceeds in the ordinary course of business
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was a floating charge. Lord Millett, who delivered the decision of the Privy
Council, made it clear that the core factor which characterised the security as
a floating charge was the freedom of the charger to remove the asset from the
security without the consent of the chargee. His Lordship observed at [22]:

22 The decision [ie, Siebe Gorman & Co Ltd v Barclays Bank Ltd [1979] 2
Lloyd’s Rep 142] was followed by the Supreme Court of Ireland in In re
Keenan Bros Ltd [1986] BCLC 242 where the company purported to grant its
bank fixed charges over its present and future book debts. The debenture
prohibited the company from disposing of the book debts or creating other
charges over them without the consent of the bank. It allowed the company
to collect the book debts, but required it to pay the proceeds into a designated
account with the bank from which the company was not to make any
withdrawals without the written consent of the bank. In holding the charge to
be a fixed charge, McCarthy J presciently observed, at p 247:

‘It is not suggested that mere terminology itself, such as using the
expression ‘fixed charge’, achieves the purpose; one must look, not
within the narrow confines of such term, not to the declared intention
of the parties alone, but to the effect of the instruments whereby they
purported to carry out that intention …’

The critical feature which led the court to characterise the charge on the book
debts as a fixed charge was that their proceeds were to be segregated in a
blocked account where they would be frozen and rendered unusable by the
company without the bank’s written consent. …

23 … If the chargor is free to deal with the charged assets and so withdraw
them from the ambit of the charge without the consent of the chargee, then
the charge is a floating charge. But the test can equally well be expressed from
the chargee’s point of view. If the charged assets are not under its control so
that it can prevent their dissipation without its consent, then the charge
cannot be a fixed charge.

72 Lord Millett also gave guidance on how a court should decide whether
a particular charge before it was a fixed charge or a floating charge at [32]:

… In deciding whether a charge is a fixed charge or a floating charge, the
court is engaged in a two-stage process. At the first stage it must construe the
instrument of charge and seek to gather the intentions of the parties from the
language they have used. But the object at this stage of the process is not to
discover whether the parties intended to create a fixed or a floating charge. It
is to ascertain the nature of the rights and obligations which the parties
intended to grant each other in respect of the charged assets. Once these have
been ascertained, the court can then embark on the second stage of the
process, which is one of categorisation. This is a matter of law. It does not
depend on the intention of the parties. If their intention, properly gathered
from the language of the instrument, is to grant the company rights in respect
of the charged assets which are inconsistent with the nature of a fixed charge,
then the charge cannot be a fixed charge however they may have chosen to
describe it. … [I]n construing a debenture to see whether it creates a fixed or
a floating charge, the only intention which is relevant is the intention that the
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company should be free to deal with the charged assets and withdraw them
from the security without the consent of the holder of the charge; or, to put
the question another way, whether the charged assets were intended to be
under the control of the company or of the charge holder.

73 It can be easily discerned from the above citations that the essential
element in determining whether a charge is fixed or floating is ascertaining
whether the chargee or the charger is in control of the asset concerned prior
to the occurrence of an event of default. The House of Lords in In re
Spectrum Plus Ltd (in liquidation) [2005] 2 AC 680 expressed similar views
to those of Lord Millett in Agnew. Lord Walker of Gestingthorpe put the
position particularly succinctly at [138] and [139] of his judgment:

138 This passage brings us close to the issue of legal principle, that is the
essential difference between a fixed charge and a floating charge. Under a
fixed charge the assets charged as security are permanently appropriated to
the payment of the sum charged, in such a way as to give the chargee a
proprietary interest in the assets. So long as the charge remains unredeemed,
the assets can be released from the charge only with the active concurrence of
the chargee …

139 Under a floating charge, by contrast, the chargee does not have the
same power to control the security for its own benefit …

74 I turn now to look at the Security Documents. Each of the Debenture,
the Deed of Assignment and the Mortgage expressly prohibits and restricts
JDD from disposing of the charged assets or removing them from the
security without the consent of M+W. In cl 7.2 of the Debenture, JDD
undertook that it would not, except as permitted by the clause, sell, transfer,
execute any conveyance, lease or assignment of, or other right to use or
occupy or otherwise dispose of all or any part of the charged property. It
also agreed not to create any legal or equitable interest in any part of the
charged property. Similarly by cl 10.1 of the same document, JDD was
prohibited from, without M+W’s prior written consent, withdrawing or
transferring the proceeds of the realisation of any “Monetary Claims” made
by it. Finally, in cl 13.16, JDD warranted that it had not sold or disposed of
and would not sell or dispose of any of its rights, title and interest in the
Data Centre or any of the assets subject to the Debenture. Similar
restrictions on the disposal of the assigned assets charged by the Deed of
Assignment were contained in cl 6.3 of that document. As for the Mortgage,
it contained a specific covenant (cl 5.9) on the part of JDD not to sell,
transfer, lease, let out or licence the property or agree to do any of the
foregoing in respect of the same without M+W’s prior consent.

75 The restrictions contained in the Security Documents unambiguously
establish that JDD did not have the freedom to dispose of the property or
the GST Refund or to remove the same from the security provided to
M+W. In these circumstances, an essential characteristic of a floating
charge was not present in relation to the charges created by the Security
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Documents. Accordingly, the documents created fixed charges. Although
the nomenclature used is not conclusive, the fact remains that these charges
were described as being “fixed” in cl 3.1 of the Debenture and it appears
that the original intention was to create charges of that nature. In fact, the
parties were able to give effect to such intention as is shown by the various
clauses that deprived JDD of the right to control the charged assets.

76 I also agree with M+W’s submission that any dealings by JDD in
breach of the restrictions would not change the nature of the charge from
fixed to floating. As long as M+W did not consent to JDD’s non-observance
of any restriction or waive any breach which it subsequently discovered,
JDD would not be able to rely on its own wrong to convert a fixed charge
into a floating charge. There was no allegation made by JDD of such
consent, waiver or acquiescence and thus, however JDD may have acted, its
actions could not affect the nature of the charge.

77 In this connection, I do not think that there is any substance in JDD’s
argument that the charge over the property was not a fixed charge because
its directors and management continued to deal with the licence in respect
of the property by, for example, paying rent to JTC. The payments that JDD
made to JTC were not in my view a form of dealing with the licence that was
in any way adverse to the charge over the property or the interest of M+W
therein. These payments were required under the building agreement and
were necessary to maintain JDD’s rights and interest (and consequently
M+W’s rights and interest) in that agreement. In fact, JDD was required as
part of its obligations under the Security Documents to ensure that the
security was maintained properly and this meant making sure that it did
not fail to make payments due to JTC. Such actions could have no effect on
the nature of the charge.

78 In a further attempt to show that JDD retained control of the
property, Mr Leow alleged that JDD had entered into lease arrangements
with third party tenants and that such arrangements were concluded in
breach of the prohibitions in the Security Documents. There is, however, no
assertion that M+W knew of or acquiesced in JDD’s conduct. Breaches on
the part of JDD cannot, as I have stated above, change the nature of the
charge. In any event, as M+W remind me, under s 23 of the Conveyancing
and Law of Property Act (Cap 61, 1994 Rev Ed), a mortgagor in possession
may lease the property, provided that the lease does not exceed three years,
at the best rent that can reasonably be obtained. Therefore, the fact that
JDD may have entered into lease arrangements would not per se be
inconsistent with M+W having a fixed charge rather than a floating charge.

79 Moving on to the GST Refund, the Receivers submit that those
moneys were the subject of a fixed charge. Under cl 3.1 of the Debenture, all
Monetary Claims were charged to M+W by way of first fixed charge. They
say that the GST Refund constitutes a “Monetary Claim” as that term is
defined in cl 1.1 the Debenture. The clause provides:
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‘Claims Account’ means an Account to be identified by the Chargee (and any
renewal or re-designation of such account) maintained by the Chargor with
any bank in Singapore into which, inter alia, the proceeds of the getting in or
realisation of the Monetary Claims and the dividends, interest and other
monies arising from the Shares are to be paid.

…

‘Monetary Claims’ means any book and other debts, monetary claims, credit
sales receivables and other receivables owing to the Chargor and any
proceeds thereof (including any claims or sums of money deriving from or in
relation to any Intellectual Property, any Investment, the proceeds of any
Insurance Policy, any court order, award or judgment, any contract or
agreement to which the Chargor is a party and any other assets, property,
rights or undertaking of the Chargor).

[emphasis in original]

80 Book debts are debts that arise in the ordinary course of business of a
company. The GST Refund was paid to JDD pursuant to a GST Return
which it had filed stating that it had paid out more GST than it had in fact
received. Under the relevant legislation, JDD was entitled to a refund from
the Comptroller of GST in respect of the excess GST paid out. The
Receivers argue, and I agree, that this meant that JDD had a book debt or
receivable owing to it by the Comptroller of GST since GST is a tax incurred
in the ordinary course of business when goods and services are supplied by
a business. I therefore agree that the GST Refund clearly fell within the
definition of a Monetary Claim in the Debenture.

81 Under cl 10.1(a) of the Debenture, JDD was obliged, on receipt of a
Monetary Claim, to pay the same into the Claims Account. This meant that
all of the GST Refund had to be paid into the Claims Account and that JDD
had no authority to deal with such moneys in any other fashion. In
particular, cl 10.1 prohibited JDD from factoring or discounting any claim
for the GST Refund or withdrawing or transferring any of the GST Refund
in the Claims Account. Under cl 10.2, JDD was obliged to provide to the
bank which held the Claims Account with an irrevocable payment
instruction to transfer the money in the account to M+W on each due date.
This clause clearly evidences the parties’ intention that all moneys in the
Claims Account including the GST Refund were to be applied in repaying
the amounts due to M+W. All in all, the terms of cl 10 of the Debenture
make it plain that the parties intended to ensure that JDD used all Monetary
Claims (including therefore the GST Refund) for the purpose of repaying
M+W and had no authority to use them for any other purpose whatsoever.

82 In the event, JDD breached its obligations under the Debenture. It did
not pay the GST Refund into a designated Claims Account but instead
deposited the money into an account with DBS Bank (“the DBS account”)
which it was able to operate as it saw fit without any restrictions imposed
under the Debenture. As I have stated above, the breach by JDD of its
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obligation to deal with Monetary Claims in a particular fashion cannot
convert the fixed charge over the Monetary Claims into a floating one.
Accordingly, simply paying the GST Refund into the DBS account could
not procure its release from the fixed charge and as the Receivers argue,
such action resulted in JDD holding the GST Refund on a constructive trust
for M+W. This result is supported by the English Court of Appeal decision
in Barclays Bank plc v Willowbrook International Ltd The Times
(5 February 1987) which held that where moneys secured by a fixed charge
are utilised in a manner contrary to the fixed charge, the moneys will be
held on a constructive trust for the beneficiary of the security. It is also
pertinent that cl 10.1(a) of the Debenture provided that until a Monetary
Claim that JDD had received was paid into the Claims Account it was to be
held upon trust by JDD for M+W. Thus, the parties expressly contemplated
and provided for the imposition of a trust on any Monetary Claims held by
JDD outside the Claims Account.

83 There is one further point in relation to the GST Refund. After the
money was deposited into the DBS account, other sums of money were also
deposited into this account, including a deposit of $82,666.78 made on
28 January 2010 and a further deposit of $114,918 made on 10 March 2010.
When the Receivers took control of the DBS account, the balance in the
account was only $1,107,816.58. The question that arises is whether all of
this money should be attributed to the GST Refund or whether that balance
also includes portions of the other sums deposited into the DBS account.
The position taken by the Receivers is that JDD is deemed to have used all
other non-trust moneys in the DBS account before any of the GST Refund
which was held on trust should be taken to have been dissipated. This
position would apply regardless of whether the other moneys were credited
to the DBS account after the GST Refund was credited as the “first in, first
out” rule, ie, what is known as the rule in Clayton’s Case (1816) 1 Mer 572
(“Clayton’s Case”) does not apply to the present case.

84 The Receivers submitted that the “first in, first out” rule does not
apply when the moneys in a bank account are a mixture of trust funds and
private moneys. This was established in In re Hallett’s Estate; Knatchbull v
Hallett (1880) 13 Ch D 696. The court there held that if a person who holds
money as a trustee or in a fiduciary character pays it into an account with
his bankers, and mixes it with his own money, and afterwards draws out
sums by cheques in the ordinary manner, the rule in Clayton’s Case does
not apply and the drawer must be taken to have drawn out his own money
in preference to the trust money. This holding was applied by the Court of
Appeal in Ong Jane Rebecca v Lim Lie Hoa [2005] SGCA 4. It appears from
that case that in deciding whether trust or non-trust moneys are drawn out
of a mixed fund by a trustee, the court will avoid a presumption of a breach
of trust. At [86] of its judgment, the court stated:
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… If we were to apply the principle to the purchase of 39 Sheldon Avenue, we
would be presupposing that Mdm Lim was guilty of breach of trust, a finding
that AR Phang and Choo J explicitly refused to make and, as we have said,
rightly so.

85 I agree that as the DBS account contained a mix of the GST Refund
which was held on trust and ordinary moneys belonging to JDD, the rule in
Clayton’s Case should not apply. Therefore any withdrawals from the DBS
account should be presumed to have been first taken from the non-trust
moneys. It would follow that the sum of $$1,107,816.58 remaining in the
DBS account when the Receivers took control of it on 25 March 2010 was
comprised entirely of the balance of the GST Refund held on trust for
M+W.

86 As I have determined that the charges in issue created by the Security
Documents are fixed charges and not floating charges, there is no need for
me to determine whether or not JDD was solvent at the time of their
creation. Section 330 of the Act therefore has no application in the present
case.

Conclusion

87 For the reasons given above, JDD’s action against all the defendants
fails and must be dismissed with costs. There is no basis on which I can
grant JDD the various declarations sought against either the Receivers or
M+W.

Reported by Darryl Soh.
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 JUDGMENT

Covid-19 Protocol: This judgment was handed down by the judge remotely by circulation to the parties' 
representatives by email and release to BAILII. The date and time for hand-down is deemed to be 7 May 2020 at 
10.30am. 

Mr Justice Foxton:

INTRODUCTION

1.  On 10 February 2009, the Isle of Wight Council (“the Council”) approved a request by the Governing Body of 
Christ the King College (“the College”) to expand its age range and open a sixth form. This decision fell to be 
implemented against the background of the budgetary constraints which impacted the public sector in the wake 
of the financial crisis, which significantly reduced the funds available for capital projects. The solution which the 
College ultimately adopted in the face of that dilemma was to enter into what was described as a hire contract 
(“the Contract”) for the construction and hire of a modular building and associated equipment (“the Building”). 
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2.  The Building was provided and assembled by a company called Built Offsite Limited (“BOS”), a specialist in 
modular construction. The transaction was structured so that BOS sold the Building to BOSHire Limited 
(“BOSHire”) (a joint venture company in which BOS held a 50% interest), who in turn entered into the Contract 
to lease the Building to the College. Subsequent assignments led to School Facility Management Limited 
(“SFM”) and then GCP Asset Finance 1 Limited (“GCP”) obtaining the right to payments made by the College 
under the Contract.

3.  Against the background of an increasing budget deficit, the College failed to pay the annual instalment under 
the Contract which fell due in September 2017. The present proceedings followed a year later, in the course of 
which the legal characteristics of the Contract, and the process by which it came to be entered into, came under 
much greater scrutiny within the College and the Council than they had received when the College signed the 
Contract, and the Council signed a letter supportive of the Contract, back in 2013.

4.  Both the College and the Council now allege that the Contract was beyond the capacity of the College and 
outside the authority of those who signed the Contract on a wide range of grounds. The College resists the 
claims for debt and damages under the Contract, and seeks to recover the amounts it has already paid in 
unjust enrichment. In response, the Claimants contend that the Contract was binding on both the College and 
the Council as the College's principal, but in the alternative advance claims in misrepresentation, misstatement 
and unjust enrichment. The College and the Council also bring contingent claims against each other.

5.  In Credit Suisse v Borough Council of Allerdale [1995] 1 Lloyd's Rep 315, 373, Colman J noted that the case 
before him “demonstrates that banks and other lending and credit providing institutions that deal with local 
authorities are exposed to the major risk of finding that their contracts are unenforceable in circumstances not 
encountered when dealing with the directors and officers of companies”.  This case shows that this may be 
equally true of those who lease equipment, goods or buildings to local authorities, or the schools they maintain.

THE PARTIES

6.  BOSHire is the joint vehicle of two companies, BOS and Summit Asset Management Limited (“SAM”). As 
noted above, BOS designs, manufactures and installs modular buildings, principally (but not exclusively) for 
customers in the education and healthcare sectors. SAM was involved in asset finance, raising finance for 
transactions for the sale or hire of assets under various forms of asset finance agreements. 

7.  BOSHire was originally formed in 1993, its role being to put together finance packages for customers who 
wished to acquire modular buildings from BOS, under an arrangement whereby BOSHire would purchase a 
building from BOS and then enter into a lease contract with the customer under which regular payments of hire 
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would be made. BOSHire procured external financing for these transactions (which provided the means to pay 
BOS and a profit element for BOSHire) by selling the income stream constituted by the payments due under the 
hire contracts.

8.  Mr Timothy Spring, a director of both SAM and BOSHire, described BOSHire's “strategic business model” as 
being:

“to supply modular buildings to customers in the public sector – principally health and education – where end-
user customers are predominantly NHS Trusts, schools or colleges that are subject to statutory restrictions on 
incurring capital expenditure”.

9.  It will be apparent that BOSHire is one of a number of companies who operate in the commercial space 
which has come into existence as a result of limitations on the monies available to public bodies for capital 
expenditure (whether from allocated or borrowed funds), a space which has been increasingly filled by 
structured transactions intended to allow the cost of equipment and buildings to be met from periodic payments 
which, for regulatory and accounting purposes, the public body can treat as revenue expenditure.  

10.  In circumstances which I describe in greater detail below, on 30 April 2013 BOSHire entered into the 
Contract with the College for the supply of the Building for a 15-year period. On 5 June 2013, BOSHire 
assigned the benefit of the Contract to SFM, a subsidiary of BOSHire created for the purpose of raising finance 
for the Contract. By a Receivable Sales Agreement (“RSA”) dated 4 July 2013, SFM assigned its rights, title 
and interest in rental income under the Contract to GCP, a third party funder from whom BOSHire had raised 
debt finance for the transaction.

11.  The College is a voluntary aided school maintained by the Council.  It was formed in 2008 from the merger 
of two middle schools – one Anglican and one Roman Catholic – and its mission is to provide Christian 
secondary education on the Isle of Wight. At the times material to the dispute before the Court, the College's 
governing body (“the Governing Body”) was chaired by David Lisseter, its Principal was Mrs Pat Goodhead and 
its Business Manager was (and still is) Ms Kathrin Williams.

12.  The Council is the unitary local authority for the Isle of Wight. Its functions include the provision of 
maintenance and funding to voluntary-aided schools on the Island. The Council is not responsible for the 
funding of sixth form education. Between April 2010 and March 2012, sixth-form funding was the responsibility 
of the Young People's Learning Agency (“YPLA”), and, thereafter, the Education Funding Agency.

THE WITNESSES
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The Claimants' witnesses

13.  The Claimants called evidence from Mr Timothy Spring and Mr Richard Pierce.

14.  Mr Spring is a director of both SFM and BOSHire, with principal responsibility within BOSHire for co-
ordinating the financing of transactions and the contractual arrangements between BOSHire and the end-user. I 
found him a careful and honest witness, who was clearly well-informed about the ultra vires risk which arises in 
dealing with public authorities, and who had sought to manage that risk in relation to the Contract. Mr Spring 
candidly recognised that the more conservative the approach taken to managing the vires risk, the less 
profitable the Contract would be for BOSHire, and the less attractive BOSHire's funding proposal would be 
when seeking to attract financing in the secondary debt market.  He was understandably keen to defend the 
efficacy of the risk management steps which had been taken.

15.  Mr Pierce is the chairman and director of BOS, which is a family business, and which specialises in the 
manufacture and supply of modular buildings. Modular buildings are assembled from prefabricated sections 
manufactured off-site. In some cases, it is feasible to disassemble a building  when it is no longer needed, and 
use the modules elsewhere (the practicality of doing so in this case is an issue on which I have heard evidence, 
and to which it will be necessary to return). Mr Pierce was also an honest and careful witness. He was very 
knowledgeable about the technical aspects of modular building construction, and was able to deploy this 
knowledge to his advantage in the course of his cross-examination. He understood the regulatory sensitives 
which attached to the BOSHire business model, and was careful in his dealings with the Council to describe the 
transaction and its legal incidents appropriately. While Mr Pierce left the detail of the financial and contracting 
issues to Mr Spring, he was clearly alive to the legal implications of issues canvassed with him in evidence 
such as the potential re-sale market for the Building if the College stopped using it at the end of the Contract. 
For reasons I explain below, I have concluded that the prospects of marketing the Building to a third party 
purchaser at the end of the Contract were distinctly bleaker than Mr Pierce's evidence suggested.

The College's witnesses

16.  The College called two witnesses: Mrs Patricia Goodhead, who was the Principal of the College from its 
foundation in 2008 until she retired in 2018, and Ms Kathrin Williams, who was and remains the College's 
Business Manager.

17.  Both Mrs Goodhead and Ms Williams were honest witnesses, whose evidence about contemporary events 
had not been coloured in any way by the dispute which had subsequently arisen. It was clear that they found 
themselves in a difficult position in 2013, with strong pedagogical reasons for wanting to provide sixth-form 
accommodation, and with considerable pressure from the students, parents and the school's stakeholders to do 
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so. The decisions taken by the College were taken on a collective basis with strong support from the members 
of the Governing Body, and not by Mrs Goodhead or Ms Williams alone. As I explain below, the strength of the 
Governing Body's conviction that a sixth-form building should be provided, coupled with their view that the 
College had not been treated fairly by the Council in the provision of funding when compared with other Island 
schools, contributed to what proved to be an unduly optimistic assessment of the College's ability to meet the 
payments due over the 15-year life of the Contract.

The Council

18.  The Council called evidence from Mrs Janet Giles, who was the Council's Head of Education Finance from 
1983 to 2014. Once again Mrs Giles was an honest and careful witness, whose evidence I found to be reliable.

The expert witnesses

19.  I heard expert accountancy evidence from Mr Christopher Jackson of PwC for the Claimants and from Mr 
Adam Smith from BDO for the Defendants. Both experts were fully qualified and doing their best to assist the 
Court in their oral evidence. To a significant degree, their evidence depended on the assumptions and inputs 
used which they were not in a position to speak to from their own expertise. As I explain below, on the basis of 
Mr Jackson's own evidence I have concluded that the 5.6% average RPI rate which Mr Jackson used in his 
calculations was unrealistic and unduly generous to the Claimants. 

20.  Finally, I heard valuation evidence from Mr Peter Dodson of Liquidity Services for the Claimants, and from 
Mr Jonathan Manley and (on construction costs and state of repair) Mr David Pincott of Lambert Smith 
Hampton for the Defendants. Once again, I have concluded that the experts were appropriately qualified and 
doing their best to assist the Court. While submissions were directed by the parties to the issue of whether it 
was experience in valuing plant (of which Mr Dodson had more) or traditional buildings (where Mr Manley was 
undoubtedly the better qualified) that was more relevant to the task at hand, I have concluded that the Buildings 
under the Hire Contract were essentially a hybrid of these categories, meeting a demand which would 
traditionally have been fulfilled by conventional building construction through a form of supply which could more 
quickly deliver the desired end-product, and do so in a way which offered the potential benefit of an accounting 
classification more conducive to the transaction proceeding. Both kinds of experience were of value.

21.  Where the experts had material differences of view on significant issues, I have resolved those issues on 
their merits, having regard to the cogency of the justifications offered by the respective experts and their 
inherent and practical logic, rather than by relying on any pre-disposition to regard the evidence of any one 
expert as being more likely to be reliable than that of another.

THE FACTS
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22.  As I have stated, the College was formed in September 2008 as a result of the amalgamation of two 
existing voluntary-aided schools, one Roman Catholic and one Anglican.  In 2009, the College's permitted age 
range was extended, which gave it the option to create a sixth-form (something which the Roman Catholic and 
Anglican dioceses had long supported).  However, the College did not have sufficient accommodation to house 
a sixth-form.

23.  It had been the College's original intention to address this need through funding from a central Government 
programme called “Building Schools for the Future” (“BSF”). However BSF was cancelled in 2010. The College 
held discussions with two other potential providers of sixth-form accommodation, McAvoy Group Limited and an 
organisation called “Building Schools for Nothing”. The College also sought to raise money from the Anglican 
and Roman Catholic dioceses for a building and equipment which it originally estimated would involve a capital 
cost of £4.514m. The Dioceses were unable to meet this funding requirement, but the Roman Catholic diocese 
suggested that the College approach BOS, with whom it had had previous dealings.

24.  Discussions between the College and BOS began towards the end of 2011. BOS was represented in those 
discussions by its sales director (and Mr Pierce's son-in-law), Mr Neil Blow. BOS soon became the College's 
preferred candidate to provide a sixth-form building, because the College believed it would complete the project 
more quickly in circumstances in which the first sixth-form entry was arriving in September 2012. It was 
originally anticipated that the Building would be contracted for in stages, reflecting the fact that in the first year, 
there would only be one year of sixth-formers to accommodate. Ms Williams explained BOS's offering to the 
Governing Body in a letter of 10 February 2012 as follows:

“This can be done over a period of 15 years; the building would then be rented by the College for that time with 
the responsibility for the refurbishment of the building remaining with the hirer (Built Off Site), hence reducing 
the maintenance costs for the College during the rental period. This option would enable the College to use its 
own revenue budget to cover the rental payments and we have produced a revised budget plan that shows that 
this is possible within the same budget recovery that has currently been licensed by the Local Authority”.

25.  The proposal was discussed at a meeting of the Governing Body on 21 February 2012, at which Mr Blow 
was present. The governors were told that “the initial value of the building would be in the region of £2.2 million” 
and that “the cost of 7 years rent approximately equates to the value of the building, obviously making the hire 
agreement much more expensive over the full term of the agreement”. It was also stated that “the hire 
agreement is not a loan of any kind” and “sits outside of public sector borrowing”.

26.  Some of the aspects of the proposed transaction which Mr Blow described to the College were either 
imperfectly conveyed or understood (for example as to responsibility for maintenance, whether the College 
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would have a legal right to purchase the Building during or at the end of the lease term and who would be 
responsible for removing the Building from the site at the end of the Contract) but before the Contract was 
concluded, I find that Mr Pierce had accurately explained the position and corrected any previous 
misunderstandings in these respects.

27.  The College had operated with a budget deficit from its creation in 2008, and required the Council's 
permission to do so. On 22 February 2012, the College sought the Council's permission to extend that deficit so 
as to allow the College to enter into the 15-year hire agreement with BOS in respect of the first phase of the 
Building. The proposal which the College put forward envisaged the deficit being paid off by 2014/2015, with 
the College having the option to purchase the Building during the term of the agreement. The Council 
expressed some concern about the amounts involved. Janet Newton, the Council's Head of Commissioning for 
Education Services, commented on 22 February 2012 that “their case has more holes in it than Gouda cheese”. 
Other Council communications noted (correctly) that the Council had no responsibility for funding sixth-form 
education. Nonetheless, in March 2012, Mr Beynon, the Council's Chief Executive, informed the College that 
the Council was willing to extend the College's deficit to meet the costs of hire.

28.  As would be expected for a public body, the College is subject to a number of statutory restrictions as to 
the financial commitments it can undertake. I will consider the precise nature of the particular restrictions in 
issue in this case (and whether they impact on the ambit of the College's contractual capacity) in due course. 
The understanding of Mr Spring in 2012 in relation to this issue was as follows:

“The statutory scheme in which maintained schools operate prohibits them from entering into borrowing 
arrangements without the approval of the Secretary of State for Education. I was very well aware that a finance 
lease is considered to constitute borrowing, so a maintained school cannot enter into such an agreement 
without the consent of the Secretary of State … I briefly discussed with Richard the possibility that the College 
could be persuaded to seek the consent of the Secretary of State to enter into a borrowing arrangement but we 
ruled this out as impracticable and likely to result in a self-defeating delay to the project”.

29.  Central to Mr Spring's approach in addressing this issue was ensuring that the Contract would, in 
accounting classification terms, be an operating lease and not a finance lease. I received expert accounting 
evidence on the differences between operating and finance leases, which I address below, but a crucial and 
essential aspect of the distinction is whether the usual risks and rewards of ownership are substantially 
transferred to the lessee. On 6 March 2012, Mr Spring prepared a draft letter for the College setting out 
BOSHire's likely requirements to address “the operating lease/intra vires” question. The draft letter (which was  
not, in the event, sent) referred to a “statutory constraint” that “the College does not have the power to enter 
into a 'finance lease' of assets (which, for accounting purposes, is regarded as a loan arrangement) without the 
consent of the Secretary of State for Education”. The draft letter continued:
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“We are confident, given the nature and explicit terms of the hire contract and the financial terms contained in 
and surrounding it, that the hire contract is an 'operating lease', so does not require SoS approval. However, in 
order to satisfy our lenders that is indeed the case, we envisage that we will be required to seek the following:

-  Minutes of the meeting of the Board of Governors of the College approving the project, the terms of the hire 
contract, confirming the Governors' opinion that the hire contract is an 'operating lease' and authorising you to 
sign the hire contract on behalf of the College.

-  Confirmation from the Isle of Wight Council, as the funding LEA, of approval of the hire contract and 
confirmation that it is, in the Council's view, an operating lease; accordingly that it is within the powers of the 
College to enter into and perform the hire contract”.

30.  In order to give further consideration to this issue, Mr Spring engaged Ms Sam Yardley, a partner in 
Watson Farley & Williams LLP specialising in asset finance, to advise on the transaction.

31.  In the event, there were difficulties in obtaining planning permission for the Building, with the result that no 
contract had been signed, and no Building was available, by September 2012. For this reason, the College's 
first sixth form entry had to be accommodated in less than satisfactory circumstances using various sites across 
the College, something which placed the College under further pressure to ensure that the issue was resolved 
by the time the second sixth-form entry arrived in September 2013. In the meantime, and with the 
encouragement and support of the College, BOS began the ground works, erecting the foundations on which 
the Building would stand.

32.  The planning issues were resolved by December 2012. By this date, the College had decided to contract 
for the Building in one phase, with a view to having it available by September 2013 when the College would 
have to accommodate two sixth-form years. In the course of renewed exchanges between BOS and the 
College, on 17 January 2013, Mr Pierce explained the position so far as any option to purchase and 
maintenance were concerned in the following terms:

“ We acknowledge that an undertaking has been given to redecorate the facility internally at the 5-year period, 
this redecoration would be confined to painted surfaces and floor coverings and would not cover the 
replacement repair or redecoration of any areas or items affected by accidental damage, misuse or vandalism 
albeit I am sure the latter two would be highly unlikely. Should you wish to purchase the building after a period 
of time then that is an option we would consider and not unreasonably reject. It is not possible or practicable at 
this stage  to list out what the likely costs would be as we would need to approach the funding partners at the 
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stage you are considering purchase to have them calculate the current replacement value of the facility and 
then dependent upon the length of time you have had the facility on hire for a discount against the replacement 
value would be given. Clearly the further through the term you are the higher discount would be. Additionally as 
I am sure you will recall we did discuss that we cannot write the option to purchase into the agreement as it 
would substantially change the legal status and tax treatment of the transaction”.

33.  The vagueness in this communication as to the price at which the College might be able to purchase the 
Building at the end of the 15-year period was not resolved in subsequent communications during the life of the 
Contract, or indeed in the course of the trial.

34.  In January 2013, Mr Pierce also pushed the College for payment of the £400,000 BOS had already 
incurred on preparatory works.  Mrs Goodhead, after speaking to Mr Pierce, explained in an email of 21 
January 2013 that “it was obvious during the conversation that Richard's real fear is still the LA [local authority] 
stopping this going ahead and the money his firm would lose if that happened”. In exchanges in the course of 
the evening of 21 January 2013, Mrs Goodhead and Ms Williams noted how difficult it would be to find this 
money from the College's 2012/2013 budget, with Mrs Goodhead signing off at 22.17 with the suggestion that 
they “sleep on it and see what we can sort tomorrow”. She concluded “we can't not let this happen, obviously”. 

35.  BOSHire provided the College with a draft of the Contract which the College sent to its legal adviser Mr 
Guthrie McGruer of Blake Lapthorn. Mr McGruer made contact with Mr Pierce in January 2013 to discuss the 
terms of the proposed Contract, and the provision of a side-letter which would record BOSHire's willingness to 
give favourable consideration to a request by the College to purchase the Building during the 15-year lease.

36.  A representative of the Catholic Diocese involved with the College, Ms Hilary Foley, emailed Mr Pierce 
suggesting that the proposal would have to be considered at a further meeting of the Governing Body before 
the Contract could be approved. Apparently frustrated at the time it was taking to sign off on the Contract, 
particularly given the £400,000 of work BOS had already undertaken, Mr Pierce sent an email to the College on 
28 January 2013 stating:

“I have forwarded Guthrie's and Hilary's emails to our funding partners for comment and this has resulted in 
them determining that they will need undertakings from both the council and the Board of Governors that they 
are satisfied that the contract meets the requirements of classification as an operating lease. Whilst this should 
not be a problem to acquire as it is a fairly straightforward event it will further delay all the necessary paperwork 
being in place. I have instructed our funding partner to assemble the necessary undertaking as soon as 
possible as a matter of extreme urgency so that we can present the Authority and the Board with documents to 
approve and sign”.
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37.  Mr Spring and Mr Pierce had exchanges about the draft of the proposed side-letter which Mr Guthrie had 
prepared, and also about the documented assurances they should seek from the College and the Council with 
regard to the College's ability to enter into the Contract. Draft documents were prepared, which at that stage 
envisaged a certificate from the College confirming that it had discussed the classification of the Contract with 
its auditors who had confirmed it was an operating lease. 

38.  A meeting took place between Mr Pierce, Mr Spring, Mrs Goodhead, Mr Lisseter and Mr McGruer in Oxford 
on 4 February 2013 to address a number of topics: the level of comfort which could be given by BOSHire on the 
subject of the College's ability to purchase the Building during the life of the Contract; what provision should be 
made for the possibility that the College might cease to be a maintained school but assume academy status 
during the life of the Contract; and what statements would be made to BOSHire by the College and/or the 
Council in relation to the vires issue. The College made it clear that it was reluctant to approach the Council for 
some form of written reassurance for BOSHire and, as will be seen, the final form of assurances provided in 
both directions were diluted versions of those originally requested.

39.  The possibility that the College might acquire academy status was addressed in an additional clause in the 
Contract which I set out below. The College's desire for an option to acquire the Building during the Contract 
was the subject of a side-letter which did not give the College a legal right to purchase, but confirmed that 
BOSHire would look favourably on such a request. So far as the vires issue was concerned, amendments were 
made to the letter to be sought from the College, but the issue of what the Council would be asked to provide 
remained open. On 13 February 2013 Mr Spring informed Mr Guthrie that:

“We have deliberated at considerable length on how best to secure the reassurance needed. Our suggestion is 
that the governing body (or Pat Goodhead on its behalf) should write to the Council/Steve Beynon requesting 
confirmation on certain matters”. 

  A draft letter was prepared by BOSHire, with input from its solicitors Watson, Farley & Williams LLP, for Mrs 
Goodhead to send to the Council.

40.  The suite of transaction documents was considered and approved by the College Finance Committee. A 
meeting of the Governing Body was then convened on 13 February 2013, at which Mr Lisseter is recorded as 
having stated:

“The governing body has been on a very long journey with this building project and there has been much 
scrutiny. The governors have been supported with legal advice at all stages from the LA, Built Offsite and 
independently from Blake Lapthorne [sic]
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…

The Finance Committee has scrutinised these documents following legal advice. Janet Giles of the LA 
confirmed in a meeting with PGO [Mrs Goodhead] this morning that she is very happy with the College's budget 
recovery and the hire contract”.

41.  It is clear on the evidence that these statements, at least as recorded in the minutes, somewhat overstated 
the position. While the College had benefited from information provided by BOS, and from legal advice from 
Blake Lapthorn, the College had not received legal advice from the Council. Further, I accept Mrs Giles' 
evidence that, while she had confirmed that the College's paperwork for the budget extension requested by the 
College was in order, and that the extension would be granted, she had not stated she was “happy” with the 
extension and had not seen or expressed any views on the Contract.

42.  The Governing Body took the decision to proceed, and Mr Lisseter signed the Contract and the letter of 
reassurance that evening. I shall refer to the letter provided by the College – which Mr Lisseter signed on 13 
February 2013 – as “the College's Letter”.

43.  At 12.54 the following day, Ms Goodhead sent a letter in the form BOSHire had prepared to the Council 
asking the Council to provide a letter to the College which the College could show to BOSHire. At 15.14 on the 
same day, Mrs Giles informed Mrs Goodhead that Mr Beynon had confirmed he was happy to sign a letter in 
the requested terms, and the signed letter was sent out at 19.15 that evening. When Mr Spring saw the letter 
the next morning, he observed to Mr Pierce “that was really quick”. I shall refer to the letter signed by the 
Council as “the Council's Letter”.

44.  Armed with the College's and the Council's Letters, BOSHire set about raising the necessary funding. 
Gravis Capital Partners LLP agreed “in principle” to provide funding on 28 March 2013. Meanwhile, the College 
was already running into financial difficulties, exacerbated by Blake Lapthorn's costs, the higher than expected 
payment to BOS and a lower than expected contribution from the Dioceses by way of Locally Co-ordinated 
Voluntary-Aided Programme payments. On 18 March 2013, the College asked the Council for a contribution of 
£200,000 towards the Contract. The request was refused, but on 5 April 2013, the Council's acting Chief 
Executive, Mr Burbage (who had replaced Mr Beynon) confirmed that the Council would approve an increase to 
the College's budget deficit “in order to allow the College to meet the costs from its revenue budget”.

45.  With funding in place, Mr Pierce signed the Contract for BOSHire on 30 April 2013. On the same day, 
BOSHire assigned its rights under the Contract to SFM, which had been incorporated on 22 April 2013, and the 
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College acknowledged that assignment in writing on 5 June 2013. On 4 July 2013, SFM entered into a further 
assignment with GCP on the terms of the RSA.

46.  In assembling the Building, it became apparent that various further works were necessary to address 
matters such as the electricity supply and sockets, the need for a fire hydrant and a boost to the water supply. 
In the absence of funding alternatives, the amounts due under the Contract were increased by two variations: 
the first, dated 5 June 2013, increased the initial payment from £915,000 to £950,579, the second payment 
from £305,000 to £316,000 and the annual payments thereafter from £610,000 to £633,719.  The second, 
dated 5 September 2013, increased these amounts to £1,001,762, £333,920 and £667,851 respectively 
(exclusive of VAT).

47.  The College took possession of the Building on 5 September 2013. It is apparent from the technical 
specification prepared by BOS that in addition to providing pre-fabricated modules, external cladding, roofing, 
electrics and plumbing, the Contract also covered the provision of internal lining and wall finish for the modules, 
platform lifts, units, power and gas (but not the equipment) for the kitchen, art teaching, resistant materials and 
graphics rooms and the science laboratories.

48.  The payments made under the Contract led to a substantial increase in the level of the College's deficit. 
While the College had filed a budget report with the Council in September 2013 projecting a return to surplus by 
2016/2017, on 10 October 2013, Mrs Williams wrote to the Council stating that the College's previous budget 
was no longer achievable, “mainly but not exclusively due to the additional expenditure with the Sixth Form 
Centre”, and confirming that the College wanted to extend its deficit. In February 2014, the Council's Education 
Finance team carried out a full review of the College's budgeted income and expenditure and concluded that 
“the 6th form centre is not affordable through the current Funding Formula”.

49.  On 6 May 2014, the College informed the Council that it could not prepare a budget plan showing a full 
recovery from its current deficit without financial support from the Council, and the College sought an additional 
contribution from the Council of £200,000 a year for a 5-year period. The College's Consistent Financial 
Reporting to the Council for the year 2013/2014 forecast a deficit of £1,045,686.16 at the year-end.

50.  Matters did not improve thereafter. On 8 June 2016, the Council served a formal Notice of Concern on the 
College. This stated:

“As a result of the deficit the College is completely reliant on cash flow support from the Isle of Wight Council 
and support for debt. It is unacceptable to expect the local council taxpayer to support an increased College 
deficit going forward.
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We understand that the majority of the current c£2m (and rising) overspend has been caused by the decision 
by the college in 2012/13 to lease the sixth form units, a highly expensive financial arrangement that has, to 
date, proved impossible to service from the school's revenue budgets.

However, in addition to the lease arrangement, the College has struggled to set and keep to a balanced in-year 
revenue budget since 2008/09. Successive 3-year budget forecasts have proven to be overly optimistic and the 
school has been unable to halt or in any way reverse the spiralling debt it now faces.

Various conversations have suggested consensus between the College and the local authority that this 
situation is not sustainable, but, as yet, the College has found no solution and the position continues to 
worsen”.

51.  The Notice of Concern imposed a number of requirements, including that “the College prepares a recovery 
plan (lease costs included) with detailed actions, timescales and governance arrangements which results in a 
surplus position within five years”. It also imposed a requirement that no purchases over £5,000 were to be 
made without the approval of the Council's Director of Finance.

52.  In September 2017, the College submitted a budget plan which involved increasing its existing budget 
deficit of £2.6m by a further £650,000. The Council refused to authorise any further advances of funds to the 
College, and communicated this to the College on 8 September 2017. A final warning to return to a balanced 
budget was served on the College on 8 January 2018.

53.  The College failed to make the annual payment of £667,841 payable under the Contract on 5 September 
2017. There were attempts at meetings and in correspondence over the following two months to resolve 
matters, but by 22 November 2017, matters between the Claimants and the College had entered pre-litigation 
mode. 

54.  On 22 November 2017, SFM sent the College a formal Notice of Default under the Contract. On 9 April 
2018, the College made it clear that it had no intention of paying any further amounts, and it articulated its ultra 
vires defence for the first time. On 11 April 2018, SFM sent a letter terminating the Contract, and informed the 
College that it was no longer in lawful possession of the Building with its consent, and should cease using it. 
The Claim Form was issued by SFM on 8 November 2018, with BOSHire and GCP being added as claimants 
by later amendments.

THE CONTRACT
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55.  The key provisions of the Contract were as follows:

i)  The College requested BOSHire to purchase the Building (described as “a double storey 6th Form teaching 
accommodation  block constructed from 81 relocatable units”) from BOS.

ii)  The College agreed to take the Building on hire in return for paying the hire charges to which I have already 
referred for a minimum period of 180 months (15 years).

iii)  Hire was payable even if the Building “was not fully operational”, with interest at 4% over Barclays base rate 
(compounded monthly) in the event of late payment.

iv)  It was the College's responsibility to ensure that the Building complied with applicable statutes and 
regulations so far as use was concerned, and to maintain the Building in good and substantial repair and 
condition (fair wear and tear excepted).

v)  On termination, it was the College's responsibility to return the Building to BOSHire, with the College being 
liable “for all costs of inspection, loading, unloading and transportation”. The equipment was to be returned in 
good and reasonably clean condition. Failing redelivery in this condition, the College was liable to pay BOSHire 
the costs of restoration, with hire continuing to be payable until contractual redelivery took place.

vi)  The College bore all risk of loss and damage, and was obliged to insure the Building for £6,953,000.

56.  There are certain clauses in the Contract which have featured extensively in the course of argument and 
which merit more extended quotation.

57.  First, clause 2.6.2 addressed termination for the College's repudiatory breach and provided that in that 
eventuality:

“2.6.2.1  the Customer [the College] will no longer be in possession of the Equipment with BOSHire's consent 
and if the customer has not re-delivered the Equipment in accordance with clause 2.3.6, BOSHire or its agent 
may enter the Customer's Site without further permission and take possession of the Equipment; and

2.6.2  the Customer will immediately pay to BOSHire, as an agreed pre-estimate of the loss suffered by 
BOSHire as a consequence of termination, an amount equal to the aggregate of all Hire Charges then due but 
unpaid together with interest due under clause 2.2.5; plus all costs incurred by BOSHire in enforcing or seeking 
to enforce this Contract and in locating and recovering the Equipment; plus the sum of all further Charges 
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which, but for termination, would have fallen due during the Minimum Hire Period, each discounted at 3% per 
annum for accelerated payment; plus all other sums due under this Contract”.

58.  Second, clause 2.6.3 addressed what was to happen if the College was converted to Academy status 
(which would have the effect that the Council was no longer obliged to maintain it). It provided that if the 
College began taking steps towards such a conversion it would:

“notify BOSHire and shall provide such information as BOSHire may reasonably require in connection 
therewith. BOSHire shall consider such information in good faith with a view to novating this Contract to the 
Academy entity ('the Academy Trust') on such terms as the Customer, the Academy Trust and BOSHire may 
agree. If the parties fail to reach agreement, then the Customer may give not less than 3 months written notice 
to BOSHire to terminate the hiring of the Equipment and may require BOSHire to sell the Equipment to the 
Academy Trust. Upon such termination ('the Termination Date') the Customer shall pay to BOSHire the amount 
that would be due pursuant to clause 2.6.2.2 upon termination under clause 2.6 and BOSHire shall sell the 
Equipment to the Academy Trust on terms to be agreed between the parties acting in good faith”.

59.  Third, clause 2.7.1 allowed BOSHire to assign “the benefit of this Contract or the right to receive payment 
of Hire Charges and other sums payable under this Contract” to another party.

60.  Finally, although this document was not contractual in effect, the side-letter provided by BOSHire, and later 
SFM, to the College (“the Side-Letter”) stated:

“You have requested that we provide an indication of our position should you wish to terminate the Contract 
and to purchase the Equipment ...

We would be willing to consider such a request (without any obligation to accept) and, in our current opinion, 
acceptance of such a request by us would likely require you to pay to us:

(a)  a sum equal to the aggregate of all the Hire Charges (as defined) remaining to be paid up to the Expiry 
Date, discounted at a percentage rate to be agreed between us for accelerated payment; plus

(b)  a sum as may be agreed between us that represents the anticipated value of the equipment as at the 
Expiry Date, discounted at a percentage rate to be agreed between us to reflect early receipt;

plus all applicable VAT, costs and expenses”.
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THE STATUTORY SCHEME

61.  Educational provision by the Council and the College takes place within a complex statutory and regulatory 
framework. In this section, I set out the key enactments and provisions on which the Council and the College 
found their ultra vires defence, and also their contingent claims against each other.

The SSFA and the Education Act 2002

62.  Provision for the legal status of the governing bodies of maintained schools was made in s.36 and 
Schedules 9 and 10 of the School Standards Framework Act 1998 (“the SSFA”). S.36 provided that “each 
maintained school shall have a governing body, which shall be a body corporate constituted in accordance with 
Schedule 9”, and that Schedule 10 would have effect in relation to the general powers of the governing body 
and other matters relating to it as a body corporate. 

63.  Those provisions were essentially repeated in s.19(1) of the Education Act 2002, which provided that each 
maintained school “shall have a governing body which shall be a body corporate in accordance with 
regulations”. References in this case to the capacity or vires of the College are, therefore, a short-hand for 
references to the capacity of the body corporate established by statute and constituted in the form of the 
Governing Body. S.19(6) provides that “Schedule 1 (which contains general provisions relating to the governing 
body as a body corporate) shall have effect”, and it is in that schedule that the capacity of the Governing Body 
is principally to be found.

64.  Paragraph 3 of Schedule 1 provides:

“(1) The governing body may do anything which appears to them to be necessary or expedient for the purposes 
of, or in connection with—

(a)  the conduct of the school …

…

(3)  The powers conferred by sub-paragraph (1) … include, in particular, power— 

(a)  to borrow such sums as the governing body think fit and, in connection with such borrowing, to grant any 
mortgage, charge or other security over any land or other property of the governing body,

(b)  to acquire and dispose of land and other property,
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(c)  to enter into contracts,

(d)  to invest any sums not immediately required for the purposes of carrying on any activities they have power 
to carry on,

(e)  to accept gifts of money, land or other property and apply it, or hold and administer it on trust, for any of 
those purpose …

…. 

(4)  The power to borrow money and grant security mentioned in sub-paragraph (3)(a) may only be exercised 
with the written consent—

(a)  of the Secretary of State (in relation to England) or the National Assembly for Wales (in relation to Wales), 

…

and any such consent may be given for particular borrowing or for borrowing of a particular class.

(7)  Where the school is a foundation, voluntary aided or foundation special school, the power to enter into 
contracts mentioned in sub-paragraph (3)(c) includes power to enter into contracts for the employment of 
teachers and other staff, but no such contracts may be entered into by the governing body of a community, 
voluntary controlled or community special school or of a maintained nursery school. 

(8) Sub-paragraphs (1) to (3) have effect subject to —

(a)  any provisions of the school's instrument of government, and

(b)  any provisions of a scheme under section of the 1998 Act ([local authorities]' financial schemes) which 
relates to the school”. 

65.  In addition to specifying the capacity of the Governing Body, the SSFA also contains numerous provisions 
addressing the financial relationship between the Council and the College.
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66.  By s.22 of the SSFA, the Council is under a duty to fund the maintained schools in its area. For voluntary-
aided schools such as  the College, s.22(5)(a) of the SSFA provides that the Council's duty to maintain 
includes:

“the duty of defraying all the expenses of maintaining it, except any expenditure that by virtue of paragraph 3 of 
Schedule 3 is to be met by the governing body ….”.

67.  Paragraph 3 of Schedule 3 provides:

“(1)  In the case of a voluntary aided school, the governing body of the school are responsible for meeting all 
capital expenditure in relation to the school premises subject to sub-paragraph (2) below.

(2)  The duty in sub-paragraph (1) does not extend—

(a)  to capital expenditure in relation to playing fields or any building or other structure erected thereon in 
connection with the use of playing fields, but does extend to capital expenditure in relation to boundary walls 
and fences;

(b)    to capital expenditure necessary in consequence of the use of the school premises, in pursuance of a 
direction or requirement of the [local authority], for purposes other than those of the school; 

(c)  to capital expenditure on the provision of any new site which the [local authority] is to provide by virtue of 
paragraph 4 of this Schedule”.

68.  Paragraphs 9A-B of Schedule 3 provide, in broad terms, that capital expenditure is expenditure which “falls 
to be capitalised in accordance with proper accounting practices”.

69.  The mechanism by which the Council provides the funding which it is obliged to provide to maintained 
schools is through allocating a budget share for each funding period (s.45 of the SSFA), which is the amount 
the Council decides to allocate to the school out of its individual schools budget for that funding period (s.47 of 
the SSFA). In most circumstances, reflecting the autonomy which maintained schools are intended to have, the 
budget share is to be made available to the maintained school as a delegated budget (ss.49-50 of the SSFA) 
meaning, in effect, that that part of the budget is managed by the governing body of the maintained school and 
not the Council.
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70.  S.48 provides that each local authority “shall maintain a scheme dealing with such matters connected with 
the financing of the schools maintained by the authority” as are required to be dealt with by regulations made by 
the Secretary of State or any provision of the relevant part of the SSFA.

71.  S.49 provides:

“(1)  Every maintained school shall have a delegated budget.

…

 (4)  Subject to —

(a)  section 50 (right of governing body to spend budget share where school has a delegated budget),

(b)   paragraph 4 of Schedule 15 (power of governing body to spend amounts out of budget share where 
delegation of budget suspended),

(c)  section 489(2) of the Education Act 1996 (education standards grants), and

(d)  any provisions of the scheme,

A [local authority] may not delegate to the governing body of any maintained school the power to spend any 
part of the authority's [non-schools education budget] or schools budget. 

(5)    Any amount made available by a [local authority] to the governing body of a maintained school whether 
under section 50 or otherwise—

(a)  shall remain the property of the authority until spent by the governing body or the head teacher; and

(b)  when spent by the governing body or the head teacher, shall be taken to be spent by them or him as the 
authority's agent.

(6)  Subsection (5)(b) does not apply to any such amount where it is spent—

(a)  by way of repayment of the principal of, or interest on, a loan, or
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(b)  (in the case of a voluntary aided school) to meet expenses payable by the governing body under 
[paragraph 3(1) or (2) of Schedule 3, paragraph 14(2) of Schedule 6, […] or paragraph 8 of Schedule 8 to the 
Education Act 2002] section 75(2)(b) of, or paragraph 4 of Schedule 3 to the Schools Standards and 
Organisation (Wales) Act 2013].

(7)  In this Part —

(a)  references to a school having a delegated budget are references to the governing body of the school being 
entitled to manage the school's budget share; and

(b)  where a school has a delegated budget the governing body are accordingly said to have a right to a 
delegated budget”.

72.  Section 50 provides:

“(1)  Where a maintained school has a delegated budget in respect of the whole or part of a [funding period] the 
[local authority] shall secure that in respect of [that period] there is available to be spent by the governing 
body— 

(a)    where the school has a delegated budget in respect of the whole of that [period], a sum equal to the 
school's budget share for the [period], or 

(b)    where the school has a delegated budget in respect of only part of that [period], a sum equal to that 
portion of the school's budget share for the [period] which has not been spent. 

(2)  The times at which, and the manner in which, any amounts are made available by the authority to the 
governing body in respect of any such sum shall be such as may be provided by or under the scheme.

(3)  Subject to any provision made by or under the scheme, the governing body may spend any such amounts 
as they think fit—

(a)  for any purposes of the school; or

(b)  (subject also to any prescribed conditions) for such purposes as may be prescribed.
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….

(6)  The governing body may delegate to the head teacher, to such extent as may be permitted by or under the 
scheme, their powers under subsection (3) in relation to any amount such as is mentioned in that subsection. 

(7)  The governors of a school shall not incur any personal liability in respect of anything done in good faith in 
the exercise or purported exercise of their powers under subsection (3) or (6)”.

SEYFER 2012

73.  Further and more detailed provision for the financing of maintained schools was made under regulations 
issued under the SSFA in the form of the School and Early Years Finance (England) Regulations 2012/2991 
(“SEYFER 2012”).These regulations were issued by the Secretary of State for Education pursuant to various 
provisions of the SSFA and also s.24(3) of the Education Act 2002. 

74.  There are two particular provisions of SEYFER 2012 which are relied upon by the College and the Council 
as further limiting the capacity or vires of the College.

75.  First, Regulation 6 prescribes the contents of the schools budget as follows:

“(1) The classes or descriptions of local authority expenditure specified in sub-paragraphs (a) to (e) and 
Schedule 2 are prescribed for the purposes of section 45A(2) of the 1998 Act and the determination of a local 
authority's schools budget, subject to paragraph (2) and the exceptions in regulation 7 —

(a)  expenditure on the provision and maintenance of maintained schools and on the education of pupils 
registered at maintained schools”.

76.  Regulation 7 then sets out matters which cannot form part of a local authority's schools budget as follows:

“A local authority's non-schools education budget or schools budget must not include the following classes or 
descriptions of expenditure—

(a)  capital expenditure … 

(b)  expenditure on capital financing, other than expenditure incurred—
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(i)  on prudential borrowing …”.

77.  Regulation 1(4) provides that “capital expenditure” means “expenditure of a local authority which falls to be 
capitalised in accordance with proper practices or expenditure treated as capital expenditure by virtue of any 
regulations or directions made under section 16 of the Local Government Act 2003”. “Proper practices” are in 
turn defined as:

“those accounting practices which a local authority are required to follow by virtue of any enactment, or which, 
so far as they are consistent with any such enactment are generally regarded, whether by reference to any 
generally recognised published code or otherwise, as proper accounting practices to be followed in the keeping 
of the accounts of local authorities, either generally or of the description concerned”.

The Scheme

78.  As I have mentioned, s.48 of the SSFA provided for each local authority to maintain a scheme “dealing with 
such matters connected with the financing of the schools maintained by the authority” as are required to be 
dealt with by regulations made by the Secretary of State or the SSFA itself. 

79.  The Council's 2012 Scheme (“the Scheme”) provided at paragraph 1.1 that:

“The financial controls within which delegation works are set out in a scheme made by the authority in 
accordance with s.48 of the Act and approved by the Secretary of State …. Subject to the provisions of the 
Scheme, governing bodies may spend budget shares for the purposes of their school …. An authority may 
suspend a school's right to a delegated budget if the provisions of the school financing scheme (or rules applied 
by the scheme) have been substantially or persistently breached, or if the budget has not been managed 
satisfactorily”. 

80.  Paragraph 1.2 identifies the purpose of the Scheme as follows:

“This scheme sets out the financial relationship between the authority and the maintained schools which it 
funds. The requirements of the Scheme in relation to financial management and associated issues are binding 
on both parties”. 

81.  The College and the Council relied upon a number of provisions of the Scheme as limiting the vires or 
capacity of the College. These are considered below. 

Case 2:19-ap-01382-SK    Doc 349-2    Filed 01/14/22    Entered 01/14/22 07:52:03    Desc
Exhibit 2    Page 148 of 267



School Facility Management Ltd and others v Governing Body of Christ the King College and another [2020] 
EWHC 1118 (Comm)

Page 23 of 141

82.  Before considering the College and the Council's various vires challenges, it is first necessary to consider 
whether, if there was or had been a valid contract concluded, it was between BOSHire and the College, or 
BOSHire and the Council.

DID THE COLLEGE ACT AS THE AGENT OF THE COUNCIL?

83.  The conflicting interests in multi-party litigation can sometimes give rise to strange bedfellows. One issue 
on which the Claimants and the College found themselves unlikely allies was in the suggestion that, in 
purporting to enter into the Contract with BOSHire, the College was acting as the Council's agent such that it 
was the Council, and not the College, which was liable on the Contract if it was valid. That conclusion was not 
pushed by the College to its logical conclusion: for example the College relies on its own public law limitations, 
rather than on limitations on the Council's ability to contract, to establish that the Contract is not binding, and 
the College seeks to recover the monies which it says were mistakenly paid under the Contract in its own name 
and for itself, and not for its alleged principal.

84.  Any suggestion that the College was the Council's agent as a matter of fact in this case can be immediately 
discounted. From BOSHire's perspective, the Contract clearly identifies its contractual counterparty as the 
College, and the Contract contains no reference to the Council. The letter of 14 February 2013 which the 
College provided to the Claimants, in terms agreed between the legal representatives of both parties,  
specifically referred to a contract to be entered into by the College, and contained no hint that the Council was 
the contracting party. Further the letter drafted by BOSHire which the Council signed on 14 February 2013, 
which was addressed to the College, and, with the Council's knowledge, provided by the College to BOSHire, 
was wholly inconsistent with any suggestion that the College would be entering into the Contract on the 
Council's behalf. Paragraph 2 of that letter stated that “the Council agrees that the expenditure to be incurred by 
the Governing Body under the Hire Contract and otherwise in connection with the project falls within the 
delegated budget and is not the responsibility of the Council under the Schools and Standards Framework Act 
1998 or otherwise” (emphasis added). 

85.  There are numerous other contemporary documents disclosed by BOSHire, the College and the Council 
which make it clear that everyone was proceeding on the basis that the College, and not the Council, was the 
contracting party, and which are wholly inconsistent with any suggestion that the Council held the College out 
as authorised to conclude a contract on the Council's behalf. The pre-action correspondence of the Claimants 
and the College did not involve the Council or contain any suggestion that the Council was the contracting 
party. The only contemporaneous document said to point the other way was the draft letter, prepared by 
BOSHire to go to the College but not sent, which referred to the College as “the de facto agent of the Council 
as the funding LEA”. However, far from supporting the agency case, the draft letter effectively accepts that the 
College was not the Council's de jure agent. The other terms of the draft make it clear that it was the College, 
and not the Council, which would be the contracting party, and the statement relied upon does no more than 
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reflect the College's financial dependence on the Council. In any event, this unsent draft letter cannot carry the 
day against the weight and clear effect of the documents which did cross the line. The reality of the position 
was accurately captured in the evidence of Mrs Giles who said:

“It was made very clear to the school right from the start of these discussions that this was – the contract was 
entered into by the governing body on behalf of the school and not on behalf of the local authority. Because the 
school was an aided school, the local authority was very clear that they would not provide funding for this, could 
not provide funding for this, and that the contract was entered into by the school independently”.

86.  The argument that, nonetheless, the College was acting as the Council's agent was advanced on two 
bases. The first, which I can deal with relatively briefly, was the suggestion that such an agency was implicit in 
the local authority's duty to fund maintained schools under s.22(1) of the SSFA, and that the assumption that 
maintained schools acted as agents had been received wisdom since the Education Act 1944.  I was not 
pointed to any legal material in existence in advance of the SSFA which provides any support for the view that 
a maintained school always contracted as the agent of the maintaining authority. There is an obvious distinction 
between one party having an obligation under a statute (the mechanisms for enforcement of which were not 
subject to any significant discussion before me) to fund the activities of another, and one party concluding 
contracts on behalf of another. 

87.  In any event, monies coming from a local authority are far from the only source of funds available to a 
maintained school. Most pertinently, given that the present dispute arises from the College's desire to open a 
sixth-form, funding for sixth-form education comes not from local authorities but centrally, from the YPLA. The 
difficulties with the argument that a college, in incurring expenditure relating to the provision of sixth-form 
education, contracts as agent of the local authority, which is not legally obliged to and does not fund that 
education, are obvious. I note there was no suggestion that the funding provided to the College by the YPLA for 
sixth-form education had the effect that the College contracted as agent for the YPLA when spending those 
funds.

88.  The second, and the principal ground, relied upon to establish the agency was s.49(5) and (6) of the SSFA 
which it is convenient to set out once again here:

“(5)  Any amount made available by a [local authority] to the governing body of a maintained school whether 
under section 50 or otherwise—

(a)  shall remain the property of the authority until spent by the governing body or the head teacher; and
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(b)  when spent by the governing body or the head teacher, shall be taken to be spent by them or him as the 
authority's agent.

(6)  Subsection (5)(b) does not apply to any such amount where it is spent—

(a)  by way of repayment of the principal of, or interest on, a loan, or

(b)  (in the case of a voluntary aided school) to meet expenses payable by the governing body under [various 
provisions concerned with capital expenditure]”.

89.  On its own, the language of s.49(5) lends only limited support for the view that, outside the exceptions in 
s.49(6), a maintained school contracts as the agent of its maintaining authority. The language addresses the 
characterisation of money spent, with no reference to contracting at all, and it does so in such a way as to 
suggest that the provision applies a “deemed” character to such payments (“shall be taken to be spent”) which 
may differ from the legal character in which they were made. The focus in s.49(5) on the way in which 
payments are  “taken to be spent” does not readily offer an answer to the logically and chronologically anterior 
question of “who are the parties to the contract under which the payments fall to be made?” 

90.  There are also various practical difficulties with the College's argument. I posited the hypothesis to Mr 
Oldham QC in closing submissions of what would happen if a maintained school entered into a contract with a 
contractor without any settled intention as to the funds which it would use to meet its payment obligations, but 
used local authority funds to make the first payment one year later. Mr Oldham QC said that in such a case, 
s.49(5) would have the effect that the local authority would retrospectively be deemed the contracting party 
once the payment had been made, thereby changing the identity of the contracting party. It would seem to 
follow from the College's argument that at a stage when no amounts had been paid by the College under such 
a contract, the claim to recover a debt would be a claim against the College, but once some payment had been 
made, the Council would become liable. 

91.  The difficulties with the College's argument do not end here. I received no satisfactory explanation as to 
what would happen if funds from more than one source were used to effect payments under the same contract, 
only one of which was local authority funding. These difficulties do not arise if s.49(5) is treated as a provision 
which allows payments made by a maintained school to benefit from the authority's ability to recover VAT, 
without rendering the local authority the contracting party in all contracts entered into by the maintained school.

92.  Finally, the effect of the construction advanced by the Claimants and the College would be to expose local 
authorities to liabilities vastly in excess of the funding they had in fact allocated, or were legally liable to 
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allocate, to maintained schools, it being the effect of Mr Oldham QC's submissions that any (presumably non-
de minimis) application of funds from the maintained school's designated budget under a contract rendered the 
local authority the principal under that contract, and liable for the full extent of any amounts due. This course 
would, as it seems to me, entirely subvert the regulatory system both for proper financial controls within 
education funding and the fair allocation of resources between different schools. While the maintained school 
may have authority to spend its delegated budget “as it sees fit” (s.50 of the SSFA), that is very far removed 
from it having the legal power to commit its local authority to liabilities vastly in excess of the amount of its 
delegated budget.

93.  For these reasons, the construction of s.49(5) advanced by the Claimants and the College is one which 
finds little support in the language of s.49(5), and would give rise to insuperable practical difficulties in its 
application. Mr Oldham QC advanced five reasons why I should nonetheless adopt it.

94.  The first was to seek to adduce evidence from Hansard as to the reasons why s.49(5) (which was then 
clause 49(7) of the SSFA Bill) came to assume the form it did. The evidence relied upon was a passage from 
the speech of Lord Whitty, a Lord-in-Waiting and a Government spokesperson in the House of Lords, when 
introducing the amendment, reported at House of Lords Debates, vol. 590, 4 June 1998, cols 551-558. Mr 
Oldham QC in particular relied upon the passage at col. 553 which provides:

“Finally, there are two further technical amendments … These relate to Clause 49(7), which provides that, in 
spending its delegated budget, the governors and heads of a maintained school are ordinarily deemed to be 
acting on behalf of the LEA. That is to say, they are in law acting as agents, not as principals. This is not 
intended to change the law. It frankly reflects what the department has always understood to be the legal 
position. However, for the avoidance of doubt, it seemed advisable to put this express provision in the Bill. One 
reason for that is that it removes any doubt as to whether VAT can properly be reclaimed by LEAs under 
Section 33 of the VAT Act in respect of purchases made by schools from their delegated budgets and other 
funds provided by the LEA”.

95.  Lord Bingham in R v Secretary of State for the Environment, Transport and the Regions ex parte Spath 
Holme Limited[2001] 2 AC 349, 391 specified three conditions for the admissibility of passages from Hansard 
as a guide to the interpretation of statutory materials: first, the legislation must be ambiguous, obscure or lead 
to an absurdity; second, the material relied upon must consist of one or more statements by a minister or other 
promoter of the Bill together, if necessary, with such other parliamentary material as might be necessary to 
understand such statements and their effect; and third, the effect of such statements must be clear. While the 
second of these conditions is satisfied, it is debatable whether the first condition is met, and the third most 
certainly is not. In particular, there is nothing in Lord Whitty's speech which addresses the status of contracts 
entered into by maintained schools, as opposed to the characterisation to be given (particularly for VAT 
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purposes) to payments once they have been made. Accordingly, the passage from Hansard relied upon does 
not cause me to alter my preliminary interpretation of s.49(5).

96.  Second, Mr Oldham QC relied upon certain authorities which, he said, had adopted a clear and consistent 
interpretation of s.49(5) to the effect he contends for.  The first is the decision of Underhill J in Coventry City 
Council v SENDIST[2007] EWHC 2278 (Admin), Administrative Court proceedings concerning a decision as to 
whether the funding of a particular form of education for a child with dyslexia would involve an additional burden 
for the local authority. In rejecting the argument that there would be no such impact because the cost in 
question would not come from the local authority but from the delegated budget of a maintained school, 
Underhill J stated at [13]:

“Mr Wolfe submits that those provisions [s.49(5)] show that notwithstanding the power given to the school to 
spend the money under the delegated arrangements, the expenditure remains ultimately that of the Council. In 
my view that submission is well-founded”.

97.  It will be apparent that this decision was not addressing the identity of a contracting party at all, but making 
the practical point that, for the purposes of determining whether a particular form of education would involve an 
“additional burden …. on the LEA's annual budget”, there was no relevant distinction between funds which 
came directly from the local authority, and the use of funds which the local authority had placed into a 
maintained school's delegated budget.

98.  The second decision is EH v Kent County Council[2011] EWCA Civ 709. That case was concerned with 
essentially the same question as the SENDIST case – whether the distinction between local authority funding 
paid directly from its own pockets and that paid to maintained schools under delegated arrangements was 
relevant in considering whether a particular educational option involved an increased financial burden for the 
authority. At [15], Sullivan LJ quoted the passage from Underhill J's judgment which I have set out above. At 
[25] he noted that there could be said to be public expenditure both when a local authority allocated money to a 
maintained school's budget, and when that money is spent, and observed that it would be wrong to treat the 
dicta of Underhill J as “though they were enactments of general application rather than responses to the 
particular circumstances” ([26]). I do not think that the decision lends any support to Mr Oldham QC's s.49(5) 
argument.

99.  The third decision was LS v Oxfordshire County Council[2013] UKUT 135, a decision of the Upper Tribunal 
which was once again concerned with educational provision for a child with special needs. The issue for the 
Tribunal was the significance of the local authority's failure to tell the first instance tribunal of a pending change 
in the status of a school from a maintained school to an academy, which would have changed the nature of the 
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school's funding. In the course of argument, it was noted that “under section 49(5) of the [SSFA] the local 
authority remains the owner of funds delegated to a maintained school and the governing body or head teacher 
simply acts as the authority's agent”, whereas academies received a grant from the Secretary of State for 
Education ([54]). Beyond noting the difference in the source of funding of maintained schools and academies, 
the Upper Tribunal did not otherwise discuss s.49(5) or consider what implications (if any) it had for contracts 
entered into by the school. In my view, this decision does not take matters further.

100.  By contrast, I have found the decision of Zacaroli J in Brent LBC v Davies[2018] EWHC 2214 (Ch) of real 
assistance.  The case was concerned with the recovery of unlawful payments from members of the teaching 
and non-teaching staff of a maintained school. One of the grounds on which repayment was sought was that 
the payments had been made in breach of fiduciary duty, a case advanced on the basis that, by reason of 
s.49(5), funds advanced by the local authority to the maintained school remained the property of the local 
authority until spent.  In resisting this argument, the defendants contended that the agency created by s.49(5) 
was of a very limited kind, and one which did not give rise to fiduciary duties.  In the course of the case, 
Zacaroli J was shown the same extract from Hansard which the College relies upon here. He concluded at 
[344]:

“So far as Mr Hood's reliance on the limited scope of the agency is concerned, while I accept that there are 
significant differences between the deemed agency created by s.49(5) and the paradigm case of an agent, in 
that neither the [governing body] nor the headteacher is authorised to contract on behalf of the Claimant and 
that once the money is spent any property acquired with it belongs absolutely to the school, what remains is a 
clear statement that until the money is spent, property in it remains with the Claimant, such that this is a case 
where the agent has the power to dispose of property belonging to the principal”.

  (emphasis added).

101.  I accept that the reference to the agent's inability to contract on behalf of the local authority as principal is 
obiter, but it reflects what I have concluded is the proper interpretation of s.49(5). Further, the fact that, as 
Zacaroli J noted, the statute provides for the local authority to have ownership of funds before they are spent, 
but not of any property acquired with those funds (a conclusion which the College did not challenge) is itself 
highly significant. It must be a very rare agent who contracts on behalf of its principal, using its principal's funds 
to acquire property, but where property under the contract in question passes to and remains with the agent 
and not the principal.

102.  Third, Mr Oldham QC suggests that it would not be possible to achieve the intended effect of the local 
authority being able to recover VAT on payments made by a maintained school under s.33 of the Value Added 
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Tax Act 1994 unless the payments in question are payments which the local authority is legally liable to make 
which, in the case of payments under a contract, entails that the local authority is the contracting party. I do not 
accept this argument. While that would ordinarily be the position when it comes to seeking a VAT rebate, in this 
case, the local authority does not need to establish its right to recover VAT as a matter of conventional 
contractual analysis because it has the benefit of a statutory deeming provision treating the payments, for VAT 
purposes, as payments it has made.

103.  Fourth, Mr Oldham QC submitted that the Accounts and Audit (England) Regulations 2011, which 
required the Council to account for delegated budgets in its  own accounts, would “be inexplicable unless the 
College's interpretation of s.49(5) were correct”. However, the accounting regime which applies as between 
maintained schools and a local authority, and in particular the need for the latter to reflect spending from the 
schools' delegated budgets in its own accounts, does not require the authority to be the contracting party in 
respect of contracts entered into by a school (any more than the consolidation of wholly-owned or controlled 
subsidiaries into group accounts has this effect).

104.  Finally, Mr Oldham QC relies on the terms of the Secretary of State for Education's statutory guidance as 
to the content of local authority schemes for the funding of schools issued under s.48 of the SSFA. Para. 4.11 
of that guidance provides:

“Application of contracts to schools

The scheme should contain a provision which makes clear the right of schools to opt out of authority arranged 
contracts.

The scheme should include a provision which makes clear that although governing bodies are empowered 
under paragraph 3 of schedule 1 of the Education Act 2002 to enter into contracts, in most cases they do so on 
behalf of the authority as maintainer of the school and the owner of the funds in the budget share (this is the 
main reason for allowing authorities to require authority counter-signature of contracts exceeding a certain 
value).

The provision should also however make it clear that other contracts may be made solely on behalf of the 
governing body, when the governing body has clear statutory obligations; for example, contracts made by aided 
or foundation schools for the employment of staff”.

105.  In so far as the guidance was describing what might be the factual position in many cases, I have already 
explained why that factual position did not apply here. In so far as the guidance suggests that, as a matter of 
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law, spending funds emanating from the local authority under a contract entered into by the school will have the 
effect of making the local authority, and not the school, the contracting party, I do not believe that this states the 
law correctly for the reasons I have set out above.

106.  For all of these reasons, I reject the contention that the Council is a party to the Contract if the Contract is 
valid. Had I concluded otherwise, I would in any event have accepted Mr Stilitz QC's submission that payments 
under the Contract fell within one or both of the exceptions set out in s.49(6) to the deeming provision  in 
s.49(5). Given my conclusion reached below that the Contract involved borrowing because it was in the nature 
of a finance lease, it follows that payments under the Contract involve the repayment of borrowing under 
s.49(6)(a), and, as a matter of the relevant accounting classification, that the expenditure under the Contract 
was in the nature of capital rather than operating expenditure under s.49(6)(b) (something Mr Jackson, the 
Claimants' accounting expert, confirmed in cross-examination would inevitably follow if the Contract was 
properly to be classified as a finance lease). 

107.  Mr Oldham QC's response to these points was to suggest that the Council's liability for a debt or damages 
due in respect of failure to repay a loan or to make a payment in respect of capital expenditure was (or might) 
be different in nature to its liability for the repayments under a loan or the incurring of capital expenditure itself 
because “the liability is, as I say, for debt and damages and not capital expenditure”. I found the argument that 
if the College had voluntarily repaid a loan or made a payment in respect of capital expenditure, s.49(6) applied, 
but if it refused to pay such that it became liable for an overdue debt or damages in an action, s.49(6) ceased to 
apply, wholly unpersuasive. The essential character of the obligation does not change merely because it is 
necessary for the creditor to go to court to enforce it. It has been noted that “the essential nature and real 
foundation of a cause of action are not changed by recovering judgment upon it”  (Dicey, Morris & Collins on 
the Conflict of Laws 15th para. 14-002), and the position of pre-judgment causes of action must be a fortiori. If 
Mr Oldham QC's argument was correct, the College would have a ready means of circumventing the s.49(6) 
restriction by refusing to repay any loans or pay for any capital expenditure voluntarily and requiring its creditors 
to commence court proceedings to recover their due.

108.  Having established, therefore, that the putative contracting party is the College, not the Council, it is 
necessary to turn to the issue of whether the Contract is binding on the College.

THE VIRES DEFENCE: THE LAW

The problem stated

109.  When determining the status of decisions of public bodies, administrative law once distinguished between 
unlawfulness 'on the face of the record' which rendered a decision void, and unlawfulness within the exercise of 
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powers, which rendered a decision voidable. That distinction was swept away by the decision of the House of 
Lords in Anisminic v Foreign Compensation Commission[1969] 2 AC 147. At p.171, Lord Reid stated:

“It has sometimes been said that it is only where a tribunal acts without jurisdiction that its decision is a nullity. 
But in such cases the word 'jurisdiction' has been used in a very wide sense, and I have come to the conclusion 
that it is better not to use the term except in the narrow and original sense of the tribunal being entitled to enter 
on the inquiry in question. But there are many cases where, although the tribunal had jurisdiction to enter on the 
inquiry, it has done or failed to do something in the course of the inquiry which is of such a nature that its 
decision is a nullity. It may have given its decision in bad faith. It may have made a decision which it had no 
power to make. It may have failed in the course of the inquiry to comply with the requirements of natural justice. 
It may in perfect good faith have misconstrued the provisions giving it power to act so that it failed to deal with 
the question remitted to it and decided some question which was not remitted to it. It may have refused to take 
into account something which it was required to take into account. Or it may have based its decision on some 
matter which, under the provisions setting it up, it had no right to take into account. I do not intend this list to be 
exhaustive. But if it decides a question remitted to it for decision without committing any of these errors, it is as 
much entitled to decide that question wrongly as it is to decide it rightly”.

110.  Lord Dyson JSC in R (Lumba) v Secretary of State for the Home Department (JUSTICE 
intervening)[2012] 1 AC 245, [66] summarised the effect of Anisminic in the following terms:

“A purported lawful authority to detain may be impugned either because the defendant acted in excess of 
jurisdiction (in the narrow sense of jurisdiction) or because such jurisdiction was wrongly exercised. Anisminic 
establishes that both species of error render an executive act ultra vires, unlawful and a nullity. In the present 
context, there is in principle no difference between (i) a detention which is unlawful because there is no power 
to detain and (ii) a detention which is unlawful because the decision to detain, although authorised by state, 
was made in breach of a rule of public law. For example, if the decision to detain is unreasonable in the 
Wednesbury sense, it is unlawful and a nullity. The importance of Anisminic is that it established that there was 
a single category of errors of law, all of which rendered a decision ultra vires.”

111.  The result is that, as a matter of public law, a decision of a public body may be void not simply because 
the body exceeded the letter of its powers, but also if the decision was taken for an improper purpose, or was 
substantively irrational (in the Wednesbury sense), or because the decision was reached taking into account 
irrelevant considerations or failing to take into account relevant considerations, or because the process by 
which the decision was arrived at was unfair. Set against the wide range of grounds on the basis of which a 
decision of a public body might be found to be a nullity are various procedural protections embedded within the 
judicial review procedure for the benefit of those who have acted on the basis of a decision of a public body 
which, as Lord Radcliffe noted in Smith v East Elloe Rural District Council[1956] AC 736, 769, “bears no band 
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of invalidity upon its forehead”. Those seeking to challenge the lawfulness of decisions of public bodies must 
bring their challenge promptly and, in the ordinary course, within the three-month time limit provided by CPR 
54.5. They must obtain the Court's permission under CPR 54.4 to bring the challenge. Finally, the Court has a 
discretion as to whether, and in what form, to provide relief (s.31 Senior Courts Act 1981 and, e.g., Inland 
Revenue Commissioners v National Federation of Self-Employed and Small Businesses Ltd[1982] AC 617, 
656), in the exercise of which the impact of relief on third parties is a relevant consideration.

112.  Where, as in this case, the allegedly ultra vires nature of a public law decision is invoked by the public 
body itself as an answer to a private law claim asserted against it, the important public law policies of ensuring 
the legality and accountability of the decisions of public bodies, and the proper use of public funds, may come 
into conflict with the policies underlying the relevant field of private law. The law of contract (with its historical 
roots in the law merchant) has traditionally placed a premium on parties being able to rely on objective 
appearances when transacting (e.g. through the objective test for the conclusion and construction of contracts, 
the doctrine of ostensible authority and the various exceptions to the nemo dat principle). It regards the 
upholding of agreements intended to have legal force as a policy goal in its own right (a policy often expressed 
in the maxim pacta sunt servanda).

Public law defences to private law claims

113.  It is clear that a public law error can be relied upon either to found, or to answer, a private law claim. In 
Wandsworth LBC v Winder (No 1)[1985] AC 461, a defendant to the council's claim for re-possession of a 
council flat for non-payment of rent challenged the validity of the council's rent demand on public law grounds. 
The  House of Lords rejected the suggestion that such an argument could only be deployed by way of a 
separate challenge for judicial review of the council's decision brought in compliance with the strictures of the-
then RSC Order 53, rather than by way of a defence to the council's private law claim.

114.  Winder was a case in which the public authority had to rely upon the validity of its own public law decision 
setting the level of rent in order to establish its private law claim for contractual relief for the failure to pay rent 
when due. The tenancy in question had been granted under Part V of the Housing Act 1957, s.113(1A) of which 
(in combination with s.40 of the Housing Act 1980) gave the council a statutory public law power unilaterally to 
vary the level of rent during the tenancy. The council had purported to exercise that power to increase the rent, 
but the tenant disputed his liability to pay rent at the enhanced rate (while continuing to pay rent at the original 
level). In those circumstances, it is scarcely surprising that it was open to the tenant to contend, by way of 
defence, that the exercise of the power to increase his rent was a nullity as a matter of public law so that rent at 
the enhanced rate was not due.

115.  In that respect there are similarities between Winder and the position in cases such as R (Lumba) v 
Secretary of State for the Home Department (JUSTICE intervening) and R (Hemmati) v Secretary of State for 
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the Home Department[2019] UKSC 56, in which the claimants brought proceedings for the tort of false 
imprisonment, and where the only answer of the Home Secretary to such a claim was that she had validly 
exercised a public law power of detention. Once again, it is scarcely surprising that it was open to the claimant 
in a private law tort claim to contend that the public law decision to detain him was a nullity as a matter of public 
law. Similarly,  in a case in which a claimant seeks to rely on a public law decision to found its private law claim 
against a public body (for example to recover a grant awarded by a public body in the exercise of public law 
powers which, properly exercised, creates a statutory debt in the claimant's favour), it ought to be open to the 
public body to defend the claim on the basis that its decision was a nullity as a matter of public law so that no 
debt arose.

116.  In the present case, the Claimants' claims are founded on their  private law rights of contract, and the 
Defendants raise a private law defence to those claims, namely that they lacked the capacity to enter into the 
contract in question which, accordingly, is not binding. That defence is one which, if valid, operates as a matter 
of entitlement rather than discretion, and would have the effect in private law that the Contract was never 
binding upon any of the parties, regardless of when the point was first raised by the Defendants and regardless 
of the consequences to the Claimants or any third parties of the Contract being void. The issue which arises for 
determination is whether any public law ground of challenge to a decision to contract suffices to render the 
contract void ab initio as a matter of private law, or whether only some grounds of public law unlawfulness have 
this effect.

The decision in Credit Suisse v Allerdale BC

117.  The first case to give detailed consideration to this issue was Credit Suisse v Allerdale BC, in which a 
bank sought to recover a substantial sum pursuant to a guarantee which a local council had purported to 
execute in order to support a financing arrangement under which a limited company created by the council 
would build a leisure pool and timeshare units. At first instance ([1995] 1 Lloyd's Rep 315), Colman J found the 
council's decision to grant the guarantee to be a nullity as a matter of public law on three distinct and 
independently sufficient grounds:

i)  The council had no statutory power to enter into the guarantee (“the lack of statutory power ground”).

ii)  If the council had otherwise had statutory power to enter into the guarantee it did not have such power in this 
case because it was seeking to use the guarantee as part of a scheme to facilitate the doing by the company of 
things which the council itself had no power to do, namely (a) borrowing and spending amounts of money which 
exceeded its borrowing and spending limits and (b) carrying on a trade in time-share accommodation for profit 
(“the improper purpose ground”).
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iii)  The decision of the council to enter into the guarantee was Wednesbury unreasonable because it was 
entered into when the council had given no or no proper consideration to the likelihood of having to pay under 
the guarantee and the consequences of any such payment (“the Wednesbury ground”).

118.  It was argued before Colman J that while lack of statutory power would automatically have the result that 
the guarantee was outside the council's contractual capacity as a matter of private law, this was not so of the 
improper purpose or Wednesbury grounds. It was argued that, in respect of those grounds, it was first 
necessary to obtain an order quashing the decision to provide the guarantee in judicial review proceedings 
before they would provide a basis for defending a private law claim to enforce the guarantee. At p.351 Colman 
J rejected that argument:

“The reason why a transaction entered into beyond the powers of a public body is properly described as a 
nullity is because such a body has no capacity in law to act beyond the powers given to it by statute. Those 
powers comprehend not only what the subject-matter of its decisions may be, but, by implication, how its 
decisions on the permissible subject-matter should be taken.”

119.  He further held (at pp.356-7) that the remedies available in a private law action where such lack of 
capacity was established were available as of right, and were not discretionary in the way that the remedies 
available in public law proceedings would be. Colman J held that the discretionary nature of relief in public law 
proceedings was a consequence of the terms in which the statutes empowering the court to grant such relief 
had been framed rather than something intrinsic to the nature of the invalidity established, and that those 
statutory provisions had no application when the issue arose in private law proceedings as a defence to a 
private law claim. Colman J did not regard that outcome as satisfactory, but concluded that it was for 
Parliament to provide a solution:

“Whatever the answer to that question, there is clearly a real and urgent need in the interests of the 
continuation of dealings between banks, credit providing institutions and local authorities for a solution to this 
problem to be found. Whether that solution should be one analogous to the principles which apply to third 
parties dealing with the directors of companies but in ignorance of their excess of actual authority, as identified 
in the Rolled Steel case, or one which is based on the flexibility of remedy available in judicial review 
proceedings, or some other solution, may be a matter for debate, but, as English law on the exercise of powers 
by public bodies has now developed, it is certainly a matter for Parliament and not for the Courts.”

120.  In the Court of Appeal, there was a division of opinion on this issue between Neill and Hobhouse LJJ 
(Peter Gibson LJ expressing no opinion), albeit the Court's observations were obiter as Colman J's decision on 
the lack of statutory power ground was upheld. 
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121.  Neill LJ and Hobhouse LJ referred to the important judgment of Browne-Wilkinson LJ which has brought a 
welcome clarity to the use of the concept of ultra vires in private law when dealing with the issue of corporate 
capacity in Rolled Steel Products (Holdings) Ltd v British Steel Corporation[1986] Ch 246. Browne-Wilkinson LJ 
stated at p.302-304:

“In my judgment, much of the confusion that has crept into the law flows from the use of the phrase 'ultra vires' 
in different senses in different contexts. The reconciliation of the authorities can only be achieved if one first 
defines the sense in which one is using the words 'ultra vires.' Because the literal translation of the words is 
'beyond the powers,' there are many cases in which the words have been applied to transactions which, 
although within the capacity of the company, are carried out otherwise than through the correct exercise of the 
powers of the company by its officers; indeed, that is the sense in which the judge seems to have used the 
words in this case. For reasons which will appear, in my judgment, the use of the phrase 'ultra vires' should be 
restricted to those cases where the transaction is beyond the capacity of the company and therefore wholly 
void. A company, being an artificial person, has no capacity to do anything outside the objects specified in its 
memorandum of association. If the transaction is outside the objects, in law it is wholly void. But the object of a 
company and the powers conferred on a company to carry out those objects are two different things . . . If the 
concept that a company cannot do anything which is not authorised by law had been pursued with ruthless 
logic, the result might have been reached that a company could not (i.e., had no capacity) to do anything 
otherwise than in due exercise of its powers. But such ruthless logic has not been pursued and it is clear that a 
transaction falling within the objects of the company is capable of conferring rights on third parties even though 
the transaction was an abuse of the powers of the company: see, for example, In re David Payne & Co 
Ltd[1904] 2 Ch 608. It is therefore established that a company has capacity to carry out a transaction which falls 
within its objects even though carried out by the wrongful exercise of its powers. If the transaction is beyond the 
capacity of the company it is in any event a nullity and wholly void: whether or not the third party had notice of 
the invalidity, property transferred or money paid under such a transaction will be recoverable from the third 
party. If, on the other hand, the transaction (although in excess or abuse of powers) is within the capacity of the 
company, the position of the third party depends on whether or not he had notice that the transaction was in 
excess or abuse of the powers of the company.”

122.  Neill LJ considered whether, in the context of private law claims against public bodies, “a distinction can 
be drawn, similar to that drawn in the Rolled Steel Products case … between decisions and acts which are 
beyond the capacity of a public authority and decisions and acts which involve a misuse of power by those 
controlling the authority” (pp.339-340). His answer was no (p.343):

“I know of no authority for the proposition that the ultra vires decisions of local authorities can be classified into 
categories of invalidity. I do not think that it is open to this court to introduce such a classification. Where a 
public authority acts outside its jurisdiction in any of the ways indicated by Lord Reid in Anisminic Ltd v Foreign 
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Compensation Commission[1969] 2 AC 147, 171 the decision is void. In the case of a decision to enter into a 
contract of guarantee the consequences in private law are those which flow where one of the parties to a 
contract lacks capacity. I see no escape from this conclusion. Furthermore this conclusion seems to me to 
accord with the decision of the House of Lords in Wandsworth London Borough Council v Winder[1985] AC 
461.

……

I do not consider the present law to be satisfactory. I say nothing about the merits of this case which have not 
been investigated. But there may be cases where it is beyond argument that a third party has entered into a 
contract with a public body in ignorance of any procedural defect which may later entitle the public body to 
claim that the contract was made ultra vires and so reject liability under it. But if, as I believe there to be, there 
is only one category of ultra vires decisions where a local authority is concerned I see no room for a judicial 
discretion”

123.  Hobhouse LJ was of a different view. So far as the “no statutory power” ground was concerned, he noted 
that there was “no conflict between public law and private law principles” because “the role of public law is to 
answer the question: what is the capacity of the local authority to contract? The role of private law is to answer 
the question: when one of the parties to a supposed contract lacks contractual capacity, does the supposed 
contract give rise to legal obligations?” (p.350). He continued:

“ When a plaintiff is asserting a private law right—a private law cause of action, typically a claim for damages 
for breach of contract or tort—the plaintiff must establish his cause of action. Any defence raised by the 
defendant must be one which is recognised by private law. Lack of capacity to contract is a defence recognised 
by private law”.

124.  Hobhouse LJ held that the other grounds of invalidity raised by the Council – the improper purpose and 
Wednesbury grounds – did not amount to a lack of capacity in private law, even if they constituted grounds of 
nullity in public law (at pp.355-356):

“Before using the phrase 'ultra vires' or the words 'void' and 'nullity', it is necessary to pause and consider the 
breadth of the meaning which one is giving them. It is not correct to take terminology from administrative law 
and apply it without the necessary adjustment and refinement of meaning to private law. Where private law 
rights are concerned, as in the present case, the terminology must be used in the sense which is appropriate to 
private law ….
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Private law issues must be decided in accordance with the rules of private law. The broader and less rigorous 
rules of administrative law should not without adjustment be applied to the resolution of private law disputes in 
civil proceedings. Public law, that is to say, the law governing public law entities and their activities, is a primary 
source of the principles applied in administrative law proceedings. The decisions of such entities are the normal 
subject matter of applications for judicial review. When the activities of a public law body, or individual, are 
relevant to a private law dispute in civil proceedings, public law may in a similar way provide answers which are 
relevant to the resolution of the private law issue. But after taking into account the applicable public law, the civil 
proceedings have to be decided as a matter of private law. The issue does not become an administrative law 
issue; administrative law remedies are irrelevant.”

At p.357, he concluded:

“It remains necessary to ask what amounts to a defence to a private law cause of action. Want of capacity is a 
defence to a contractual claim; breach of duty, fiduciary or otherwise, may be a defence depending upon the 
circumstances”.

125.  Mr Stilitz QC for the Council argued that Hobhouse LJ's analysis “founders on the clear words” of Lord 
Diplock in Hoffmann-La Roche & Co AG v Secretary of State for Trade and Industry[1975] AC 295, 365 where 
he stated: 

“It would, however, be inconsistent with the doctrine of ultra vires as it has been developed in English law as a 
means of controlling abuse of power by the executive arm of government if the judgment of a court in 
proceedings properly constituted that a statutory instrument was ultra vires were to have any lesser 
consequence in law than to render the instrument incapable of ever having had any legal effect upon the rights 
or duties of the parties to the proceedings”.

126.  However, that case was concerned with the status of delegated legislation, the enactment of which is an 
inherently public law activity, and the binding effect of which depends entirely on the valid exercise of the public 
law power to pass delegated legislation. Hoffmann-La Roche did not consider the status of a private law 
contract which a public body enters into pursuant to an internal decision which could be impugned on public law 
grounds, and which had then sought to resist a claim in contract by reference to the private law defence of lack 
of contractual capacity. In private law, it is the act of contracting itself, not the decision of a putative contracting 
party to enter into a contract, which is legally significant. If public law unlawfulness is to provide an answer to a 
claim in contract, it must be because of the effect of that unlawfulness on the legal act of concluding the 
contract.
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127.  The rival views of Neill and Hobhouse LJJ have each attracted judicial support in subsequent case law, 
but the conflict remains essentially unresolved. 

128.  In Bedfordshire County Council v Fitzpatrick Contractors Ltd [2000] 11 WLUK 790, [19], Dyson J stated 
that it was not clear to him “to what extent in practice the approaches of Hobhouse LJ and Neill LJ differ but to 
the extent that they differ” he found “the reasoning of Neill LJ more compelling”.

129.  In Charles Terence Estates Ltd v Cornwall Council[2012] EWCA Civ 1439, Cornwall Council was sued as 
the statutory successor to Penwith and Restormel Borough Councils. Cranston J at first instance found that the 
councils had taken out leases in breach of their Roberts v Hopwood public law duty. The issue then arose of 
whether the councils could rely upon that breach as a defence to a claim in private law for the rent. Cranston J 
suggested that bad faith, improper motive or a breach of the Roberts v Hopwood duty on the part of a public 
body entering into a contract would all give rise to a lack of capacity as a matter of private law, but not “failure to 
act for, or take account of, a non-statutory purpose or consideration” or “making a contract in breach internal 
rules and procedures” ([2011] EWHC 2542 (QB), [64]).

130.  The Court of Appeal reached a different conclusion on the issue of whether the Roberts v Hopwood duty 
had been breached, with the result that its observations on the effect of such a breach on the council's capacity 
to contract were obiter. Maurice Kay LJ at [37] held:

“In my judgment, the approach of Hobhouse LJ is to be preferred. I do not think that the assimilation of the 
various types of public law error in the Anisminic case [1969] 2 AC 147 had the effect of imposing a rule which 
extends inexorably to public law error as a defence to a private law claim. There is no logical reason why it 
should and this case demonstrates why it should not. It would be highly undesirable if, years after time expired 
for the making of a prompt public law challenge by a person with a sufficient interest, the fact of a historic 
breach of fiduciary duty should inevitably lead to the defeat of a private law claim brought by a party who acted 
throughout in good faith. The Credit Suisse case was a clear case of lack of legal capacity. Here, however, 
Penwith and Restormel were doing what they were empowered to do by section 17(1)(b) of the 1985 Act in 
order to meet their onerous statutory duties. I would respectfully adopt the words of Hobhouse LJ [1997] QB 
306, 357D: 'breach of duty, fiduciary or otherwise, may be a defence depending on the circumstances.' I am 
satisfied that the breaches in this case (if there were any) simply did not go to legal capacity. At some point, it 
will be desirable for there to be judicial consideration of the territory between the extremes of the Credit Suisse 
case and the present case. I have come to the conclusion that we have not heard sufficient argument to enable 
us to articulate more comprehensive guidance.” 

131.  Etherton LJ expressed a similar view at [44]-[47]:
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“There was much debate before us, however, on the wider point of principle about the relationship between 
private law and public law concepts of ultra vires.

In my view, the principled approach to that issue is clear. If a transaction is beyond the capacity of a statutory 
corporation, it is void: that is, it was always a nullity.

A corporation can only act by its agents. If its agent enters into a transaction with a third party which is beyond 
the agent's actual or apparent authority, the transaction is a nullity since the act of the agent was never binding 
on the corporation. Apparent authority depends upon whether the principal made a representation to the third 
party about the agent's authority and whether the third party had knowledge of any limitation on the existence or 
scope of that authority.

If the transaction with the third party was within the capacity of the statutory corporation and was within the 
actual or apparent authority of its agent, then, even if the transaction was a breach of duty by the corporation or 
by its agent, the transaction is not void. Depending on the facts, the corporation may have legal or equitable 
rights against the third party, such as for mistake, unjust enrichment or as a constructive trustee, but the 
transaction itself is not a nullity”.

132.  Referring to the “critical distinction” as a matter of private law between acts done in excess of the capacity 
of a company and act done in excess or abuse of the powers of the company on the other, he continued at [49]:

“I can see no sound reason why the position should be any different where what is in issue is the validity of a 
commercial private law transaction between a corporation which is a public body and a third party. The 
existence of public law remedies for breach of public law duties should make no difference to the private law 
consequences of ultra vires (want of capacity), on the one hand, and breach of duty in respect of a transaction 
within the capacity of the corporation, on the other hand”.

At [51], he too indicated his preference for the reasoning of Hobhouse LJ over that of Neill LJ in Credit Suisse.

133.  In Pro-Vision Systems (UK) Ltd v United Lincolnshire [2014] WL 511530, [176], His Honour Judge 
Waksman QC, in a passage which was once again obiter, held at [176] 

“As to the law, for myself I will adopt the views expressed by Etherton LJ in the Charles Terence Estates case, 
such that a rigid demarcation should be maintained between (a) a public law challenge to a public body 
decision to enter into a contract; (b) the scope of any private law defence to a claim to enforce it so that the 
ability to allege something short of pure ultra vires, for example, actual incapacity, must at best be very 
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exceptional. On that footing the allegations made here must surely fall on the wrong side of the line, even if 
true. Although Maurice Kay LJ may have left the point slightly more open, I have no doubt he would have taken 
the same view on the facts of this case.” 

134.  However, the observations in the case, and the view of Hobhouse LJ, do not find support in the current 
edition of Chitty on Contracts (33rd) para. 11-038.

The cases on “irrationally generous” payments

135.  There are a number of decisions in private law litigation to enforce contracts entered into by local 
authorities with their employees which were said to be inappropriately generous, in which the courts have 
generally proceeded on the assumption that if a decision by a public body to enter into a contract can be 
impugned on any ground of public law, there is no binding contract as a matter of private law.

136.  The first is Newbold v Leicester CC[1999] ICR 1182 in which street cleaning drivers employed by the 
council sued for breach of contract, when the council refused to implement the agreed payment of lump sum 
bonuses in return for a variation in the terms of employment (after receiving advice that the payments might be 
vulnerable to challenge). The Court of Appeal refused to uphold the Wednesbury challenge on the facts. It 
appears to have been common ground, and the Court certainly assumed, that if the challenge had been upheld, 
this would necessarily have entailed that the agreement to pay the bonuses was void. 

137.  However, Simon Brown LJ made some pertinent observations on the ability of a public body to pray-in-aid 
its own public law unlawfulness in answer to a claim under a contract it had entered into. At p.1190, he noted 
that “it appears at first blush a remarkable proposition that a public authority can escape what on its face is a 
clear contractual liability to its employees by asserting that the contract in question …. was excessively 
generous …. and thus outside its powers”. He distinguished Allsop v North Tyneside Metropolitan Borough 
Council[1991] ICR 639 (discussed below) and Hazell v Hammersmith and Fulham LBC[1992] AC 1 as cases 
involving proceedings by local authority auditors against the council for rectification of the councils' accounts 
under s.19 of the Local Government Act 1982. At p.1191, he described Hazell as a case “concerned only with 
the legality of the contracts in the public law sphere [which] did not deal with the consequences to third parties 
of illegality”, and stated that:

“It is arguable that the principle that ultra vires contracts are void and unenforceable does not apply in relation 
to public authorities”.

138.  Whatever the true position, he suggested that:
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“one may safely assume that no court is going to be astute to allow public authorities to escape too easily from 
their commercial commitments. That should particularly be the case where, as here, legitimate expectations 
have been aroused in the other party (who clearly entered the contract in good faith), where the relationship 
between the parties is essentially of a private law character, where it is the authority itself which is seeking to 
assert and pray in aid its own lack of vires, and where that lack of vires is suggested to result not from the true 
construction of its statutory powers but rather from its own Wednesbury irrationality. The burden upon the 
authority in such a case must be a heavy one indeed. It does not seem to me that the council came within 
measurable distance of discharging it here.” 

139.  If, however, any ground of public law unlawfulness in a decision to contract deprives a public body of 
contractual capacity, it is difficult to see how there can be a heavier burden in establishing Wednesbury 
unreasonableness when it has private law as opposed to public law consequences, or why it would matter that 
the lack of vires rested on Wednesbury unreasonableness rather than the absence of a statutory power.

140.  The second decision is Hinckley and Bosworth BC v Shaw[2000] LGR 9, in which a local authority agreed 
to increase the final year's salary of an employee specifically for the purpose of enhancing the employee's 
redundancy and pension entitlements. That decision was taken against the background of the Court of Appeal's 
decision in Allsop v North Tyneside MBC[1992] ICR 639 holding, as a matter of statutory construction, that a 
council did not have the power to make redundancy payments exceeding those it was obliged to make under 
s.81 of the Employment Protection (Consolidation) Act 1978. Hinckley Council's decision to increase Mr Shaw's 
salary was an attempt (to which Mr Shaw was a knowing party) to effect indirectly the payment of higher 
redundancy payments which (on the basis of the Allsop decision) the council had no power to pay directly. 

141.  Bell J held that the agreement between the council and Mr Shaw was beyond the powers of the council 
and not binding because it had been made “for the extraneous or collateral purpose of increasing the 
employee's redundancy or retirement benefits beyond what the Acts and regulations would allow, but for the 
increase in pay” (at [120]). Bell J rooted the unlawfulness in question in the Roberts v Hopwood principle. 
Allerdale was not cited. Given Mr Shaw's knowledge of the council's improper purpose in varying his contract, it 
seems likely that the same outcome would have followed whether Neill LJ or Hobhouse LJ's view in Allerdale 
was adopted. The decision could also be explained on the basis that a decision taken with the improper 
purpose of evading a statutory limit on a council's powers has the same status in private law as a decision 
taken outside of those powers. It may be for this reason that Laws LJ in Rose Gibb v Maidstone & Tunbridge 
Wells NHS Trust [2010] EWCA Civ 678, [7] referred to Hinckley and another similar case, Eastbourne Borough 
Council v Foster[2000] All ER (D) 2407, as:

“instances where a local authority unlawfully sought to set in place arrangements which would allow it to make 
payments above a permitted statutory maximum.”
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142.  The final decision is Rose Gibb v Maidstone & Tunbridge Wells NHS Trust [2010] EWCA Civ 678, a case 
in which a National Health Service Trust sought to resist a private law claim by its former chief executive for 
payment of the amounts due under a compensation agreement the Trust had entered into, on the basis that the 
agreement was “irrationally generous” and hence ultra vires as a matter of public law. It appears to have been 
common ground in the case that the Trust lacked contractual capacity, as a matter of private law, to agree to 
make “irrationally generous” payments ([4]). Laws LJ was clearly unattracted by the Trust's contention, 
suggesting that they had “a very steep hill to climb” ([7]). The Court overturned the finding that the payments 
were irrationally generous, and did not address the issue of whether such a finding led inexorably to a lack of 
contracting capacity.

The Administrative Court decisions

143.  There have also been a number of decisions in the Administrative Court which have addressed the 
consequences of public law invalidity so far as the decisions by public bodies to enter into contracts were 
concerned, often in a situation where the decision of the public body to enter into a contract with one entity was 
challenged by another, who contended that the procurement or tender process was unlawful or unfair.

144.  In R (Structadene) Ltd v Hackney LBC[2001] 2 All ER 225, the local authority refused to accept an offer to 
purchase a number of industrial units from the applicant, and entered into a contract of sale with the existing 
tenants on less advantageous terms. The applicant obtained permission to apply for judicial review, alleging 
that the sales involved a breach of s.123(2) of the Local Government Act 1972, being a sale of land for other 
than the best price without the Secretary of State's permission, as well as being independently unlawful on 
Roberts v Hopwood and Wednesbury grounds. S.128(2) of that Act contained a saving for transactions entered 
into without ministerial consent with innocent third parties, but that saving was held to apply only if the contracts 
had proceeded to completion (which the contracts with the tenants had not). Elias J held that s.128(2) did not 
apply to the other heads of public law unlawfulness in any event. He found that the applicant was entitled to 
have the contract with the tenants declared invalid, but there was no discussion of whether this outcome 
followed inexorably as a matter of private law from the invalidity of the council's decision on public law grounds, 
or took the form of discretionary relief afforded in public law.

145.  R (TGWU) v Walsall Metropolitan BC[2002] ELR 327 was a case in which a trade union whose members 
worked in the defendant council's catering department successfully challenged the council's decision to award 
the contract for catering services to an outside contractor in judicial review proceedings. It is clear from Harrison 
J's judgment that he did not regard the fact that the procurement decision was unlawful as automatically 
entailing that the contract with the outside caterer was void, and that the decision whether or not to declare the 
contract void was a matter of discretion. At [43], he accepted that “he had a broad discretion in deciding 
whether or not [he] should grant relief”, but he decided in the circumstances that it was appropriate to grant 
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relief not least because the evidence showed that the council and the outside caterer “went into it with their 
eyes open” ([46]).

146.  The next decision I was referred to was London & South Eastern Railway Ltd v British Transport Police 
Authority[2009] EWHC 460 (Admin). The facts of the case are complicated, but in short the defendant (“the 
BTA”) was a public body set up to maintain the British Transport Police, and to recover the costs of doing so 
from users of the rail network (“the TOCs”). Each TOC entered into an agreement with the BTA known as a 
police services agreement or “PSA”. The BTA sought to change the amounts payable under the PSAs in a way 
which advantaged some TOCs and disadvantaged others, leading to an application for a judicial review by the 
disadvantaged TOCs. Collins J held that the BTA did not have the power to vary the amounts payable by the 
disadvantaged TOCs, and accordingly that the amounts for which they had been invoiced were not due. 
However, the advantaged TOCs contended that they had agreed their more favourable terms with the BTA as a 
matter of contract, and that the status of their contracts was not affected by the public law unlawfulness 
established by the disadvantaged TOCs. 

147.  The Court held that if there was any such agreement, it was “tainted with the illegality” of charging the 
disadvantaged TOCs more ([46]) and that the favourable contracts had, in Wednesbury terms, been entered 
into following a failure to have regard to a material consideration. At [47]-[48], Collins J stated:

“Mr Fordham submitted that such unlawfulness could not affect contractual obligations entered into by the 
Authority if the effect would be to the detriment of the other party. He recognised that contracts which were 
entered into by public bodies which were ultra vires were void and so their terms were unenforceable against or 
by the public body … Mr Fordham submitted that it was only if the public body had exceeded its lawful powers 
that a contract could be declared to be of no effect. 

I see no good reason for the suggested limitation. An irrational act (to use the term as defined by Lord Diplock 
in the CCSU case) is unlawful and so if that act is the entering into of a contract that contract cannot be valid. 
The usual public law requirement that action is taken to set aside the contracts within at most 3 months will 
prevail, but, following the principles laid down by the House of Lords in Wandsworth v Winder[1984] 3 All ER 
976,  it would be possible for a party to raise the unlawfulness as a defence to a claim based on the contract. 
Mr Fordham has to recognise that in R (TGWU) v Walsall MBC [2002] 2 ELR 329 a decision to enter into a 
contract was quashed and the contract declared void and of no effect because of procedural improprieties in 
the decision. It follows that the variation in favour of NMF cannot be valid”. 

  Collins J considered, but rejected, a submission by the advantaged TOCs that he should refuse relief as a 
matter of discretion 
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148.  Finally, it is worth noting the observations of the Privy Council in Central Tenders Board v White[2015] 
UKPC 15. In that case, the Central Tenders Board of Monserrat raised an ultra vires defence to a claim to 
enforce a contract for the construction of a school hall which the Board had awarded to Mr White. The Privy 
Council rejected the suggestion that the contract was ultra vires the Board. They noted at [26] that:

“Ultra vires is not, of course, the only ground on which a court may quash an administrative decision, but it 
would be wrong for a court to do so in such a way as to nullify a contract made between a public body pursuant 
to a legal power and a person acting in good faith, except possibly on terms which adequately protect that 
person's interest.”

149.  Those observations lend some support to the suggestion that, even in public law proceedings, it may be 
appropriate to distinguish between different grounds of public law unlawfulness when determining whether and 
on what terms to grant a discretionary remedy which would impact on a third party which has contracted with 
the public body in good faith.

Analysis and conclusion

150.  It is clear that if a public body lacks statutory power to enter into a contract of a particular kind, then it will 
not have contractual capacity to do so as a matter of private law.  As Hobhouse LJ noted, public law (through 
the construction of the statutory regime) answers the question “what is the capacity of the public body to 
contract?”, and then private law provides that the consequence of that lack of capacity is that no contract 
comes into existence.

151.  The difficulty comes when addressing cases in which the public body has capacity to enter into a contract 
of a particular kind, but the way in which it has taken the decision to do so can be impugned on public law 
grounds. The authorities offer conflicting views on that issue, and provide no answer which is binding on a first 
instance judge. In these circumstances, it is necessary to approach the issue from first principles.

152.  So approached, if the nullity of a public body's decision to conclude a contract as a matter of public law 
was determinative of the status of the contract for all purposes as a matter of private law, then the same 
consequences ought automatically to follow from establishing that nullity, whether this occurs in public or 
private law proceedings. 

153.  However, this is not the case. In Professor Burrows QC's terminology ((2002) 22 OJLS 1), we may do this 
in private law, but we do that in public law. In public law, the grounds for impugning a decision to contract may 
(in Hobhouse LJ's words) be “broader and less rigorous”, but obtaining relief on the basis of those grounds is 
subject to a heightened obligation of diligence in bringing a challenge promptly, and relief is discretionary and 
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can be withheld on various grounds intended to avoid injustice to the defendant or third parties. The approach 
more closely resembles the legal method of equity than that of the common law. 

154.  Thus, in public law proceedings, it is clear that the court may refuse to grant relief declaring a contract to 
be invalid as a matter of discretion, and that one consideration which may well weigh strongly in a decision to 
do so is whether the contract was entered into with a person acting in good faith who would be prejudiced by 
the declaration of invalidity, particularly where there has been delay in bringing the challenge. For this reason, a 
party seeking to challenge a public law decision which involves the entry into a contract with a third party will 
sometimes seek an injunction to prevent such a contract going ahead at all, or allow it to proceed only if a term 
is included which cancels the contract if the public law challenge succeeds (as in R v Hammersmith and 
Fulham LBC ex parte Beddowes[1986] QB 1050).

155.  It would appear to be implicit in a decision to refuse such relief as a matter of discretion in public law 
proceedings that the court is acting to protect the private law rights and entitlements of the party who had 
contracted in good faith. That motivation is sometimes expressly articulated (e.g. in Central Tenders Board v 
White). If the nullity of the decision to contract as a matter of public law necessarily and inevitably entailed the 
invalidity of the contract as a matter of private law, there would be no third party interest for the court to seek to 
protect when deciding what discretionary relief to grant. In any event, any attempt to protect such an interest 
would be in vain, because whatever relief was or was not ordered in the public law proceedings, the invalidity of 
the contract as a matter of private law would have been definitively established and would remain for all time. In 
short, the public law decisions appear to acknowledge, at least to some extent, a legitimate interest in 
protecting those who have acted on the basis of the apparent validity of a contract and in protecting settled 
states of affairs which would be entirely undermined by a wholesale transportation of the scope of public law 
unlawfulness into the private law issue of contractual capacity. This difficulty strongly suggests that the nullity, 
as a matter of public law, of a decision to contract does not, without more, equate to a lack of contracting 
capacity as a matter of private law.

156.  Further support for the view that public law invalidity and private law incapacity are not co-extensive can 
be derived from the fact that the taking of an ultra vires point in private law proceedings is not subject to any of 
the procedural safeguards which apply in public law proceedings. I am conscious that this argument has strong 
echoes of the submission advanced by Mr Beloff QC but rejected by the Supreme Court in R (Lumba) v 
Secretary of State for the Home Department. At [67], Mr Beloff QC submitted that it should not be open to Mr 
Lumba, when advancing his claim for damages for false imprisonment, to impugn the decision relied upon as 
the basis for his detention on public law grounds because this would involve “a private law action without any of 
the procedural safeguards which apply in a judicial review application” such as the tight time limit for bringing 
claims and the discretionary nature of relief. That argument was rejected by Lord Dyson JSC at [70], who 
stated:
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“As for Mr Beloff's other points, such force as they have derives from the fact that the detention in these cases 
is unlawful because it is vitiated by a public law error. The significance and effect of that error cannot be 
affected by the fortuity that it is also possible for a victim to challenge the decision by judicial review 
proceedings (which are subject to tighter time limits than private law causes of action) and that judicial review is 
a discretionary remedy. It is well established that a defendant can rely on a public law error as a defence to civil 
proceedings and that he does not need to obtain judicial review as a condition for defending the proceedings: 
see, for example, Wandsworth LBC v Winder[1985] AC 461. The same applies in the context of criminal 
proceedings: see Boddington v British Transport Police[1999] 2 AC 143. Mr Beloff submits that the position of a 
claimant who relies on a public law error to found his cause of action and a defendant can sensibly be 
differentiated. But it is difficult to see how or why”. 

157.  However, as I have noted, Lumba was a case in which the public body was, in effect, deploying an 
exercise of its own public law powers to justify conduct (detaining Mr Lumba) which, in the absence of the 
lawful exercise of public law powers, was tortious.  Adapting Hobhouse LJ's analysis in Allerdale, public law 
answered the question “was the imposition of a constraint on Mr Lumba's freedom of movement lawful” (it being 
a necessary ingredient of the private law tort of false imprisonment that it was not), and private law answered 
the question, “what are the consequences if it was not?” (the tort of false imprisonment is committed).

158.  Finally, in a private law context, a test for contractual capacity which was essentially the same for private 
and public law bodies might be thought a better fit with English law's traditional sensitivity on the issue of 
whether public bodies should be legally privileged in their dealings with private bodies, save where a differential 
treatment is mandated by statute or well-established prerogative powers (see e.g. Dicey's second aspect of the 
rule of law, namely “the equal subjection of all classes to the ordinary law of the land administered by the 
ordinary Law Courts”: Introduction to the Study of the Law of the Constitution 8th ed. p.120). The fact that for 
companies, the legislative intervention of ss.39-42 of the Companies Act  has altered the consequences of ultra 
vires for one species of private law legal persons, just as the Local Government (Contracts) Act 1997 has 
altered the consequences of an ultra vires contract for a certain class of public body where certain requirements 
are met, does not itself provide a basis for applying a different common law test of what constitutes lack of 
contractual capacity for private and public law entities (cf. the criticism of Charles Terence Estates advanced in 
Chitty para. 11-038). 

159.  In the present case, the Claimants are bringing a private law claim in contract, to which the Defendants' 
private law answer is that the contract is not binding. In this context, the analysis which best addresses the 
competing tensions and policy considerations is that proposed (obiter) by Hobhouse LJ in Credit Suisse and 
endorsed (obiter) by the Court of Appeal in Charles Terence Estates by effectively allowing public law 
unlawfulness to provide a defence to a private law claim in contract when the facts which give rise to that public 
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law unlawfulness also give rise to a private law defence. Thus a contract will be void if a public body lacked 
power to enter into a contract of that type, in the same way as a contract entered into by a private statutory 
corporation would be void, absent (in each case) the effect of saving legislation. In such a case, the public law 
lack of power provides the basis for the private law defence of lack of capacity. Where the public body in 
question has the power to enter into a contract of the relevant kind, but the exercise of that power is unlawful on 
public law grounds (for example because the exercise is for an improper purpose or is unreasonable in the 
Wednesbury sense), then it will be necessary for the facts giving rising to the public law unlawfulness to provide 
a basis for impugning the contract recognised in private law. This might be because the body's power to enter 
into contracts has been abused, in which case, (adopting the words of Brown-Wilkinson LJ in Rolled Steel) “the 
position of the third party depends on whether or not he had notice that the transaction was in excess or abuse 
of the powers ...” It is suggested that this is what Hobhouse LJ had in mind in Allerdale when stating at p.357 
that “breach of duty, fiduciary or otherwise, may be a defence depending upon the circumstances” (emphasis 
added).

160.  It is right to note that this distinction between the private law consequences of an absence of a public law 
power to enter into a contract of the relevant kind (no capacity) and a case where the power has been 
exercised in breach of public law duties (breach of duty) comes under particular strain when the abuse of power 
in question arises from it being exercised with the improper purpose of seeking to do indirectly that which there 
is no power to do directly.  In Allerdale, for example, the improper purpose finding was made by Colman J on 
the basis that (p.323):

“If the council would otherwise have statutory power to enter into the guarantee it did not have such power in 
this case because it was purporting to use the guarantee as part of a scheme to facilitate the doing by the 
company of things which the council itself has no power to do”.

161.  Similarly, many of the “irrationally generous” payment cases involved attempts to circumvent the lack of 
any statutory power to pay redundancy other than at the approved or specified levels. It might be said that there 
is something unsatisfactory in there being different private law consequences to a contract entered into which 
the council did not have power to conclude, and a contract entered into for purpose of circumventing the lack of 
such a power. If, properly construed, the contractual disability resulting from the lack of statutory power extends 
to the circumventing acts as well as those directly prohibited, then there is no difficulty in classifying both as 
involving lack of contractual capacity as a matter of private law. It may be for this reason that in Allerdale Neill 
LJ referred to the improper purpose point as raising “questions which are similar to those which I have already 
considered under section 111 [i.e. the statutory power point]” (at p.333), and note also Laws LJ's comment in 
Rose Gibb v Maidstone & Tunbridge Wells NHS Trust at [7] quoted above. Alternatively, in those cases where 
the public body and the payee have worked together to structure the contract in an attempt to circumvent a 
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statutory control, the requirement of notice before an abuse of a power  argument will avail against a third party 
in private law is likely to be met.

162.  In summary, therefore, I have concluded that a decision by the College to enter into a contract which the 
College did not have power to conclude would give rise to a private law defence of lack of contracting capacity. 
If, however, the College did have power to enter into contracts of the relevant type, but is alleged to have acted 
unlawfully in reaching its decision to contract, the consequence of such public law unlawfulness in private law 
will depend both on the nature of the unlawfulness, and on whether the counterparty had notice of the relevant 
breach of public law duty.

THE VIRES DEFENCE BASED ON BORROWING

163.  The College and the Council advanced a number of grounds on which it was said that the Contract was 
void. However, their principal ground of attack, and the issue which consumed most time at the hearing, was 
the contention that the Contract was void because it involved borrowing for the purposes of the Education Act 
2002 Schedule 1, paragraphs 3(3)(a) and (4)(a), for which the Secretary of State's permission had not been 
obtained.

The parties' submissions

164.  The Defendants' case can be summarised in three propositions: 

i)  the Contract was a “finance lease” under the relevant applicable accounting standard;

ii)  as such it amounted to “borrowing” within the meaning of paragraphs 3(3)(a) and 4(a) of Schedule 1 of the 
2002 Act; and

iii)  in the absence of the Secretary of State consent to such borrowing, it was beyond the College's capacity to 
enter into the Contract.

165.  Mr Straker QC, on behalf of the Claimants, denied that it was unlawful for the College to enter into the 
Contract on the basis of five alternative submissions.

166.  First, he contended that on a proper construction of the 2002 Act, paragraphs 3(1) and 3(3)(a) granted a 
power to the College to borrow, the scope of which was not limited by paragraph 3(4)(a) which merely regulated 
the manner in which that power was to be exercised. He contends that while exercising the power conferred by 
paragraph 3(3)(a) without the Secretary of States' consent might be in some sense be open to criticism,  it 
would be intra vires (“the Paragraph 3(1) and 3(3)(a) Argument”). 
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167.  Second, Mr Straker QC contended that even if paragraph 3(4)(a) does impose a limit on paragraphs 3(1) 
and 3(3)(a) of the 2002 Act, that limit was not engaged here. He submitted that paragraph 3(4)(a) only requires 
the Secretary of State's consent in respect of a transaction which involves borrowing and the grant of security in 
conjunction (“the Security Argument”). 

168.  Third, it was Mr Straker QC's case that the Contract did not in any event involve “borrowing” within the 
meaning to be accorded to that word in paragraph 3(4)(a). He submitted that the ordinary meaning of the word 
“borrowing” does not extend to a transaction such as the Contract, as evidenced by the fact that no one 
contemporaneously or for years after the Contract was entered into suggested that the Contract involved 
borrowing. As the Contract did not amount to borrowing as a matter of ordinary language, Mr Straker QC 
submitted that the technical question of whether the Contract was an operating or finance lease was not 
relevant (“the Cozens v Brutus Argument”).

169.  Fourth, as a variation of the argument in the preceding paragraph, Mr Straker QC submitted that 
paragraph 3(4)(a) was only engaged when a school borrowed “such sums” as it saw fit. In this case no sums 
were ever identified by the College as the sums to be borrowed, so the College cannot have needed to obtain 
the Secretary of State's consent (the “Such Sum Argument”).

170.  Fifth, and finally, Mr Straker contended even if a finance lease would involve borrowing within the 
meaning of paragraph 3(4)(a), the Contract was an operating lease and not a finance lease.

Issues as to the interpretation of the Education Act 2002, Schedule 1, paragraphs 3(1), (3) and(4)(a)

171.  The first four submissions of the Claimants raise issues which are matters of statutory interpretation and if 
any one of those arguments succeeds, it would be unnecessary to consider the factual question of whether the 
Contract is a finance lease. Given the threshold nature of these questions, I consider them first. 

The Paragraph 3(1) and 3(3)(a) Argument

172.  In my view it is clear that paragraph 3(4)(a) imposed a statutory condition precedent to the power of a 
governing body to borrowing money, namely obtaining the consent of the Secretary of State:

i)  Paragraph 3(1) gave the College power to “do anything which appears to them to be necessary or expedient 
for the purposes of, or in connection with, the conduct of the school”. However, as a matter of statutory 
interpretation, that power is subject to the limitations appearing elsewhere in the same schedule.
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ii)  Paragraph 3(3)(a) identifies specific powers within paragraph 3(1), including “to borrow such sums as the 
governing body think fit”. However, subject to the further arguments I will come to, this was a power to borrow 
with the written consent of the Secretary of State rather than a general power to borrow. It is not possible to 
construe paragraph 3(1) as conferring a power on the College untrammelled by the requirement for obtaining 
written consent for borrowing under paragraph 3(4)(a). This would render the limitation imposed by paragraph 
3(4)(a) entirely nugatory. It would seem to follow from Mr Straker QC's argument that the limitation on the 
power to contract in paragraph 3(7) would be similarly nugatory because that limit would not impact the width of 
the power afforded by paragraph 3(1).

iii)  The correct approach is to construe Schedule 1 as a whole giving proper weight to all its parts. Doing so, it 
is clear that paragraphs 3(4)(a) and 3(7) limit the powers afforded to the College by paragraph 3(1) and 
illustrated in paragraph 3(3).

173.  Mr Straker QC's second argument was that paragraph 3(4)(a) did not limit the College's power to borrow, 
but imposed a requirement as to the manner of its exercise. Once again, I am unable to accept this argument:

i)  Paragraph 3(4)(a) provides that the power “may only be exercised” (emphasis added) with the Secretary of 
State's consent. This language strongly suggests that paragraph 3(4)(a) was imposing a limit on the power 
mentioned in 3(3)(a) (as conferred by paragraph 3(1)). 

ii)  Not only is this the natural construction as a matter of language, it is also supported by authority. In Rhyl 
UDC v Rhyl Amusements Ltd[1959] 1 WLR 465, Harman J considered the effect of s.177 of the Public Health 
Act 1875 which provided that “[a]ny local authority may, with the consent of the local government board, let for 
any term any lands which they possess”. The council did not obtain the relevant consent. Harman J held at 
pp.473-474 that “the only power of letting” which the council had was with the consent of the Ministry of Health 
and “if, therefore, the consent of that body was not obtained, the lease was, in my opinion, ultra vires and void”. 
At p.475, he rejected the argument that “the present was not a case of the plaintiff council having no power, but 
that they had a power if they obtained the necessary consent” as “a quibble”. In my view, Mr Straker QC's 
attempt to distinguish the wording in that case from paragraph 3(4)(a) is similarly a “quibble”, and there is no 
material difference between the two provisions in this respect.

iii)  There are a number of authorities that make it clear that where a power of a public body is subject to a 
statutory requirement of consent, the requirement of consent limits the vires of the body so far as that power is 
concerned. For example, in Credit Suisse, Neill LJ at p.317 referred to local authority's power to borrow under 
s.172 and Schedule 13 of the Local Government Act 1972 for a purpose or class of purpose approved by the 
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Secretary of State, and noted that “a local authority's power to borrow was effectively constrained by the need 
to obtain the approval of the Secretary of State”.

iv)  Further, as Neill LJ noted in Crédit Suisse (at pp.317 and 332-333), there is an important policy 
underpinning the requirement that borrowing is only undertaken with the consent of the Secretary of State, 
namely, to ensure that central government has control over public borrowing. That control would be undermined 
if the requirement for the Secretary of State's consent did not limit the capacity of the public authority to borrow.

The Security Argument

174.  I was equally unpersuaded by this argument. The Claimants heavy reliance on the word “and” in 
paragraph 3(4) is misplaced. The provision is more naturally read as referring to the power to do two distinct 
things: first to borrow money, and second to grant security in respect of such borrowing, rather than a 
requirement which only applies power when both things are done together.

175.  This analysis is supported by the wording of paragraph 3(3)(a) which plainly treats the borrowing of 
money and the granting of security in respect of such borrowing as two distinct activities, both of which a 
governing body is distinctly empowered to do.  Paragraph 3(4)(a) is naturally to be read as imposing a limit on 
the entirety of the power referred to in paragraph 3(3)(a), and not simply on those occasions when the power to 
borrow is exercised on terms whereby security is to be provided. In short, both a decision to borrow, and a 
decision to provide security for borrowing, require the Secretary of State's written permission.

The Cozens v Brutus Argument

176.  As I understood  this argument, it was that the word “borrowing” was to be interpreted as an ordinary 
English word, in accordance with the approach set out in Cozens v Brutus[1973] AC 854, it being contended 
that, as a matter of ordinary English language, the Contract would not be described as a loan. Mr Straker QC 
submitted that “no money was taken on loan; equipment was used on payment of a charge just as a ship may 
be hired for a time charter or a car may be hired on payment of the hire charges.  I borrow my friend's car; I hire 
a car from Avis”. 

177.  I do not accept Mr Straker QC's submissions as to the ordinary meaning of the word “borrowing” in 
paragraph 3(4)(a). Adopting Mr Straker QC's vehicular analogy, if a person wishes to purchase a car, but is 
unable to raise the money, and the dealer offers a lease under which the hirer would assume substantially all of 
the risks and rewards of ownership in return for periodic payments, with the amount payable being calculated 
on a basis which reflected the costs of financing being provided to facilitate the transaction, I am satisfied that 
they would describe this as borrowing. 
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178.  Further, the issue of what constitutes “borrowing” for the purposes of paragraph 3(4)(a) cannot turn on 
how the transaction is structured or labelled, but must involve consideration of the economic substance of the 
transaction. Transactions which involve a credit element take a number of different legal forms. For example a 
common method of commercial borrowing is a repo transaction. As Blair J noted in  Forsta AP-Fonden v Bank 
of New York Mellon[2013] EWHC 3127 (Comm), [28]:

“In simple terms, a repo is a transaction in which one party sells an asset (such as fixed-income securities) to 
another party at one price, and commits to repurchase the asset at a different price in the future. Although a 
repo is structured legally as a sale and repurchase of the securities, it behaves economically like a secured 
loan, with the securities acting as collateral”.

179.  Unless the issue of what constitutes borrowing is approached as a matter of substance, the control which 
paragraph 3(4)(a) is intended to impose, and the policy which the requirement for the Secretary of State's 
consent is intended to serve, would be readily capable of circumvention. The established accounting tests for 
identifying a finance lease involve an analysis as a matter of substance and not of form. If, as a matter of 
accounting substance, the Contract is a finance lease, then I am satisfied that it would constitute borrowing so 
as to engage paragraphs 3(3)(a) and 3(4)(a).

180.  By way of further explanation, under IAS 17 (which was the accounting standard used by both Mr Jackson 
and Mr Smith), a finance lease is a lease which transfers substantially all the risks and rewards incidental to the 
ownership of an asset to the lessee. The reasons why a finance lease is treated  as borrowing as a matter of 
accounting substance are helpfully explained in Notes to the Chartered Institute of Public Finance & 
Accountancy (CIPFA) Code of Practice at F67:

“Where a lease is classified as a finance lease, then the substance of the transaction is considered to be the 
same as if the authority had purchased the asset and financed it through taking out a loan. The authority 
therefore recognises its interest in the asset together with a liability for the same amount. The lease payments 
are then treated in a similar way to loan repayments, being split between the repayments of the liability and a 
finance charge.”

181.  I am comforted in my conclusion that entering into a finance lease constitutes borrowing for the purpose 
of paragraphs 3(3)(a) and 3(4)(a) of Schedule 1 by the fact that this is the received wisdom of those who deal 
regularly with this issue. The statutory guidance issued by the Department for Education under Schedule 14 to 
the SSFA expressly identifies a finance lease as a form of borrowing for Schedule 1 purposes, as does the 
Council's Scheme. This was also the understanding of Mr Spring, who had considerable experience in asset 
finance leases and dealings with public bodies, and who said that he was “very well aware that a finance lease 
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is considered to constitute borrowing”. This was also the effect of the legal advice on the basis of which 
BOSHire and the College proceeded when entering into the Contract. While Mr Straker QC submitted that the 
best evidence of the meaning of the word borrowing here was the fact that contemporaneously and for years, 
“no party described what had occurred as borrowing”, this was not because, as a matter of ordinary English, 
they did not understand that a finance lease constituted borrowing. On the contrary, they had the opposite 
understanding. It was because they did not understand the Contract to be a finance lease.

The Such Sum Argument

182.  This argument proceeded on the basis that the power in paragraph 3(3)(a) to “borrow such sums as the 
Governing Body think fit”, and the restriction on that power in paragraph 3(4)(a), only apply where it was 
possible to identify a specific sum which the College had decided to borrow, which it was not possible to do in 
this case. Once again I am unable to accept this submission. The words “such sums as the Governing Body 
think fit” were not intended to create a limitation on the operation of paragraph 3(4)(a), but to give the 
Governing Body a discretion as to the amount it borrowed provided the Secretary of State's permission was 
obtained, making it clear it was for the Governing Body in the first instance to decide how much it wanted to 
borrow. 

183.  Where, as in this case, the College chose to enter into a structured transaction which economically 
incorporates borrowing, but did not choose to disaggregate the amounts it had agreed to pay into their 
constituent elements, that does not have the effect that that the College has not, after all, purported to exercise 
its power to borrow. It has purported to exercise its power to borrow that element of the total amount being paid 
which reflects the credit element of the transaction. The argument that the College was freed from the limitation 
created by paragraph 3(4)(a) because, in Mr Straker QC's words, “the Governing Body does not appear to have 
done any sums” is a wholly unattractive one, which would have the result that deficiencies in due diligence and 
financial analysis would enlarge the contracting capacity of a public body. The argument has nothing to 
commend it.

Was the Contract a finance lease or an operating lease?

IAS 17

184.  As I have noted above, the parties' accounting experts proceeded for the purpose of their evidence on the 
basis that the accounting standard which falls to be applied in determining whether the Contract is a finance or 
operating lease is IAS 17 (which applies to the Council in accordance with the CIPFA Code of Practice on Local 
Authority Accounts).
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185.  The key question under IAS 17 for the purposes of identifying an operating lease is whether the lease 
transfers substantially all the risks and rewards incidental to ownership to the lessee. In order to answer that 
question IAS 17 provides as follows:

“10   Whether a lease is a finance lease or an operating lease depends on the substance of the transaction 
rather than the form of the contract. Examples of situations that individually or in combination would normally 
lead to a lease being classified as a finance lease are: 

(a)  the lease transfers ownership of the asset to the lessee by the end of the lease term;

(b)  the lessee has the option to purchase the asset at a price that is expected to be sufficiently lower than the 
fair value at the date the option becomes exercisable for it to be reasonably certain, at the inception of the 
lease, that the option will be exercised;

(c)  the lease term is for the major part of the economic life of the asset even if title is not transferred;

(d)  at the inception of the lease the present value of the minimum lease payments amounts to at least 
substantially all of the fair value of the leased asset; and

(e)  the leased assets are of such a specialised nature that only the lessee can use them without major 
modifications.

11  Indicators of situations that individually or in combination could also lead to a lease being classified as a 
finance lease are: 

(a)  if the lessee can cancel the lease, the lessor's losses associated with the cancellation are borne by the 
lessee;

(b)  gains or losses from the fluctuation in the fair value of the residual accrue to the lessee (for example, in the 
form of a rent rebate equalling most of the sales proceeds at the end of the lease); and

(c)  the lessee has the ability to continue the lease for a secondary period at a rent that is substantially lower 
than market rent.

12  The examples and indicators in paragraphs 10 and 11 are not always conclusive. If it is clear from other 
features that the lease does not transfer substantially all risks and rewards incidental to ownership, the lease is 
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classified as an operating lease. For example, this may be the case if ownership of the asset transfers at the 
end of the lease for a variable payment equal to its then fair value, or if there are contingent rents, as a result of 
which the lessee does not have substantially all such risks and rewards.”

The proper approach to lease classification

186.  There was much common ground between Mr Jackson and Mr Smith on the proper approach to 
classification of a lease pursuant to this standard. They agreed that:

i)  lease classification involves the exercise of judgment by an accountant; 

ii)  this is a qualitative exercise which is informed by certain quantitative assessments; 

iii)  in order to classify a lease it is necessary for an accountant to consider all the relevant circumstances 
before forming a view; and

iv)  IAS 17 is split into primary indicators (the first five indicators in paragraph 10) and other indicators (those in 
paragraph 11) and a practitioner would place more weight on the five primary indicators rather than the three 
other indicators.

187.  There was a difference between the Claimants and Defendants as to the proper approach to the primary 
indicators. The Defendants contended that the statement that those five situations “individually or in 
combination would normally lead to the classification of a finance lease” (emphasis added) meant that if it was 
shown that just one of those factors was present, that would be sufficient to make the lease  a finance lease. In 
contrast, the Claimants emphasised the point of agreement between the experts that lease classification 
requires consideration of all the circumstances before reaching a conclusion. The Claimants also relied on the 
statement in the first sentence of paragraph 12 of IAS 17 that the indicators are not always conclusive.

188.  It was Mr Smith's evidence that, generally, if any one of the primary indicators is present then the lease 
will be classified as a finance lease. In cross-examination, Mr Jackson disagreed with this view. However, it is 
clear from the words “individually or in combination” in IAS 17 that one indicator can be sufficient to cause a 
lease to be classified as a finance lease, and the guidance issued by KPMG suggests that this will generally be 
the case. No doubt there will be cases where it will not be appropriate to draw that conclusion on the basis of a 
single factor. 
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189.  The Claimants argued that there was no distinction between primary and secondary indicators because 
the expressions “primary” and “secondary” do not appear in IAS 17. However, this dual-classification was 
supported by both accounting experts in their joint memorandum, which records that “the Experts are agreed 
that IAS 17 is split into primary indicators and other indicators” and that “an accounting practitioner would place 
more weighting in practice to the five primary indicators”. The distinction was also reflected in guidance material 
produced by Deloitte, KPMG and CIPFA. I am satisfied that the terminology fairly reflects the relative 
importance of the matters identified in paragraphs 10 and 11 of IAS 17.

Who decides if a lease is a finance or operating lease and when?

190.  The issue of whether the Contract constituted borrowing is, in the final analysis, a question for the Court 
on the evidence before it, the status of the lease to be determined at the time it is concluded, rather than at the 
date of the hearing. That offers the unattractive possibility of two different but equally reasonable judgments as 
to the status of the Contract being reached at different points in time, something which would be wholly 
incompatible with commercial certainty and leave the parties' dealings in  a permanently unsettled state. The 
practical, rather than analytical, answer to that conundrum is that if the lease is classified as a finance lease at 
the time, applying the correct principles and using inputs which fall within the range of reasonable values, a 
court is likely be reluctant to disturb that classification at a subsequent hearing merely because the choice of 
other values from the range of reasonable options would have led to a different conclusion. 

191.  In this case, however, there is no evidence of the College performing any IAS 17 calculation at the time. I 
accept Mr Stilitz QC's submission for the Council that the College “simply took on trust BOSHire's repeated 
assertions that the … Contract was an operating lease”. Nor did the Claimants seek to adduce evidence of 
expert consideration which was given to the issue before the Contract was signed, nor to establish and verify 
the inputs to whatever contemporaneous calculations they may have performed. Rather than putting forward 
and seeking to defend a contemporaneous assessment, the Claimants have relied upon a retrospective 
calculation performed by their experts for the purposes of the trial.

192.  IAS 17 distinguishes “between the inception of the lease (when leases are classified) and the 
commencement of the lease term (when recognition takes place).” The inception of the lease is the earlier of 
the date of the lease, or the date of commitment by the parties to its principal provisions (paragraph 13). In 
circumstances in which BOSHire kept its options open until signing the lease on 30 April 2013, while it worked 
out if it could finance the transaction, I am satisfied that the date of 30 April 2013 is the relevant inception date 
for IAS 17 purposes. The lease term commenced in September 2013.

193.  The directions given by Knowles J for the trial on 30 April 2019 provided for the expert accountancy and 
valuation reports to be served sequentially, with the Claimants going first. The expert report prepared by Mr 
Jackson for the Claimants performed one of the calculations referred to in IAS 17 – the so-called PVMLP 
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calculation which I address further below – using inputs for the value of the Building derived from the Claimants' 
valuation expert, Mr Dodson. Mr Dodson was instructed to value the Building “at the date of practical 
completion, being 5 September 2013”, and Mr Jackson used that input in his calculations. In his responsive 
valuation report, unsurprisingly, Mr Manley for the Defendants was also instructed to and did value the Building 
as at 5 September 2013. Again, unsurprisingly the Defendants' accounting expert Mr Smith used the two 
competing 5 September 2013 valuations as inputs in his report. The accountancy experts' joint meeting used 
the valuations which the valuation experts had provided,  agreeing that “if Mr Manley's valuation is preferred, 
then the PVMPL test would be met for finance leasing classification”, and that “if Mr Dodson's valuation 
evidence is preferred, then the PVMLP test may or may not be met for finance lease classification”. The 
experts' consideration of the specialised use issue (another IAS 17 test which I address below) also expressed 
differing conclusions dependent on whether “Mr Manley's valuation evidence is preferred” or “Mr Dodson's 
valuation is preferred”. There were a number of other references to the same effect. In short, the expert 
evidence proceeded at all times on the basis that the value of the Building to be used in the PVMLP 
calculations was the value as at September 2013.

194.  However, in his cross-examination of Mr Smith, Mr Straker QC suggested that the correct date for 
classifying the lease was either February 2013 (when the College signed the Contract) or April 2013 (when 
BOSHire signed the Contract).  Mr Straker QC then submitted in closing that the relevant inception date was in 
April 2013 and that there was no evidence of the proper classification or value of the lease at that date. Until Mr 
Straker QC's cross-examination, there was no hint from the Claimants that they might seek to challenge 5 
September 2013 as the appropriate classification date, or to suggest that the valuation evidence had been 
prepared at the wrong date with the result that there was an evidential gap on the borrowing issue. As a result, 
the Defendants were unable to explore this issue with Mr Jackson in the course of his cross-examination, or to 
adduce evidence of the value the Building as at 30 April 2013. 

195.  In circumstances in which it was the Claimants themselves who selected September 2013 as the 
valuation date, to which the Defendants' expert then responded, and in which the Defendants were unable to 
adduce expert evidence-in-chief from Mr Smith on this issue, nor to explore the issue with Mr Jackson in cross-
examination, it was in my view too late for the Claimants to seek to take the point  that the valuation evidence 
had been prepared at the wrong date. 

196.  Further, paragraph 13 of IAS 17 provides that where the parties agree to change the provisions of the 
lease in a manner that would have resulted in a different classification of the lease, the revised agreement is to 
be regarded as a new agreement over its term. If the Contract was already a finance lease as at 30 April 2013, 
then paragraph 13 would not matter. But if one were to assume in the Claimants' favour that the Contract would 
not have been a finance lease as at April 2013, then the effect of the variations in the rent amount as at July 
and September 2013 would have to be considered, with any classification of the lease as a finance lease as at 

Case 2:19-ap-01382-SK    Doc 349-2    Filed 01/14/22    Entered 01/14/22 07:52:03    Desc
Exhibit 2    Page 183 of 267



School Facility Management Ltd and others v Governing Body of Christ the King College and another [2020] 
EWHC 1118 (Comm)

Page 58 of 141

September 2013 leading to the Contract being defined as a finance lease throughout its term. While this aspect 
of IAS 17 was confirmed by Mr Smith in re-examination, this issue was not considered in the experts' reports, 
and there were no submissions as to how any re-classification of the Contract under paragraph 13 of IAS 17 
would impact on the operation of paragraph 3(4)(a) of Schedule 1. The fact that the Defendants were deprived 
of a proper opportunity to explore the effect of paragraph 13 of IAS 17 in this respect because of the late stage 
at which the Claimants sought to take this point is a further reason why I have concluded that the point is not 
open to them.

197.  Finally, there was no evidence before me to suggest that there is likely to be any significant difference in 
the value of the Building at April and September 2013. In circumstances, in which the Defendants could not be 
criticised for preparing their valuation evidence at this date, and doing the best I can on the evidence which I do 
have, I am not persuaded that there is any difference in the value of the Building, whether determined as at 
April 2013 or September 2013, and certainly none sufficient to affect the classification of the Contract for IAS 17 
purposes.

Primary indicators (a) and (b): transfer of ownership and option to purchase

198.  I should record that it was common ground that two of the primary indicators of a finance lease – whether 
ownership of the asset passed to the lessee at the end of the lease term, and whether the lessee had an option 
to purchase the asset at a price that made it reasonably certain at inception that the option would be exercised 
– were not present in this case. The fact that the College wished to purchase the Building, and that BOSHire 
had stated – without committing itself – that it was likely to respond favourably to such a request does not 
change the position.

199.  The Defendants' case focused on primary indicators (c), (d) and (e).

Primary indicator (d): Present value of minimum lease payments

200.  As I have stated, primary indicator (d) is “whether at the inception of the lease the present value of the 
minimum lease payments ['PVMLP'] amounts to at least substantially all of the fair value of the leased asset”. 
Mr Jackson described this factor as the “key indicator” of lease classification.

“Substantially all”

201.  The first issue is what counts as “substantially all”. There is no express threshold percentage ratio stated 
in IAS 17. 

202.  Mr Jackson's evidence was that this is generally taken to be a minimum of 90% although practitioners can 
apply different percentages. Mr Smith's evidence was that some accountants use a 90% figure, but that since 
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neither IAS 17 nor the guidance on IAS 17 given by KPMG and Deloitte refer to the 90% figure, it should be 
approached with caution. In his view, there is no single bright numerical line, rather an accountant must 
exercise his judgment by applying the test of “substantially all” according to the ordinary meaning of those 
words. 

203.  The Council's own accounting policy states:

“One of the key tests for classification of finance leases is that lease payments are substantially all of the fair 
value of the asset. The council has defined substantial as being where minimum lease payments are at least 
70% of the fair value of the leased asset. All other leases are classified as operating leases.” 

204.  Mr Jackson resisted the suggestion that the Council's policy involved classifying leases in which the 
minimum payments were in excess of 70% of fair value as finance leases. However, it is clear that the Council 
were treating the primary indicator of whether the PVMLP amounted to substantially all of the fair value of the 
leased asset as a “key test”,  and one which would be satisfied if the PVMLP exceeded 70% of fair value.

205.  In closing, the College and the Council submitted this 70% threshold should be applied for the purpose of 
classifying the Contract because it was open to bodies to define “substantially all” in their accounting policies, 
the Council had done so at 70% and, if the College had formed an assessment of finance lease classification, it 
should have done so using the Council's policies. This argument gives rise to a number of potential issues:

i)  First, it would involve the application of paragraph 3(4)(a) varying depending on the accounting policies 
adopted in a particular case rather than the Court determining the issue by applying the “substantially all” test. 
That could produce what might be thought to be the unattractive position that two identical transactions would 
fall to be treated differently depending on the accounting policy adopted by the lessee. 

ii)  Second, both the lessor and lessee can define their own accounting policies, raising the prospect that the 
transaction might constitute borrowing from the perspective of the lessee but not from the perspective of the 
lessor.

iii)  Finally, the legal basis on which it was said that the Council's accounting policy should determine the status 
of the Contract for the College, in circumstances in which I have found that the College was not acting as the 
agent of the Council, was not the subject of any detailed submissions at the trial.

206.  In circumstances in which the issue of whether the 70% test applies does not affect my determination of 
the classification of the Contract, I have decided to proceed on the basis of Mr Smith's evidence that 
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“substantially all” is not defined by a single numerical bright line, but falls to be applied in the light of other 
circumstances. As it happens, I have concluded that the Contract constitutes a finance lease even using the 
90% PVLMP test for which the Claimants contends. However, this should not be regarded as an endorsement 
of the 90% test for all purposes. There are a wide variety of assets which may be the subject of asset leases, 
and in which the classification of the lease as an operating or finance lease is of critical importance to the 
commercial viability of the transaction. Some of these are assets which are essentially fungible, eminently 
transportable and generally subject to lease terms of at most a few years (for example IT equipment or office 
furniture). By contrast, this case involves a modular building, installed on site after substantial preparatory and 
groundwork, designed to meet the lessee's specialised requirements, subject to a 15-year lease term and which 
it would involve a significant financial and logistical effort to relocate. These are characteristics which might be 
thought to test the outer limits of the concept of an operating lease, and to make the use of a lower PVMLP 
threshold more prudent.

The PVMLP ratio under the Contract

207.  The PVMLP ratio is a function of: (i) the fair value of the leased asset at inception; (ii) the interest rate 
implicit in the lease (which in turn depends inter alia on the unguaranteed residual value of the asset); and (iii) 
the minimum lease payments. While (iii) is set by the Contract, both (i) and (ii) are matters of assessment.

208.  In simple terms, the lower (i) and (ii) (as well as the unguaranteed residual value of the asset) were 
relative to (iii), the more likely it was that the PVMLP amounted to substantially all of the value of the Building at 
inception.

209.  Mr Jackson and Mr Smith's analysis of the PVMLP under the Contract was therefore dependent on the 
expert evidence of Mr Dodson and Mr Manley as to the value of the Building (i) at inception (which for the 
reasons set out above I have concluded is to be taken as their valuations as at 5 September 2013) and (ii) the 
unguaranteed residual value of the asset at the end of the lease. In this regard, it is important to note that, Mr 
Jackson and Mr Smith were agreed that if Mr Manley's expert valuation evidence was to be preferred, even just 
on (i), then the Contract was a finance lease. 

210.  A major tension in the valuation evidence arises from the fact that the value of the Building is different in 
situ and ex situ. An in situ valuation contemplates that the Building is fixed and so can cover works which would 
be non-recoverable were the asset relocated such as preliminary works and groundworks. Conversely, an ex 
situ valuation conceives of the Building as a chattel which is relocatable so that those non-recoverable works 
cannot form part of the valuation (because their value cannot be realised ex situ, and indeed similar works 
would be required by any subsequent lessee of the Building). 
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211.  In the following sections, I review the evidence on each of the three inputs before explaining my overall 
conclusion on the PVMLP. 

(i)                    Fair value

212.  Mr Dodson adopted as his valuation in situ the cost of completion certified by the Bailey Partnership, 
namely £7,147,039. This equated to around £2,400 per square metre. Importantly, this value included 
substantial sums for preliminaries and groundworks. 

213.  In contrast, Mr Manley valued the Building in situ on four different valuation approaches using guidance 
from the Royal Institute of Chartered Surveyors (RICS). Applying a weighted analysis of the outputs of those 
four approaches, he valued the Building at £4,540,000.  This equated to £1,519 per square metre.

214.  I am satisfied that the valuation put forward by Mr Dodson is too high:

i)  Mr Dodson cited a number of comparator relocatable buildings used by other schools in his reports. Mr 
Manley calculated that the cost of build per square metre for these comparables amounted to £1,543, around 
£800 less than the £2,400 per square metre figure which Mr Dodson used. I agree with the Defendants that Mr 
Dodson's own comparable suggest that his in situ valuation is significantly too high. 

ii)  Mr Dodson's valuation on this basis is very substantially in excess of the quotation for a modular building 
which the College obtained from McAvoy of under £4 million plus VAT in March 2011, even allowing for the 
time interval between the two quotations.

iii)  Mr Dodson's approach assumes that the value of the Building was represented by the amount paid to BOS 
for the construction of the Building. However, I do not believe that this is an appropriate assumption, particularly 
in circumstances (as I explain below) in which the College made no real attempt to negotiate the hire figures 
down and in which BOS and BOSHire were not dealing at arms-length. 

215.  Mr Dodson's response to the suggestion that his valuation was out of line with his own comparables was 
to suggest that this was not the case once non-recoverable costs such as preliminaries and groundworks were 
removed from the Bailey Partnership figure. If just preliminaries and groundworks were deducted, then on Mr 
Dodson's approach the fair value at inception would be £5,722,143. If all non-recoverable costs were deducted, 
that value would be £5.33 million.
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216.  I do not accept that this explains the discrepancy. Mr Dodson accepted that he did not know whether his 
comparables included groundworks and preliminaries (he accepted that “we don't know what is included in 
these costs”). In any event, Mr Dodson's response reveals a further difficulty with the Claimants' analysis, 
namely that it involved assessing fair value on an in situ basis (i.e. the Building as completed on site at the 
College), in circumstances in which the Claimants' residual value calculation necessarily had to be done on an 
ex situ basis (its value as an asset capable of being disposed of to someone other than the lessee at the end of 
the lease). This is the case because, for IAS 17 purposes, it was necessary for the Claimants to establish that 
at the end of the lease, the Building had a residual value on a third party disposal. Insofar as the Claimants 
sought to rely on an ex situ valuation of the Building, such a valuation cannot include work the value of which is 
not capable of being enjoyed at another location and which would therefore have no value to a subsequent 
lessee. In circumstances in which the Claimants' PVMLP case was heavily dependent on the Building being 
relocatable, such that it could be said to have a further significant economic life at the end of the lease to the 
College, it was not appropriate for the Claimants to conduct the PVMLP calculation on a basis which included 
the value of  non-transferrable work within the calculation of the fair value of the Building at inception. 

217.  In addition to using Mr Dodson's valuation, Mr Jackson also used the insurance value of the Building, as 
stated in the Contract of £6,953,000 which he uplifted by reference both to the cost of the variation works done 
between April and September 2013 (which came to £487,000) and interest costs. This produced a figure of 
£7,634,189. Mr Jackson then took the midpoint between Mr Dodson's valuation and his own calculation as his 
fair value. 

218.  I am unable to place reliance on this assessment of the Building's value:

i)  To the extent it depends on Mr Dodson's valuation, it suffers from the weaknesses I have identified above.

ii)  I do not regard the value for which the Claimants required the Building to be insured at the College's 
expense, as a particularly satisfactory method of valuing the Building. It is certainly much less reliable than Mr 
Manley's weighted valuation approach.

iii)  The groundworks represented 30% of the insurance value defined in the Contract and used by Mr Jackson, 
raising the same issue as that which arises on Mr Dodson's valuation using the Bailey Partnership figure. When 
those costs are excluded, as the Council did when calculating the insurance value of the Building, the value 
was £4.9 million.

iv)  Further, it is not appropriate to uplift the insurance value by £487,000 for additional work, in circumstances 
in which the additional works did not lead to any increase in the required insurance value.
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219.  In conclusion:

i)  Valued on an in situ basis, I am satisfied that the value of the Building was substantially less than the figures 
of in excess of £7m used by both Mr Dodson and Mr Jackson. I have found the methodology by which Mr 
Manley's valuation of £4,540,000 to be more reliable, but I accept that this might understate the value of the 
Building. However, I am satisfied on the evidence before me that the in situ value of the Building did not on any 
view exceed £6m. 

ii)  On an ex situ basis, on the Claimants' own figures, the value of the Building cannot have exceeded £5.35 
million (the Bailey Partnership figure less non-recoverable costs). For reasons I explain below, I am satisfied 
that the ex situ value of the Building as at September 2013 is very substantially less than that.

(ii)                    Residual Value

220.  It was common ground that at the end of the Contract, there were in principle four options for the future 
use of the Building: either in situ sale or re-lease to the College; or ex situ sale or re-lease to a third party. 
Importantly, it was common ground that, if an ex situ sale or re-lease were not economically viable, this would 
suggest that the Contract was a finance lease (because, on an in situ basis, any money received in respect of 
residual value would have to be paid by the College).

221.  The Claimants did not tender any expert valuation evidence as to the residual value at lease expiry (in 
2028). This was despite Mr Jackson explaining in his written evidence that assessing the residual value is the 
most judgmental part of the PVMLP calculation.  Mr Dodson stated that he had not been instructed to provide 
such a valuation. As there was no proper consideration of this issue in Mr Dodson's report (to which Mr Manley 
would have had an opportunity to reply), I do not feel able to rely on Mr Dodson's suggestion made for the first 
time in cross-examination (which I did not find it particularly easy to follow) that the residual value of the 
Building was unlikely to change between 2019 and 2028, save to say that my initial reaction is that this is 
implausible.

222.  The Claimants' failure to proffer expert evidence on this issue meant that their case on residual value was 
entirely premised on a set of assumptions adopted by Mr Jackson, whose expertise did not extend to the 
valuation of the Building. Mr Jackson calculated residual value in two ways. First, on a “lessor return” model, he 
calculated an estimate of initial residual value of £1,461,440. This represented the total cost of the Building 
(£7,580,730) less the initial payment under the Contract (£1,001,762) and the sale of rights to SFM and 
subsequently GCP.  He then uplifted that initial residual value by RPI (for which he used a figure of 5.6%) on 
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the assumption that an investor would hope to make a return on their investment at least equal to inflation. 
Second, on a “building  cost inflation” approach, he took the value of the building in 2013 and uplifted it to 
reflect inflation by RPI (once again using a 5.6% figure). He then applied a 70% reduction to that figure, on the 
basis of a statement in Mr Dodson's report that the ex situ value attributed to a modular building is 30% of the 
cost of a similar new building.

223.  Mr Jackson's calculations both used  an RPI figure of 5.6%. Mr Smith's evidence was that this figure was 
inappropriate. In Mr Smith's opinion, an appropriate RPI rate was around 3%, because the rate in 2013 was 3% 
and the five-year rate to 2013 was 3.1%. I have concluded that Mr Smith's criticisms of the RPI rate used by Mr 
Jackson are justified:

i)  Mr Jackson's 5.6% figure was arrived at by taking an average RPI for the period from 1949 to 2013. That 
included the unusually high inflation of the 1970s and 1980s which had the effect of increasing the average 
RPI. It is for this reason that the RPI figure used by Mr Jackson is considerably higher than the other RPI rates 
canvassed and above the average rate from the early 1990s to 2013 which Mr Jackson explained in cross-
examination, he had calculated to be 3.6%. 

ii)  In justifying his approach, Mr Jackson relied on the “uncertain economic times” caused by Brexit. However, 
when giving his oral evidence, it transpired that he had never previously calculated RPI in this manner and he 
said that it was “the upper limit of what could be acceptable for an accountant”. 

iii)  I am in no doubt that the RPI figure used in Mr Jackson's report was not one which it was appropriate to 
use. I have concluded an RPI of 3% is appropriate, for the reasons which Mr Smith gave.

224.  In addition to the RPI issue, there are other obvious difficulties with Mr Jackson's “lessor return” model 
(i.e. assuming that an investor would expect to make a return on their investment which was at least equal to 
inflation). Mr Jackson's assumes that the transaction was undertaken with a view to a particular level of profit, 
rather than as a “reference project” to promote future transactions. The assumption also fails to address the fact 
that the level of return the lessor hoped to achieve might depend on achieving a sale or re-lease to the College, 
rather than a third party, at the end of the minimum lease period. Mr Spring gave the following revealing 
evidence on this issue:

“We were taking a real risk on the future value and there was a lot of uncertainty with the lessor about whether 
it would ultimately be barely profitable, or perhaps even a small loss or break-even, or whether it would actually 
be a lot more profitable if you could actually achieve an in situ disposal which is always – the ambition of any 
operating lessor is to make an in situ disposal because that's the way you actually make your return”.
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(emphasis added).

225.  Further, Mr Jackson's “lessor return” approach did not appear to have factored in the costs which would 
be incurred by the College and SFM, in the event of an ex situ re-lease or resale in refurbishing, reconfiguring 
and transporting the Building. These were estimated by Mr Dodson at £1.2 million. Mr Jackson confirmed that it 
would be appropriate to consider residual values net of “selling costs”. That logic would dictate that the residual 
value in an ex situ scenario should be considered net of refurbishment, reconfiguration and transport costs too.  
In cross-examination, Mr Jackson appeared to accept that residual value should be considered net of these 
costs but suggested that he had done so by applying the 70% reduction referred to above. However, the 
reduction appears to have been performed only on Mr Jackson's “building costs inflation” approach and not his 
“lessor return” approach. There is nothing in Mr Jackson's report to show any part of the £1.2 million figure was 
reflected in Mr Jackson's lessor return calculation, and I am not persuaded that it was.

226.  So far as the Building Cost calculation is concerned:

i)  The use of RPI of 5.6% per year is inappropriate for the reasons I have set out above.

ii)  The residual value was calculated by taking 30% of the initial residual value uplifted for inflation. However 
the 30% figure which Mr Jackson relied upon was not put forward by Mr Dodson as an independent means of 
establishing the proportion of ex situ value which survived at the end of the lease. Mr Dodson appears to have 
used the 70% figure as a rough and ready way of testing his conclusions rather than a means of arriving at a 
reliable calculation of residual value in its own right. 

iii)  In short, this is an assessment of value entirely dependent on the use of assumptions, which I have held to 
be unreliable.

227.  Mr Manley's assessment of the residual value in 2028 was that ex situ, the Building would be worthless. In 
situ, he valued it at £1.54 million. This was arrived at using the same valuation methodologies he  had used 
when arriving at his valuation as at November 2019, using what he referred to as an accepted convention to 
“take the current market circumstances and assume that the building is pro-rata at that number of years older”, 
but with an appropriate reduction to reflect the current state of the building and the cost of bringing it up to 
market standard. I accept the evidence of Mr Manley and Mr Pincott, who inspected the Building and produced 
a detailed documentary and photographic record of that inspection, that some adjustment for the state of the 
Building is required. 
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228.  As the only end-of-lease valuation I have, and given Mr Manley's clear expertise as a valuer, I accept Mr 
Manley's £1.54 million in situ valuation at the end of the lease. The question of residual value was necessarily a 
matter for valuation experts rather than for accounting experts and Mr Jackson's assumption-based approach 
cannot fill the evidential lacuna resulting from the lack of valuation evidence on this topic from Mr Dodson.

229.  I also accept Mr Manley's evidence that the ex situ valuation of the Building at the end of the lease is likely 
to have been insignificant once the costs of dislocation, transport, re-conditioning, marketing, re-configuration to 
a new user's requirements, and re-installation are taken into account. There are a number of “sense checks” 
which tell strongly against any suggestion that the Building had a significant ex situ value post-installation (and 
certainly by 2019):

i)  It was the evidence of Mr Pierce that BOS, and the modular building industry in general, wrote off any 
residual value in leased modular buildings after five years. 

ii)  In explaining why no credit was given in the calculation to be performed under the Contract for the residual 
value of the Building following a repudiation of the Contract, Mr Spring explained:

“It is highly uncertain whether the building could be sold or re-let on terms that would represent a value 
equivalent to the lost income stream and, in any event, the lead time required to identify a subsequent user of 
modular buildings to a compatible design, which would allow the building to be re-utilised without major 
refurbishment, would be very substantial, if it could be achieved at all” (emphasis added).

iii)  Finally, it is striking that while the Claimants wrote terminating the College's right to use the Building in April 
2018, at a much earlier point in the life of the Building than if the full 15-year term had run, they have made no 
effort to re-possess it. That inertia is consistent with the ex situ value of the Building already being insignificant, 
and it would only have reduced after a further 10-years.

(iii)                    Minimum lease payments under the Contract

230.  All parties and their experts assumed that the minimum lease payments remained constant, being the 
payments specified under the Contract. However, the Contract required the College to pay a substantial 
additional sum at the termination of the Contract because the College was responsible for returning the Building 
to BOSHire in good and reasonable clean condition, with the College liable for all costs of inspection, loading, 
unloading and transportation. 

231.  In his report, Mr Jackson stated that:
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“If [the College] was to bear the costs of dismantling then this would be expected to reduce risk from SFM's 
perspective, and so increase the likelihood of it being a finance lease. If [the College] was to, say, bear 
£400,000 of the relocation costs and this was considered to represent a minimum lease payment under the Hire 
Contract then this would increase the PVMPLS Ratio by approximately 0.6%”.

232.  Under IAS 17, minimum lease payments are “payments over the lease term that the lessee is or can be 
required to make”. There was no discussion before me of whether payments the lessee could be required to 
make to third parties for dismantling, transportation etc fell within this definition, and accordingly I have ignored 
any uplift in the minimum lease payments which might result from including these costs. This may involve an 
element of conservativeness in the calculation, in the Claimants' favour.

Conclusion on the PVMLP ratio of the Contract

233.  On the basis of these conclusions, I am satisfied at the inception of the lease the PVMLP amounted to 
“substantially all of the fair value of the leased asset”:

i)  Even assuming in the Claimants' favour that the relevant threshold for “substantially all” is 90%, if even one 
of Mr Jackson's inputs is adjusted in a manner adverse to the Claimants, the 90% threshold is exceeded.

ii)  I have concluded that a number of adjustments to those inputs are required, each of which would increase 
the PVMLP percentage above the 90% threshold.

iii)  First, the RPI used should be corrected from 5.6% to  3%. Even if Mr Jackson's alternative RPI figure of 
4.5% was used, then PVMLP would still be above 90%.

iv)  Second I have accepted Mr Manley's evidence that the Building had a residual value in situ of £1,540,000 
and concluded that its ex situ residual value was insignificant. 

v)  Third,  I have concluded that the fair value in situ cannot have exceeded £6m, and that the fair value ex situ 
(which the logic of the Claimants' position requires them to use) should not include the preliminaries and 
groundworks, on which basis it cannot exceed £5.35m even on the Claimants' own figures. 

234.  It is worth noting that, on Mr Jackson's analysis and using his RPI rate of 5.6%, the PVMLP ratio is 88%. 
Only on the further assumption suggested by Mr Jackson - that SFM would expect to make a return of 8% - did 
Mr Jackson's calculation of the PVMLP ratio fall to 84.6%.  However, Mr Jackson accepted that the calculation 
of residual value premised on an ex situ sale or re-lease could not (sensibly) be calculated using this 
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assumption. Putting that assumption aside, even if all of Mr Jackson's inputs were accepted, the PVMLP ratio 
does not fall below 88%. On the basis of Mr Smith's expert evidence, which I have accepted, that there is no 
“bright line” test of 90% under IAS 17, that would in my view amount to “substantially all” of the fair value of the 
Building.

Primary Indicators (c) and (e): Specialised asset and Economic Life

235.  Primary indicator (c) provides: “the lease term is for the major part of the economic life of the asset even if 
title is not transferred”. Primary indicator (e) provides: “the leased assets are of such a specialised nature that 
only the lessee can use them without major modifications”. 

What is “the asset”?

236.  A preliminary question arises as to the identification of the asset or assets to which these tests should be 
applied. It appeared to be the Claimants' case that the relevant assets were the 81 relocatable units of which 
the Building was constructed, rather than the Building per se. This classification was intended to facilitate the 
argument that re-use of “the asset” was possible without major modifications. While the 81 relocatable units 
were of varying lengths and widths, at their most basic level they were simply 81 homogeneous steel frames. 

237.  In response, the Defendants pointed to the Contract definition (which the Claimants tended to quote only 
in part rather than in full). The “Equipment Description” provided:

“Double storey 6th Form teaching accommodation block constructed from 81 no relocatable units all in 
accordance with Supplier's drawings re AQ194-06-2000=F and AQ194-06-2100-D and technical specification 
ref AO194-06-9000-F”.

238.  Those drawings make it clear that the Building comprised, inter alia, an assembly hall, classrooms, 
workshops, laboratories, studios and a café, and was to be built, configured and finished, both internally and 
externally, according to a detailed and bespoke plan. 

239.  I have concluded that the Defendants' submissions are to be preferred and that the asset for the purposes 
of Primary Indictors (e) and (c) is the Building as described in the full contract description. It is the cost of 
providing that Building finished in accordance with the specification in the Contract, rather than the cost of 81 
steel frames, which the fair value of the Building represents, and which drove the size of the lease payments. 

Primary indicator (e)

240.  It was common ground between the parties that this was primarily a question for the valuation experts. It 
was agreed that sale or re-lease of the Building to a third party would involve three steps: (i) dismantling the 
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Building into units; (ii) refurbishing and reconfiguring those units to a new design; (iii) installing those units on 
another location.

241.  Mr Manley's evidence, which Mr Dodson agreed with, was that disassembly would require, inter alia, 
cutting through the existing bolts, and separating the slices and external cladding which currently connects the 
units in the Building. A 100 tonne crane or equivalent (on Mr Pierce's evidence a number of smaller cranes 
were used to install the  Building) would be needed to move the units, and 81 separate lorry-loads would be 
needed to transport the units to their new destination. If this location was not on the Isle of Wight, a ferry-
crossing would be required.

242.  On Mr Dodson's evidence, the cost of refurbishment and reconfiguration, would be £1.2million and the 
cost of installation would be £2.55 million. Mr Manley suggested that the figures would be substantially higher. 

243.  On Mr Dodson's evidence alone, it is clear that the Building was of such a specialised nature that only the 
lessee could use it without major modifications. In any event, I am not persuaded by Mr Dodson's evidence that 
there would have been any demand for the restored and reconfigured Building at the end of the lease so as to 
make removal, restoration, reconfiguration and re-installation an economically viable proposition. 

244.  I accept that there is a market for re-used modular buildings. Mr Manley drew a distinction in this 
connection between permanent modular buildings and temporary modular buildings, suggesting that while the 
latter have a generic character and are frequently re-used, the former are not. Mr Manley's evidence was that 
some modular buildings are intended to be permanent and are built as such. Their design is generally more 
complex and not conducive to relocation. In contrast, temporary modular buildings are designed with relocation 
in mind. The most familiar example of these are portacabins.  Given these differences in design, it was Mr 
Manley's opinion that the relocation of permanent modular buildings is more expensive and complex than the 
relocation of temporary modular buildings. Mr Manley's evidence was that the Building was a permanent 
modular building whose relocation, while technically feasible, was not economically viable.

245.  The Claimants disputed the existence of a distinction between temporary and permanent modular 
buildings, contending that it was both technically and economically feasible to relocate the Building and 
buildings like it. This issue was the subject of evidence from Mr Pierce, and also Mr Dodson. To support his 
evidence that it was economically feasible to relocate the Building at the end of the lease, Mr Dodson attached 
extracts from webpages or trade publications featuring a number of school buildings built using modular 
construction. It was the Claimants' case, largely pursued through the cross-examination of Mr Manley, that 
these buildings were comparable to the Building and that they were all relocatable.
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246.  There were two difficulties with this approach. First, the documents which Mr Dodson had exhibited and 
on which the cross-examination was based, contained relatively limited detail, often giving no information about 
the materials used, the internal finish of the buildings and the wider context in which they had been built, other 
than that which could be discerned from the photographs. Second, it was Mr Manley's evidence, which I accept, 
that these communications, as sales publications with potential customers as their intended audience, were 
likely to emphasise the potential for relocation of modular buildings without explaining that, depending on the 
design of such buildings, such relocation might be complex and expensive, to the point of being uneconomic.

247.  I found a specific focus on the characteristics of the Building, rather than alleged comparisons with other 
buildings, the most reliable means of determining whether the Building was relocatable and re-leasable once 
installed in situ. In cross-examination, Mr Dodson confirmed that the 81 units, once configured to form the 
Building, were put to heterogenous uses, with varied internal finishes. The electrical wiring, the plumbing and 
the partition walls were different in almost every unit. Mr Dodson accepted that the Building was intended for 
permanent use and that the College expected to occupy the building for its “natural life”. In my view, that 
reflects the reality of the situation. The Building was intended for permanent use on its original site and was 
designed in accordance with that intention. The Claimants themselves, in submissions filed on 1 April 2020, 
described the Building as having been “compiled to the specific and exact specifications of the College”. The 
dismantling, refurbishment, reconfiguration and reinstallation, which Mr Dodson accepted would be necessary 
before the Building could be used by a third party not only amounted to “major modifications”, within any 
ordinary understanding of that term, but also made any profitable third party disposal of the Building at the end 
of the 15-year term unlikely.

Primary indicator (c)

248.  Mr Jackson and Mr Smith agreed that if Mr Manley's evidence is preferred, such that the primary indicator 
(e) specialised asset test is met, then the Building will also meet the primary indicator (c) economic life test for 
finance lease classification, as the economic life of the asset would be consumed by the College. As I have 
concluded that the specialised asset test is met, it follows that primary indicator (c) is also satisfied.

Conclusion

249.  All of primary indicators (c), (d) and (e) point to the classification of  the Contract as a finance lease. As 
explained above, the proper approach to IAS 17 is that, if any of the primary indicators is present, a lease will 
generally be classified as a finance lease. In this case, three of the primary indicators are satisfied. Whether 
one employs the qualitative approach emphatically advocated by the Claimants, or considers the weight to be 
accorded to each of these factors, the answer is clear: the Contract was a finance lease.
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250.  As the Contract is properly classified as a finance lease, it follows that the Contract involved borrowing. It 
is common ground that the Contract was entered into without the permission of the Secretary of State, which I 
have found constituted a limitation on the College's power to borrow. It therefore follows that the Contract was 
ultra vires the College and was void.

251.  Before leaving this issue, I should refer to a matter much pressed by the Claimants in argument: that 
BOSHire, the College and the others routinely referred to the Contract as an operating lease, the Contract so 
described itself, and that no one disagreed with that classification until April 2018. 

252.  The parties' own descriptions cannot be decisive of an issue which turns on the economic substance of 
the transaction. Lord Templeman's observations in Street v Mountford[1985] AC 809, 819 are very much on 
point:

“In the present case, the agreement dated 7 March 1983 professed an intention by both parties to create a 
licence and their belief that they had in fact created a licence. It was submitted on behalf of Mr. Street that the 
court cannot in these circumstances decide that the agreement created a tenancy without interfering with the 
freedom of contract enjoyed by both parties. My Lords, Mr. Street enjoyed freedom to offer Mrs. Mountford the 
right to occupy the rooms comprised in the agreement on such lawful terms as Mr. Street pleased. Mrs. 
Mountford enjoyed freedom to negotiate with Mr. Street to obtain different terms. Both parties enjoyed freedom 
to contract or not to contract and both parties exercised that freedom by contracting on the terms set forth in the 
written agreement and on no other terms. But the consequences in law of the agreement, once concluded, can 
only be determined by consideration of the effect of the agreement. If the agreement satisfied all the 
requirements of a tenancy, then the agreement produced a tenancy and the parties cannot alter the effect of 
the agreement by insisting that they only created a licence. The manufacture of a five-pronged implement for 
manual digging results in a fork even if the manufacturer, unfamiliar with the English language, insists that he 
intended to make and has made a spade.”

253.  The question of what constitutes borrowing under paragraph 3(4)(a) of Schedule 1 is not a self-
certification scheme, but a matter to be determined on the objective facts. There is no evidence of anyone on 
the College or Council's side ever having performed the in-depth analysis necessary to arrive at an informed 
application of IAS 17, and in the absence of such analysis, the fact that individuals or entities were willing to 
treat the Contract as what it professed on its face to be is neither here nor there. This also answers Mr Straker 
QC's points that none of the extensive powers capable of being invoked against the College in the event of 
financial mismanagement were ever exercised. Unless and until the detailed analysis had been performed to 
allow a meaningful conclusion on the question of the Contract's classification, there was simply no basis for any 
such powers to be invoked, even assuming the political will had existed to do so. Now that that analysis has 
been performed, the proper classification of the Contract admits of no real doubt.
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254.  For the same reason, the Claimants' invocation of the presumption of regularity, and their reliance on the 
decision in Calder Gravel v Kirklees MBC (1990) 60 P&CR 322 takes them nowhere. This is not a case in which 
the original facts are lost in the mists of time, and in which the Court relies upon an evidential assumption as to 
the original position based on the manner in which people have behaved subsequently. In this case, there is no 
evidential void for the presumption to fill.

255.  In addition to the argument based on paragraph 3(4)(a), which I have upheld, the Defendants ran a 
number of alternative arguments as to why it was said that the College lacked capacity to enter into the 
Contract. While on the basis of the finding I have reached on the borrowing issue, it is not necessary to resolve 
these alternative grounds of argument, in circumstances in which the points were the subject of argument I 
address the alternative grounds below.

THE VIRES DEFENCE BASED ON REGULATIONS 6 AND 7 OF SEYFER 2012

256.  I have already referred to SEYFER 2012, regulations made by the Secretary of State in exercise of the 
delegated legislative power provided for in various of the sections of the relevant primary legislation. The 
College, supported by the Council, submitted that it was ultra vires the school to spend funds from the Council's 
“school's budget” (for the purposes of s.45A(2) of the SSFA) on capital expenditure. 

257.  To the extent that the Contract was to be treated, for accounting purposes, as a finance lease, then I 
accept that it involved capital expenditure for the purposes of SEYFER 2012, and that use of the local 
authority's schools budget for that purpose would not be in accordance with Regulations 6 and 7 of SEYFER 
2012. I do not think Mr Straker QC for the Claimants contended to the contrary. The factual basis, therefore, for 
the Defendants argument under Regulations 6 and 7 of SEYFER 2012 could only arise if, for some reason, the 
College did have capacity to take out a finance lease notwithstanding paragraph 3(4) of Schedule 1 to the 
Education Act 2002, but then sought to meet payments due under that finance lease from monies emanating 
from the school's budget. I shall assume, for the purposes of considering this argument, that Mr Oldham QC for 
the College is right to contend that the restrictions on the use of funds in the delegated budget imposed by 
Regulations 6 and 7 of SEYFER 2012 apply to the College, even though SEYFER 2012 is not directed to the 
College but to the Council.

258.  Regulations 6 and 7 of SEYFER 2012 are concerned with the use of funds emanating from a particular 
source, not with capacity to contract. The various statutory provisions under which  the regulations  were 
enacted do not include those provisions of primary legislation which directly address the capacity and powers of 
maintained schools or even of local authorities. SEYFER 2012 was passed many years after those provisions 
which do clearly define the powers of maintained schools first appeared in the SSFA in 1998 (such that, if any 
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part of those regulations did limit the capacity of maintained schools, this occurred a number of years after 
those schools were first created and endowed with statutory capacity). Those matters have led me to conclude 
that SEYFER 2012 does not impose limitations on the contracting powers of maintained schools, but, at best 
for the College, on the manner in which contractual obligations may be performed. 

259.  Further, the obligations imposed by SEYFER 2012 are placed on the Council and not on the College. The 
College's position in closing submissions was as follows:

“The College does not suggest that all the provisions of SEYFER 2012 impose restrictions on its vires, although 
they certainly regulate the powers of the Council. As set out above, SEYFER is directly addressed to LAs [Local 
Authorities] and not GBs [Governing Bodies]. They create a restriction on the vires of the GB only where the 
GB's actions constitute a circumvention of the detailed scheme of budgetary allocation and control in SEYFER. 
Where an LA cannot allocate in an individual delegated budget funds for capital expenditure, it cannot be 
permissible for the GB to use those funds for capital purposes”.

260.  Traditionally, the prohibition on performing a contractual obligation in a particular way only rendered a 
contract illegal as a matter of private law where the contract expressly required performance in that way, or 
where the shared intention of both parties was to perform the contract in that unlawful way. It has become more 
difficult to repeat those old certainties with confidence now that a factors-based approach to the issue of 
illegality falls to be applied following Patel v Mirza[2017] AC 467, but the broader range of possible responses 
to illegality identified in that case would itself militate against treating the illegal nature of one party's anticipated 
method of performance of a contract which can be performed lawfully in some other way as something 
rendering the contract void for all purposes. 

261.  If an innocent intention (in the sense that there was no awareness of the illegality) to discharge 
contractual obligations using funds which could not lawfully be used for that purpose is sufficient to render the 
decision to contract (rather than the use of the funds) void as a matter of public law (an issue which was not the 
subject of submissions), in my view such a public law ground of invalidity would not give rise to a defence of 
lack of capacity to contract as a matter of private law. If the College was or became able to discharge its 
liabilities under the Contract using funds which were not subject to similar restrictions (such as funds from the 
YPLA, the two supporting Dioceses or its own commercial activities), I cannot see why it should be relieved 
from liability merely because it could not use funds in the Council's schools budget for this purpose. Mr Oldham 
QC accepted in closing submissions that if, the day after the Contract was signed, the College had received 
funds from the Dioceses to cover all of the hire payable, the Contract would not be outside the College's 
capacity to contract or void. That in itself strongly militates against the suggestion that Regulations 6 and 7 
affect the College's capacity to contract.
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262.  In the course of closing argument, it became apparent that the College had pleaded an alternative to its 
“no contract” case, which asserted that even if the Contract was valid, the use of funds in the schools' budget to 
make payments under the Contract was not, such that these funds were said to be recoverable in unjust 
enrichment. In circumstances in which (on the evidence of Ms Williams of the College) all funds received by the 
College from whatever source were paid into a single bank account from which its expenditure was met, it is not 
clear how the factual predicate for this argument (that monies from the Council were used for an unlawful 
purpose) can be made out. There are also issues as to what happens if funds which cannot be lawfully used by 
the payor for a particular purpose (albeit this is unknown to the payee) are used to pay a debt arising under a 
valid contract. Is there a defence to the claim in unjust enrichment that the sum has been paid to discharge a 
valid debt and hence good consideration has been provided apply (Goff and Jones: The Law of Unjust 
Enrichment (9th Ed.), Chapter 29 Section 4)? Or can a claim in unjust enrichment by the payor to recover the 
sums paid be defeated by a defence of set-off based on the payee's debt claim? These issues were not the 
subject of submission and, in the light of my previous findings, it is not necessary to decide them. I therefore 
say no more about them.

THE VIRES DEFENCE BASED ON THE CONTRAVENTION OF THE COUNCIL'S SCHEME

263.  As I have mentioned, under s.48 of the SSFA the Council is required to issue the Scheme. The College 
and the Council contend that the powers of the College are “subject to” the provisions of the Scheme, such that 
(in private law terms) the College does not have contractual capacity to enter into a contract which does not 
comply with the terms of the Scheme. It is said that there was a failure to comply with the terms of the Scheme 
here because in entering the Contract, the College contravened the following provisions of the Scheme:

i)  Paragraph 2.1 which required a maintained school to manage its delegated budget with due regard to the 
Council's Standing Orders, Contract Standing Orders and Financial Regulations, and to the exercise of 
budgetary and financial controls.

ii)  Paragraph 2.4 which required a maintained school to seek to achieve efficiencies and value for money, to 
optimise the use of its resources and to invest in teaching and learning, taking into account the Authority's 
purchasing, tendering and contracting requirements.

iii)  Paragraph 2.10 which required a maintained school to abide by the Council's Financial Regulations and 
Contract Standing Orders (including obtaining at least three tenders for any contract with a value exceeding 
£10,000 a year).
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iv)  Paragraph 2.14 which required a maintained school to notify any use of its budget share for capital 
expenditure over £15,000 to the Council, and for decisions in relation thereto to take into account the advice 
from the Director of Finance or the Director for Children and Young People.

v)  Paragraph 2.15 which provides that “the authority may issue a notice of concern to the governing body of 
any school it maintains where, in the opinion of the Director of Finance and the Director for Children and Young 
People, the school has failed to comply with any provisions of the scheme or where actions need to be taken to 
safeguard the financial position of the local authority or the school. Such a notice will set out the reasons and 
evidence for it being made and may place on the governing body restrictions, limitations, or prohibitions in 
relation to the management of funds delegated to it”.

vi)  Paragraph 3.6 which provides that a maintained school is only permitted to borrow money with the written 
permission of the Secretary of State.

vii)  Paragraphs 4.5 and 4.9 which provide that any planned deficit budget is required to be approved by the 
Council and to be subject to certain limits, including a maximum length of 3 years, and a maximum deficit of 
£150,000.

Is the College's capacity to contract in private law circumscribed by the terms of the Scheme?

264.  As I understand the position, schemes for financial delegation by local authorities to schools were first 
introduced by Chapter III of the Education Reform Act 1988 (“the ERA”). The ERA provided for the Secretary of 
State to approve any scheme, and authorised a local authority to suspend a school's delegated budget if the 
school's governing body had been guilty of a “substantial or persistent failure to comply” with the requirements 
of the scheme (s.37).

265.  At the times material to the present claim, the Scheme was issued by the Council pursuant to s.48 SSFA. 
S.48 provided that the Scheme would deal with “such matters connected with the financing of schools 
maintained by the authority” as the SSFA or regulations issued by the Secretary of State required. The 
description of the purpose of the Scheme is s.48 is not immediately suggestive of a document whose contents 
will define the legal powers of a maintained school. However, Mr Oldham QC is able to point to other provisions 
of the SSFA and the Education Act 2002 which provide a better basis for such an argument.

266.  First, s.50(3) of the SSFA provides that a maintained school may spend its delegated budget as it sees fit 
“subject to any provision made by or under the scheme”. Those words are certainly capable of supporting an 
argument that compliance with the Scheme is a limit on one of the College's powers (viz how it spends its 
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delegated budget), albeit that would not constitute a limit on the exercise of its power to contract (see the 
discussion of SEYFER 2012 above).

267.  Second, para. 3(8) of Schedule 1 of the Education Act 2002 – the schedule which sets out the powers of 
the statutory corporation constituted by a maintained school's governing body - refers to the paragraphs setting 
out the powers of the governing body and states:

“Sub-paragraphs (1) to (3) have effect subject to-

(a)  any provisions of the school's instrument of government; and

(b)  any provisions of [the Scheme].

268.  The argument that paragraph 3(8) imposes a limit on the College's powers is a formidable one, but one 
which (at least in its fullest extent) I am unable to accept. In order to test the argument, I asked to see the 
College's instrument of government (a document which I was told there is no duty to publish but which, on the 
College's argument, limited its powers). It provided, inter alia, that:

“The school is to be conducted both as a Catholic school in accordance with the canon law and teachings of the 
Roman Catholic Church, and as a Church of England School, in accordance with the Trust Deed of the school 
and in particular … at all times the school is to serve as a witness of Our Lord Jesus Christ”.

269.  I put the example to Mr Oldham QC in argument of a contract by the College to hire a contraceptive 
dispenser. He did not shrink from the suggestion that, if this was contrary to the teachings of the Roman 
Catholic Church, the contract would be void on grounds of lack of capacity by reason of paragraph 3(8)(a) of 
Schedule 1 to the Education Act 2002. However, I cannot accept the suggestion that something as fundamental 
to a third party dealing with the College as the extent of the College's contractual capacity could turn on the 
resolution of theological disputes such as whether the Guelphs or the Ghibellines had right on their side. 

270.  There are similarly a number of provisions in the Scheme – a document which is 37 pages long - whose 
broad-textured and disputable nature makes them inherently unsuitable as limitations on the College's 
contractual capacity. For example paragraph 2.4 provides that “schools must seek to achieve efficiencies and 
value for money, to optimise the use of their resources and to invest in teaching and learning” and that “it's 
important for schools to review their current expenditure, compare it to other schools and think about how to 
make improvements”. Paragraph 9.1 requires the school to demonstrate when buying insurance that “the cover 
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is relevant to the authority's interests and that it is at least as good as the relevant minimum cover arranged by 
the authority”.

271.  The argument that only some provisions of the instrument of government and the lease impose limits on 
the College's power to contract, and not others, is itself an unattractive one, because of the uncertainty to which 
such an approach would inevitably give rise when determining which provision do or do not impose such a limit. 
Unless a particular paragraph of the Scheme itself makes it sufficiently clear that compliance with that provision 
constituted a limitation on the extent of the College's power, I would not regard any provisions of the scheme as 
limiting the College's capacity, so much as imposing obligations on the College vis-à-vis the Council as to how it 
should conduct itself. A distinction of this kind bears some relationship to the distinction drawn in private law 
between “want of authority” and “abuse of authority” which was referred to by Millet J in Macmillan Inc v 
Bishopsgate Trust (No 3)[1995] 1 WLR 978, 984 or between validity and propriety referred to by Stuart-Smith 
LJ in Grupo Torras SA and anr v Sheikh Fahad Mohammed Al Sabah [1995] CLC 1025, 1033.  

272.  Similarly, in private law, the Courts have been reluctant to allow the internal procedures of a company to 
serve as a constraint on the authority of the company's agents to enter into contracts which are of a kind 
permitted on the face of its foundational documents (the rule in  Royal British Bank v Turquand (1855) 5 E & B 
248). A similar concern not to make the validity of contracts between third parties and a public body over-
dependent on the internal workings of the public body can be seen in a number of cases involving public 
bodies. For example in Charles Terence Estates Ltd v Cornwall CC[2011] EWHC 2542 (QB), [64], Cranston J 
directly invoked the Turquand principle when saying that “in general a public authority making a contract in 
breach of internal rules and procedures should not be able to invoke these when they are not readily visible to 
the counterparty and the counterparty has acted in good faith”. 

273.  These matters suggest a degree of caution in approaching the College and the Council's argument that 
the terms of the Scheme set limits on the College's capacity to contract. Further, the following provisions of the 
Scheme support the view that it is generally concerned with the relationship of the Council and College inter se 
rather than the power of the College when dealing with others:

i)  Under the heading “the Role of the Scheme”, the Scheme provides that “this scheme sets out the financial 
relationship between the authority and the maintained schools which it funds” and that “the requirement of the 
Scheme in relation to financial management and associated issues are binding on both parties” (emphasis 
added). This is consistent with the view that the Scheme is generally concerned with setting out the rights and 
responsibilities of maintained schools and maintaining authorities “inter se” rather than provisions which limit 
the power of a school to conclude contracts with third parties.
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ii)  The general sanction which the Scheme provides for non-compliance with its terms is (a) the issue of a 
Notice of Concern by  the Council in respect of a failure to comply with any provision of the Scheme, which 
allows the Council to impose various requirements on the school's staff and governing bodies such as extra 
training (paragraph 2.15),  and (b) the suspension of the school's right to a delegated budget in the event that 
the provisions of the Scheme “have been persistently breached or if the budget has not been managed 
satisfactorily” (paragraph 1.1). The stipulated consequences for non-compliance, therefore, all involve 
consequences for the College rather than the invalidity of transactions.

274.  I will now review the specific paragraphs of the Scheme relied upon by the College and the Council in 
closing argument to consider whether any of them are in such terms or of such a nature as to give rise to limits 
on the College's capacity to contract. It is right to note that only limited time was devoted at the hearing to 
exploring these underlying complaints, whether in cross-examination or submission.

Paragraphs 2.1.1, 2.4 and 2.10: failure to comply with the Council's Standing Orders as to Contracts 

275.  Paragraph 2.1.1 required the College to manage its delegated budget “with due regard to the instructions 
laid out under the local authority's Standing Orders as to Contracts” and paragraph 2.4 provided that schools 
had to seek efficiencies “taking into account the Authority's purchasing, tendering and contracting 
requirements”. While I would not regard the phrases “with due regard to” and “taking into account” as phrases 
limiting the College's capacity to contract, the language of paragraph 2.10 is more emphatic. Paragraph 2.10 
states that the College is “required to abide by the authority's Financial Regulations, Standing Orders in respect 
of Purchasing, Tendering and Contracting Matters” and that “all contracts let by a school for more than £10,000 
in any one year must be subject to at least three tenders”. For contracts with values of £3,834,411 and above 
(works) and £153,376 and above (Goods and Services), the procurement process required Invitations to 
Tender to be issued in accordance with EU Procurement Directives.

276.  The Contract Standing Orders document states that “this is an important document that forms part of the 
Council's Constitution. Compliance by all members and staff is therefore mandatory and contravention is a 
serious matter”.

277.  I accept that the College's decision to enter into the Contract did not comply  with the Council's Standing 
Orders. Indeed no attempt was made by the Claimants to establish that it did. However, I do not accept that the 
effect of such non-compliance was to render the Contract beyond the capacity of the College or otherwise void. 
Had the Contract in question been with the Council, s.135(4) of the Local Government Act 1972 would have 
applied. This provides:
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“A person entering into a contract with a local authority shall not be bound to inquire whether the standing 
orders of the authority which apply to the contract have been complied with, and non-compliance with such 
orders shall not invalidate any contract entered into by or on behalf of the authority.”

278.  I accept that, given my conclusion that (s.49(5) notwithstanding) it was the College, and not the Council, 
which was the putative contracting party, it might be said that s.135(4) does not apply to the Contracts on its 
own terms because the Claimants are not “a person entering into a contract with a local authority”.  However, in 
circumstances in which the Contract Standing Orders do not limit the contractual capacity of the Council, it 
would be strange if they had this effect when applied to the College through the Scheme. Taken together with 
the other matters I have referred to which have led me to reject the argument that the Scheme operates 
generally as a limit on the College's vires, I have concluded that compliance with the Standing Orders does not 
constitute a legal limit on the College's power to contract, albeit that as between the Council and the College 
inter se, they regulate how the College should exercise its powers. As the College and the Council's defence 
based on the Scheme was advanced solely on an ultra vires basis, and not, for example, on the basis that the 
Claimants were aware of the College's non-compliance with the Standing Orders, that is sufficient to reject this 
defence to the claim under the Contract.

Paragraph 2.4: failure to manage the delegated budget with due regard to the Financial Regulations 

279.  The Council's Financial Regulations are a 49-page document whose purpose is stated to be to “provide a 
framework for managing the authority's financial affairs”. On their face, they do not apply to maintained schools. 
Para. 1.1.5 provides that “schools with delegated budgets are subject to a separate framework of regulation”. It 
is no doubt for this reason that the Financial Regulations do not have  direct application to the College, but are 
a matter to which College must have “due regard” by reason of paragraph 2.1.1 of the Scheme. 

280.  The provision of the Financial Scheme relied upon by the College and the Council is para. 1.3 which 
contains a “Statement of Principles”. This records that the council “expects high standards of conduct from its 
members and officers”, and there follows a series of high level statements of  principle, including  references to 
the Council's expectation of “high standards in financial management and administration”, that “the planning, 
monitoring and control of the use of resources is of vital importance” and that “value for money is at the core of 
the council's financial activity” . Finally, paragraph 1.3.2 provides that:

“The principles of sound financial management, proper exercise of responsibility, and accountability, as set out 
in financial regulations, should be applied in all circumstances, even where any particular circumstance is not 
specifically referred to”.
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281.  It will be apparent that the provisions relied upon are of uncertain and highly disputable scope. Taken 
together with the way in which the Financial Regulations are referred to in the Scheme (“with due regard to”) 
and the factors I have identified as tending against the suggestion that the Scheme generally operates as a 
limitation on the College's vires, I have concluded that paragraph 1.3 does not limit the College's capacity to 
enter into contracts. Rather it is one of a number of provisions which relate to the College's exercise of that 
power as between the College and the Council inter se.

282.  I received relatively limited submissions on which aspects of the Financial Regulation it was said that the 
College had failed to have “due regard” to. The sum total of what was said in the College's closing submissions 
on this topic was:

“Para. 1.3 of the Council's Financial Regulations … sets out the general principles of sound financial 
management to safeguard public funds … Seen as a whole, and for all the reasons advanced in these 
submissions, the Council fell well short of those standards”.

283.  For reasons which I explain below when addressing the College and the Council's submissions on the 
Roberts v Hopwood and Wednesbury duties I accept that the College proceeded with the Contract without any 
adequate attempt to ascertain the affordability of the project from the College's resources, and without taking 
sufficient steps to seek to ensure that the Contract represented value for money. If, therefore, I had concluded 
that the requirement to have “due regard to” the Financial Regulations gave rise to a limit on the College's 
capacity to contract, I would have concluded that that limit was not satisfied in relation to the entry into the 
Contract.

Paragraph 2.4:  failure to seek efficiencies and value for money

284.  Paragraph 2.4 of the Scheme provided that “Schools must seek to achieve efficiencies and value for 
money, to optimise the use of their resources and to invest in teaching and learning, taking into account the 
Authority's purchasing, tendering and contracting requirements”. Essentially for the same reasons which led me 
to conclude that the reference in the Scheme to the Financial Regulations did not limit the College's power to 
contract, I have concluded that this provision does not create a limit of the College's contractual vires, but that, 
if it did, that limit was not satisfied.

Paragraph 2.14:  failure to inform the Council of capital expenditure and related failures

285.  Paragraph 2.14 provides:
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“Governors are required to inform the authority if the expected capital expenditure to be met from the budget 
share is likely to exceed £15,000, and to take into account any advice from the Director of Finance and Director 
for Children and Young People as to the merits of the proposed expenditure”. 

286.  There is a brief suggestion in the Council's opening, and an even briefer reference back to that reference 
in the Council's closing, that the College failed to comply with this provision, and that, in those circumstances, 
the College lacked capacity to enter into the Contract. In circumstances in which the classification of the 
Contract as one of capital expenditure entails that the Contract constituted a finance lease and, hence, 
borrowing, it is not necessary to address the position if the Contract had, notwithstanding its status as capital 
expenditure, been binding on the College apart from paragraph 2.14. 

287.  My provisional view is that a failure to inform the Council of the proposed expenditure in compliance with 
paragraph 2.14 would not deprive the College of capacity to contract. Under the statutory scheme for funding 
secondary education, the incurring of capital expenditure is principally a matter for the maintained school and 
not the Council. The purpose of the notification provision appears to have been to allow the Directors of 
Finance and Children and Young People to give non-binding advice on the merits of the proposal, and the 
Council's permission is not required for the College to proceed. These matters all militate against paragraph 
2.14 constituting a limit on the College's power to contract.

288.  So far as the factual position is concerned while the College did inform the Council of the proposed 
expenditure under the Contract, they did so expressly on the basis that this was not capital expenditure. I would 
not regard this as compliance with the paragraph 2.14 obligation.

Paragraph 3.6: borrowing without the permission of the Secretary of State

289.  I have already addressed the substance of this complaint in the context of paragraph 3(4) of Schedule 1 
of the Education Act 2002, and concluded that, as a finance lease, the Contract fell outside the contractual 
capacity of the College as a statutory corporation because it involved borrowing without the permission of the 
Secretary of State. In my view, paragraph 3.6 of the Scheme is not intended to enlarge upon or vary the content 
of paragraph 3(4) of Schedule 1, but simply to restate it. I note that the guidance on the content of local 
authority schemes issued by the Secretary of State under s.48 of the SSFA, which the Scheme tracks closely, 
provides that “the scheme should contain a provision reminding schools that governing bodies may borrow 
money (which includes the use of finance leases) only with the written permission of the Secretary of State” 
(emphasis added). Accordingly this paragraph of the Scheme adds nothing to paragraph 3(4) of Schedule 1. 

Paragraph 4.9 of the Scheme: the size and duration of the College's deficit

290.  Paragraph 4.9 of the Scheme provides:
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“The maximum length for which a deficit may last will be three years. The granting of a licensed deficit would 
normally be in circumstances of an increasing pupil number base, or the financing of an approved development 
at the school. A deficit will only be licensed if the school has a viable financial plan for repayment. The 
maximum deficit allowed will be 10% of the school budget share or £150,000, whichever is less”.

291.  The College and Council contend that this provision was not complied with because, when it entered into 
the Contract, the College had been operating at a deficit since it was constituted in 2008/2009, and therefore for 
more than three years, and because its deficit had exceeded £150,000 from the end of the 2009/2010 year and 
had reached £760,000 by 2011/2012. It is not clear to me how the failure to comply with the deficit 
requirements in the Scheme (either as to duration or amount) is said to impact the vires of the College to 
contract: for example whether it is said that once the budget deficit exceeds the stipulated amount or duration, 
all contractual capacity ceases (or at least all contractual capacity to conclude contracts under which it would 
fall to the College to make payments) until the budget has been eliminated (if it has continued for over three 
years) and/or been brought back below £150,000. Nor was it clear to me what the College and Council alleged 
would be the consequence if the College became non-compliant with the deficit provisions during the life of a 
contract.

292.  It is obvious that this provision cannot sensibly be treated as a limitation on the College's capacity to 
contract. The argument becomes even more difficult in this case, in circumstances in which the Council 
licensed the College's deficit in an amount and for a duration exceeding those specified  in paragraph 4.9 of the 
Scheme in January 2012 and thereafter. In circumstances in which the role of the Scheme is said to be to “set 
out the financial relationship between the authority and the maintained schools which it funds”, and in which 
paragraph 4.9 provides that the Council is to license deficits, the suggestion that a deficit licensed by the 
Council in duration and amount may nonetheless lead to contracts which the College purports to conclude 
being void has little to commend it.

THE ALLEGATION THAT THE CONTRACT WAS ENTERED INTO WITH AN IMPROPER PURPOSE

293.  It is clear that one ground of public law unlawfulness which may arise in respect of a decision of a public 
body (including a decision to contract) will be where the decision was taken for the purpose of frustrating a 
statutory purpose or constraint which applies to the public body. In Padfield v Minister of Agriculture, Fisheries 
and Food[1968] AC 997, a statute gave the Minister a discretion to refer complaints for investigation by a 
committee, the statutory purpose of that provision being to provide a machinery for investigating complaints by 
farmers. The House of Lords rejected the argument that the Minister had an unfettered discretion not to refer 
complaints, on the basis that the discretion had been conferred to promote the policy and objects of the Act. In 
that case, the discretion could not be exercised so as to prevent something happening which it was the object 
and purpose of an Act of Parliament should happen in appropriate circumstances.
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294.  The same issue can arise, in more acute form, where the purpose and effect of an Act of Parliament is 
that something should not happen at all, and a public body seeks to exercise powers to achieve the same 
outcome by another route. In Credit Suisse, Colman J considered the position if, contrary to his decision, the 
council did have statutory powers to do what it did, but had acted with the purpose of avoiding annual borrowing 
and spending limits on local authorities and so as to be able to trade in time share units which a local authority 
did not have power to do. He held that this made the decision to contract (and the contract) invalid, on the basis 
that the decision to contract had been taken on the basis of an irrelevant consideration (viz the desire to evade 
those limits).

295.  That conclusion was upheld in the Court of Appeal. Neill LJ (at p.334) did not found his decision on this 
issue on the fact that the council had taken account of improper considerations, but because, Parliament having 
put in place “an elaborate structure to provide for and regulate the manner in which a local authority can obtain 
funds to carry out its statutory functions”, it could not be a proper purpose for the Council “to circumvent the 
restrictions on borrowing and spending”.

296.  In this case, the College and the Council contend that even if it was within the power of the College to 
enter into the Contract, its decision to do so was void as a matter of public law (with the consequence, it is said, 
that the College lacked capacity to contract as a matter of private law) because “the terms of the Contract were 
driven by the requirement of BOSHire that they be precisely fashioned so as (as BOSHire thought) to avoid the 
bar on borrowing”. In closing, the College put its case on this issue as follows:

“On the undisputed evidence the terms of the contract and the structure of the deal were generally fashioned by 
Mr Spring so (as BOSHire thought) as to avoid the ban on the College borrowing. Mr Spring's evidence was 
that he sought to draft the Contract to 'satisfy all of the operating lease tests' … If it is not borrowing, it is a 
circumvention of the restriction on borrowing in the same way that Credit Suisse was and it is, accordingly, ultra 
vires the College's power to agree it”.

297.  Some care is required when seeking to apply the improper purpose ground of public law challenge where 
it is alleged that (in effect) the public body had wanted to do X but, having ascertained it had lacked the power 
to do so, had resolved to do Y as the next best thing. If a school had wanted to provide transport for its 
students, and on ascertaining that it lacked the power to borrow money to buy minibuses, had resolved to use 
its funds to hire them as and when needed instead, it could not be suggested that this decision was ultra vires 
because it had been motivated, in part, by the desire to provide by an alternative method the transport which 
the Council lacked the power to provide on its preferred approach. Similarly, if a public body could not enter into 
a lease in excess of a certain duration because this would amount to capital expenditure, it could not be 
suggested that the decision to enter into a lease of a sufficiently short duration not to be susceptible to that 
characterisation was an impermissible attempt to evade the statutory limitation.
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298.  In the present case, I have concluded that the prohibition on borrowing without the permission of the 
Secretary of State requires a substantive test, such that a lease which is, for IAS 17 purposes, a financial lease 
will be caught by the prohibition. IAS 17 is itself a provision which requires the determination of the nature of the 
lease to be undertaken as a matter of substance and not form. If, contrary to my findings, I had reached the 
conclusion that the Contract was an operating lease, in circumstances in which there is no relevant statutory 
restriction on the College's power to enter into an operating lease, the decision to enter into such a lease could 
not fairly be characterised as an attempt to evade the statutory prohibition on borrowing or entering into finance 
leases, because the transaction which the College had entered into would, ex hypothesi, be substantively 
different to the transaction which the statutory scheme prohibited. Nor could it matter, for this purpose, if the 
terms of the Contract had been drafted with a view to ensuring, as a matter of substance, that it was not a 
finance lease: for example making it sure that it included no right of purchase for the College, or limiting the 
duration of the lease so that the lessor retained  a significant interest in the Building. On those facts, the 
decision to enter into the lease would not have been an attempt to achieve indirectly the same substantive 
outcome which the College had no power to achieve directly, but a decision not to enter into a type of 
transaction which statute prohibited, but to enter into a substantively different transaction which the statute 
allowed.

299.  Had I concluded, therefore, that the Contract was an operating lease and not a finance lease, I would 
have rejected the College and the Council's submission that the decision to enter into the Contract was 
nonetheless unlawful because it was undertaken for the improper purpose of circumventing the prohibition on 
entering into finance leases. In these circumstances, it is not necessary to address, on the specific facts of this 
case, the legal issue which I have discussed above as to the circumstances in which such an improper purpose 
may provide a basis for resisting a claim under a contract as a matter of private law.

ROBERTS v HOPWOOD AND IRRATIONALITY

300.  I can take these two defences together.

301.  It has been established since Roberts v Hopwood[1925] AC 578 that “a local authority owes a fiduciary 
duty to the ratepayers from whom it obtains moneys needed to carry out its statutory functions, and that this 
includes a duty not to expend those moneys thriftlessly but to deploy the full financial resources available to it to 
the best advantage”: Bromley LBC v Greater London Council[1983] AC 768, 829 (Lord Diplock). A decision to 
expend money in breach of that duty will be void as a matter of public law. The description of that duty as 
“fiduciary” is not a direct invocation of the private law concept of fiduciary duty, but one which draws an analogy 
with the private law obligations of stewardship of a trustee, reflecting the fact that those approving expenditure 
by a public body are not dispensing their own funds, but public funds. 
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302.  Breaches of that duty have been found when a local authority agreed to pay wages in excess of the 
market rate with a view to providing employment (Roberts v Hopwood itself), or to levy a supplementary rate to 
subsidise public transport (Bromley) or to accept a lower offer from tenants than from another potential buyer 
when selling public property (R (Structadene) v Hackney LBC[2001] 2 All ER 225).

303.  In addition, it is, of course, well-established that a decision will be invalid in public law if it is unreasonable 
in the Wednesbury sense. This will often overlap with the issue of whether there has been a breach of the 
Roberts v Hopwood duty. For example, in Structadene Elias J found that the council had acted in a 
Wednesbury unreasonable way “for essentially the same reason” as he found that the Roberts v Hopwood duty 
had been breached, namely that “a rational council would not have rejected an offer which was £100,000 more 
favourable than the offer which it in fact accepted” ([33]).

304.  The evidence on this aspect of the case developed in a somewhat unsatisfactory way. The witnesses 
relevant to the issue of whether the College had acted irrationally and in breach of the Roberts v Hopwood duty 
were Mrs Goodhead, the Principal at the relevant time, and Ms Williams, the Business Manager. However, in 
circumstances in which the College was, in effect, seeking to establish its own irrationality, the College had no 
incentive to seek to establish that those individuals or the other members of the College staff and governing 
body had acted in accordance with the College's public law duties in this respect. This forensic difficulty is 
inevitable in the unusual case in which a public body seek to establish the unlawfulness of its own decision-
making process. For that reason, I have carefully considered whether there any matters, which did not emerge 
during the oral evidence, which could be relied upon in support of the argument that the decisions were lawful. 
However, the essential facts appear relatively clearly.

305.  It is clear that those acting for the College in decisions relating to the Contract did so from a profound 
personal conviction that it was not simply desirable, but essential, to have a sixth-form centre, both for the 
educational well-being of the College, and more completely to fulfil the College's mission of providing Christian 
secondary education on the Isle of Wight. I also accept that the same individuals held the strong view that the 
Council was, in effect, under a moral obligation to provide the funding for the sixth-form building, both to fulfil its 
original decision that the age-range of the College should be expanded to include a sixth-form, and so as to 
treat the College fairly and equitably when compared with the treatment of other Isle of Wight schools. I am not 
in a position to pass any comment on how far, if at all, these views were justified, but it was clearly a factor 
which was a powerful driver of decision-making within the College at the relevant time.

306.  However, as custodians of public funds, it was not appropriate for the College to enter into and then 
enlarge the scope of this very significant legal commitment without determining that it had or would have 
sufficient resources to meet its commitments on the basis of a Micawberesque hope (or in this case conviction) 
that something would turn up. This was essentially the approach which the College adopted.
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307.  The process by which the Contract was concluded involved almost no effort by the College to ascertain 
whether the price quoted by BOSHire represented good value. The College's own assessment appears to have 
been that the costs of the proposal were high (as noted at a meeting of the Finance Committee on 2 February 
2012), but that this represented the only means of proceeding with the project within the desired timescale. Ms 
Williams confirmed in her evidence that “we felt it was a very expensive way of obtaining a building. I certainly 
was very aware it was public money we were using and I felt it was a very expensive way of going about it”.

308.  At no stage did the College consider whether the construction of the sixth-form remained a viable 
proposition when funding alternatives fell away (for example following the cancellation of the “Building Schools 
for the Future” programme in 2010). When the BOSHire proposal came in, the College did not re-visit two 
earlier and significantly cheaper proposals for the construction of modular buildings (from Building Schools for 
Nothing and the McAvoy Group). Ms Williams, giving evidence for the College, stated that she knew of “no 
good reason the College did not go back” to those “significantly cheaper proposals”. The documents before me 
offer no such explanation, and my conclusion is that having concluded that the BOSHire proposal was likely to 
achieve a sixth-form building more quickly than other options, the College decided to continue with BOSHire 
come what may, even when planning permission issues delayed the construction of the Building until after 
September 2012, and after it became apparent that the costs of the BOSHire proposal substantially exceeded 
those previously quoted. 

309.  The College's determination to proceed with BOSHire is manifest in a number of matters:

i)  The absence of any serious attempt to reduce the cost of the BOSHire proposal in commercial negotiations, 
even when it became apparent that terms which Mr Blow of BOS had originally indicated would feature in the 
final contract such as a legally enforceable right to purchase would not form part of any deal. 

ii)  The College's decision to move on 6 December 2012 from a phased implementation of the programme to 
the immediate implementation of the full proposal in 2013, with limited consideration of the financial implications 
of such a significant change beyond generalised assertions that the Principal and Business Manager were 
confident that a whole build could go ahead. 

iii)  The College's decision that BOS should undertake substantial work on site not only before the Contract was 
signed (by which point £484,000 of work had been done), but before planning permission had been obtained. 

iv)  The failure to re-visit the proposal as further costs not originally budgeted for emerged. This had happened 
even before BOSHire had signed the Contract, when on 18 March 2013 the College informed the Council that 
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“we are finding it very difficult to provide the necessary finances from our budget to fully equip and refurbish the 
new building”. These and other unbudgeted costs led to the two variations to the Contract when these amounts 
were rolled into higher annual payments over the 15-years of the Contract's duration.

310.  In 2017, Ms Elizabeth Goodwin, the Council's Chief Internal Auditor on secondment from PwC, produced 
a report which provides a fair assessment of the contracting process undertaken by the College. Among other 
things, it concluded that:

i)  Key known or estimated costs for the sixth form were not included until the Contract was effectively 
committed to.

ii)  Assumptions were not stress-tested and there was no robust financial planning.

iii)  There was little questioning of the “prevailing view to provide sixth-form education at the College initially, 
and thereafter little evidence of scrutiny of the financial impact of doing so”.

311.  In effect, the College had “tunnel vision” in its determination to provide the sixth-form centre it felt the 
College, its pupils and the Island community so badly needed, which led it to suspend any critical judgment so 
far as the value, affordability or viability of the BOSHire proposal was concerned, and to keep going on its 
current path whatever further set-backs manifested themselves. The attitude of the whole Governing Body is 
captured in the email which Mrs Goodhead sent to Ms Williams on 21 January 2013, a document frequently 
quoted by the Defendants but none-the-less informative for that: “we can't not let this happen obviously”.

312.  The liabilities under the Contract as originally signed involved total payments over the 15-year term of 
£10,017,615, something which was projected to result in a deficit at the end of the first year of £744,620. There 
was no evidence before me of any serious attempt by the College to satisfy itself that the cost of the Contract 
could be met from its own resources. A Finance Committee meeting of 6 February 2013 anticipated difficulty in 
meeting the lease payments, and it is not apparent what, other than a Panglossian outlook, led to the 
conclusion at the full Governing Body meeting a week later that the Contract could be signed and that the 
Council was “happy” with the budget recovery plan. 

313.  The evidence of Ms Williams, the College Business Manager, in cross-examination was that from the 
outset, the College's finances were looking “bleak and difficult” and that when the Contract was signed, it was 
already “unaffordable” from the College's own resources. Mrs Goodhead explained that the Governing Body 
“believed all the way through that we would eventually get support, they did feel that there was an unevenness 
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in the local authority's support”. As she explained in another passage in her evidence (when referring to funding 
another school had received):

“It begins to explain why the governing body continued to believe that the right – the truth would out, as it were, 
and we would receive appropriate funding, equal to other schools”.

She accepted that the matters which led the College to revise its budget in October 2013 were matters which 
the College was well placed to know when the Contract was signed.

314.  The incurring of substantial liabilities with no realistic expectation of paying for them absent some 
significant change in circumstances which there is no reason to suppose will occur is not consistent with the 
College's quasi-fiduciary duties in respect of the expenditure of public funds, nor did it fall within the range of 
reasonable decisions which a body in the position of the College might take.  It follows that the College's 
decision to enter into the Contract, and to agree the two variations to the Contract, was in breach of its Roberts 
v Hopwood duty and was also unreasonable in the Wednesbury sense. 

315.  In making these findings, it is important to note the good faith with which the Governing Body and the 
relevant members of the College staff acted throughout. It is also important to record the difficult position they 
found themselves in. The College was under a duty to implement the statutory proposal to expand the College's 
age range under paragraph 40 of Schedule 3 to the School Organisation (Prescribed Alterations to Maintained 
Schools) (England Regulations) 2007. To do so, and to meet the expectations of students, parents and staff, it 
concluded that a sixth-form centre was required. However, it did not have access to the funds necessary to 
fund and construct one. This was an unenviable dilemma.

316.  For the reasons I have set out above, I have concluded that the breaches of these two public law duties 
do not have the effect that the College lacked capacity to enter into the Contract, which is the only private law 
defence advanced. In particular, no case was advanced by the Defendants that the Claimants knew that the 
College was entering into the Contract in breach of these public law duties, and it is not therefore necessary to 
determine what the private law consequences of these public law breaches of duty might be. However, it is 
worth nothing that, to the extent that the public law duties reflect a lack of care, they would not equate to a 
private law fiduciary duty (Bristol & West Building Society v Mothew[1998] Ch 1). In Charles Terence Estates at 
[18], Maurice Kay LJ doubted that the findings of the breach of Roberts v Hopwood duty in that case if 
“transposed to the private corporate sector …. would be characterised as a breach of a company director's 
fiduciary duties – more a matter of his duty of skill and care”. Knowledge that the servant or agent of the 
contracting counterparty was not acting with reasonable skill and care when committing its principal to the 
contract does not provide a basis for impugning a transaction (LNOC Limited v Watford Association Football 
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Club Limited[2013] EWHC 3615 (Comm), [64]). It is not necessary to decide whether a different consequence 
should follow where the counterparty is a public body, but there does not appear to be any compelling reason 
why it should.

LACK OF STATUTORY AUTHORITY

317.  The College advanced a further argument that the Contract, and the two variations to the Contract of June 
and September 2013, were not entered into in accordance with the College's Scheme of Government with the 
result that the entry into the Contract was unlawful and void.

318.  Regulation 16 of School Governance (Procedures) (England) Regulations 2003 empowers the governing 
body to delegate any of its functions to  a committee, a governor other than the head teacher or the head 
teacher (dependent on the nature of the function). It does not provide any particular method of delegation, but 
does require the governing body to review the exercise of delegated functions annually. With effect from 1 
September 2013, provision to similar effect was made by Regulation 18 of the School Governance (Roles, 
Procedures and Allowances) (England) Regulations 2013.

319.  The College produced a document called “the Statement of Roles and Responsibilities, Financial Terms 
of Reference and Scheme of  Delegation” (“the Scheme of Delegation”) which set out the terms of reference 
and roles of various committees and of the Principal. It was not clear on the evidence whether this was a public 
document or not, but it was not suggested that it was a document of which the Claimants were or ought to have 
been aware. 

320.  The Scheme of Delegation identified the key responsibilities of the Governing Body as including the 
“authorisation of non-budgeted expenditure and virements subject to the limits in section 2”. The responsibilities 
of the Finance Committee included:

i)  “to review tenders received for contracts, up to the limits in Section 2”, to agree on which contractors are to 
be awarded contracts and to make recommendations to the full Governors meeting;

ii)  to authorise expenditure as per limits set out in Section 2;

iii)  to receive requests for authorisation to vire expenditure between budget headings as per limits set out in 
section 2; and

iv)  “to review these terms of reference annually and propose any amendments to the Governing Body”.
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321.  The role of the Principal as set out in this document included “amend[ing] the budget by virement between 
any budget headings up to the limits set out in section 2” and “authoris[ing] the purchase of individual items up 
to the limits indicated in Section 2”. Section 2 sets out a series of activities, and the relevant levels of 
responsibility of different persons or bodies in relation to those activities. The activity “authorisation of 
expenditure over £60,000” has an entry only against the Full Governing Body which says, “with the Director of 
Finance”.  There is no reference to a single governor being able to exercise any particular powers. Section 2 
also states as follows:

….

At all times, the principles of Best Value will apply, as per the schools Best Value Statement dated ……….”

322.  Mr Oldham QC for the College submitted that the Scheme of Delegation was not complied with:

i)  in relation to the signature of the Contract in 2013, because there was no consultation with the Director of 
Finance;

ii)  in relation to the June and September 2013 variations to the Contract, because they were signed by the 
chairman of the Governing Body without a decision being taken by the full Governing Body; and

iii)  because the Contract and the variations were not in accordance with the Scheme and did not achieve best 
value.

Authorisation of Revenue and Leasing Contracts All revenue and leasing contracts should be entered and 
authorised as per the LA Scheme for Financing Schools

The non-involvement of the Director of Finance

323.  It is clear that the Director of Finance of the Council was not involved in the College's decision to enter 
into the Contract. As I have set out above, the mutual understanding of the College and the Council was that 

Case 2:19-ap-01382-SK    Doc 349-2    Filed 01/14/22    Entered 01/14/22 07:52:03    Desc
Exhibit 2    Page 216 of 267



School Facility Management Ltd and others v Governing Body of Christ the King College and another [2020] 
EWHC 1118 (Comm)

Page 91 of 141

the decision to enter into the Contract was a matter for the College, and was not the responsibility of the 
Council.

324.  Does the fact that the decision to contract was taken without the involvement of the Director of Finance 
constitute a breach of the Scheme of Delegation? I have concluded it does not:

i)  First, the words “with the Director of Finance” pre-suppose the involvement of the Director of Finance, but do 
not make the approval of the Director of Finance a pre-condition to the Governing Body's authority to authorise 
expenditure over £60,000. 

ii)  Second, if the involvement of the Director of Finance was a condition of the Governing Body's authority, it 
would effectively disable the Governing Body from entering into contracts of this kind if, for any reason, there 
was no Director of Finance for a period or if the Director of Finance took the view that the issue was a matter for 
the College. It would take clear words to achieve this outcome, assuming it is possible to achieve it at all. In 
particular, neither Regulation 16 of the School Governance (Procedures) (England) Regulations 2003 nor 
Regulation 18 of the School Governance (Roles, Procedures and Allowances) (England) Regulations 2013 
contemplate the Governing Body being able to delegate its functions to someone outside the College or to 
provide a veto to such a person.

iii)  Third, it is clear from the terms of the Scheme of Delegation that the Governing Body can themselves 
amend or vary the Scheme. In these circumstances, it must remain open to the Governing Body to dispense 
with the involvement of the Director of Finance if it thinks fit, particularly where the position of the Council is that 
the decision to contract is a matter for the College. The power to contract is a power of the Governing Body. It 
is not a power that the Governing Body should too readily be assumed to have subjected to a third party veto. 
The position is different from that which arises when two parties to a contract constrain their subsequent 
freedom to vary the terms of their contract without meeting certain formalities (as considered in Rock 
Advertising Ltd v MWB Business Exchange Centres Ltd[2018] UKSC 24) because the Scheme of Delegation 
was adopted, and could be varied, by the unilateral decision of the Governing Body.

iv)  Fourth, the Council (through Mr Beynon's letter of 14 February 2013) confirmed the Council's approval of 
the College's decision to enter into the Contract. In circumstances in which the Director of Finance reported to 
the Chief Executive, it would be particularly surprising if the Contract was not binding because the Director of 
Finance had not been consulted, when the College had obtained the approval of a more senior executive within 
the Council.
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325.  For these reasons, I reject the College's argument that the decision to enter into the Contract in its original 
form involved a breach of the Scheme of Delegation.

The June and September 2013 variations

326.  For the purpose of addressing this part of the College's argument, it is convenient to repeat some of my 
findings on the process by which the Contract and the two variations to it came to be signed. 

327.  On 13 February 2013, a full meeting of the Governing Body approved the College's decision to enter into 
the Contract and authorised Mr Lisseter to sign both the Contract and the College's Letter.  The College's Letter 
confirmed that the Governing Body had authorised the execution and performance of the Contract. It stated that 
Mr Lisseter was “duly authorised on and behalf of the Governing Body”. The Contract which Mr Lisseter was 
authorised to sign recorded that modifications of the Contract would have to be in writing.

328.  As I have mentioned, it became apparent that that the construction of the sixth-form centre would involve 
additional costs over and above those allowed for within the Contract signed on 30 April 2013. An email from 
Ms Williams to Mr Pierce of 10 May 2013 asked “when would you need confirmation of whether or not 
governors would want this rolled into hire costs?” There is no record of the governors' approving the decision to 
roll these costs into the Contract, but a variation to this effect was signed by Mr Lisseter on 5 June 2013. The 
minutes of the Governing Body meeting of 18 July 2013 do not refer to the first variation, but do refer to 
“surprising additional requirements” for the Building “as already discussed”, and express the hope that the 
Council would pay for them. These costs were covered by the second variation of the Contract which Mr 
Lisseter signed on 5 September 2013. 

329.  There was a meeting of the Governing Body of 3 October 2013 at which the College's licensed budget 
plan was approved. No copy of the minutes of that meeting has been produced, nor of any of the papers which 
Mrs Goodhead confirmed were circulated in advance of such meetings. However, a letter from Mrs Goodhead 
to Mr Burbage of the Council dated 21 October 2013 suggests that the revision to the budget reflected the 
increased cost of the Building. The letter stated:

“Regrettably, the College's previous plan is no longer achievable, mainly, but not exclusively, due to the 
additional expenditure associated with the Sixth Form Centre. Therefore, the College would like to accept the 
Local Authority's kind offer to extend the licensed deficit”.

330.  Some of those costs featured in discussion with the Council on 4 April 2014 when the College's budget 
deficit came under discussion.
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331.  Mrs Goodhead gave evidence that, to the best of her recollection, she did not receive or was not aware of 
the June and September 2013 variations to the Contract, and that they were not discussed with the College 
before Mr Lisseter signed them. She was not cross-examined on this evidence. The College's other witness, Ms 
Williams gave evidence that she was not aware of legal advice being taken prior to the signature of the two 
variations, but other than that she said nothing about them. She was not cross-examined on this topic. 

332.  While I accept that her evidence was given in good faith and represented Mrs Goodhead's best 
recollection some 6 years later, I have concluded that Mrs Goodhead's recollection is likely to be mistaken and 
that the full Governing Body are likely to have become aware at some point that increased costs had arisen 
after the preparation of the budget, that attempts to raise alternative funding for these costs had failed, and that 
they had been rolled into the Contract through the two variations as a result:

i)  Mrs Goodhead was clearly aware in 2013 that additional costs had arisen which needed to be provided for, 
and in my view it is likely that she was aware of the decision to roll these into the Contract.  Her own evidence 
was she worked closely with Ms Williams as the Business Manager.

ii)  The revisions to the budget in October 2013, which resulted in part from the increase in costs reflected in the 
two variations, are likely to have been considered by all of the governors. This would inevitably have involved 
some discussion of the fact that the College had now agreed to pay larger hire instalments than when the 
budget was originally drawn up. 

iii)  The decision communicated in the College's letter of 21 October 2013 to accept the Council's offer to 
increase the amount of the licensed budget deficit is also likely to have been reached with the approval of the 
full Governing Body after discussion.

iv)  The College have produced no minutes or evidence of what was discussed at that meeting, nor adduced 
any evidence as to what was said at it.

v)  It would be very surprising if Mr Lisseter, who (as chairman of the Governing Body) had signed the two 
variations to the Contract to accommodate unbudgeted costs which had contributed to the revision of the 
budget in October 2013, had never mentioned that fact to the full Governing Body, not least at the October 
2013 Governing Body meeting when the revised budget was approved. Certainly I would not be willing to find 
that Mr Lisseter had not informed the full Governing Body of these obviously material matters without a much 
more secure evidential base than Mrs Goodhead's uncorroborated recollection some 6 years after the event.
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vi)  Mrs Goodhead confirmed that in 2017, the Governing Body remained committed to honouring the Contract. 
In my view it is highly unlikely that, by this date, the full Governing Body was not aware of the revisions to the 
amounts payable under the Contract effected by the two revisions (and, as I have mentioned, no member of the 
Governing Body was called to suggest otherwise). If Mr Lisseter (who remained on the Governing Body until 
February 2018) had signed the two variations increasing the amounts payable under the Contract without this 
coming to the knowledge of, and being approved by, the full Governing Body before 2017, it is inevitable that 
the issue would have surfaced and left its mark at this point.

vii)  Not only is there no evidence that it did so, but there was no suggestion in the College's pre-action 
correspondence that Mr Lisseter had signed either variation without authority. The College's position was to the 
contrary effect: Stone King's letter of 9 April 2018 stated “on 5 June 2013 and 5 September 2013, our client 
entered into two supplemental contracts with you”.

333.  In these circumstances, I find that it is not clear on the evidence whether Mr Lisseter had obtained the 
approval of the full Governing Body at the time he signed the two variations to the Contract, but that the full 
Governing Body is likely to have become aware of the signature of the two variations subsequently, in particular 
when the budget came to be revised, and to have approved the decision to enter into the variations at that 
stage.

The failure to follow the Scheme and the principles of Best Value

334.  I have already dealt with the status of the Scheme. I do not accept that the reference in the College's 
Scheme of Delegation to the Scheme was intended to or did have any effect greater than the Scheme itself did. 
These provisions served as an important reminder to those taking decisions on behalf of the College as to the 
obligations they were under when exercising their functions, but they did not define the scope of their authority.

335.  I have reached the same conclusion in relation to the principles of “Best Value”. However, the College's 
reliance upon this provision suffers from the further difficulty that this was not intended to be a reference to the 
concept of “Best Value” at large (an inherently vague concept), but to a specific document which was not 
identified, and which no one suggested was ever drawn up.

336.  In relation to both of these arguments, I have been fortified in my conclusions that they do not provide the 
College with a defence to a claim under the Contract by the observations of the Privy Council in Central 
Tenders Board v White[2015] UKPC 39, [25], when addressing the argument that the Board's failure to follow a 
procedural pre-condition of its own making had the effect that the resultant contract was void:
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“For the court to invalidate a contract entered into between a public body and a party acting in good faith, by 
reason of a procedural defect in the contractual process, and moreover to do so without compensation (for it is 
not obvious what compensation would be available), would be a serious denial of that person's rights. It would 
offend against orthodox principles of private law (contractual rights) and public law (the right not to be deprived 
of property without compensation)”.

THE OTHER CONTRACTUAL ISSUES

337.  Two further defences were advanced to the Claimants' claim in contract, which I will deal with briefly.

The repudiation issue

338.  First, the College contends that if it was in repudiatory breach of Contract in ceasing to pay and 
announcing its intention not to pay hire, only GCP could accept that repudiation, as the assignee of the right to 
the hire payments under the RSA, but it was SFM who purported to do so.

339.  There is nothing in this point:

i)  The Notice of Assignment provided by SFM to the College on 12 September 2013 and counter-signed by the 
College stated that SFM “may not agree to amend, modify or terminate the Contract without the prior written 
consent of GCP” but that the College “should continue to deal with [SFM] in relation to the Contract until you 
receive written notice to the contrary from GCP”. 

ii)  The Notice thereby held SFM out to the College as being able to represent GCP for the purposes of the 
Contract. No written notice to the contrary was ever served with the result that SFM was entitled to terminate 
the Contract as against the College and did so.

iii)  In any event, clause 4.9.7 of the RSA allowed SFM to act on GCP's behalf in terminating the Contract, 
which provided SFM with GCP's written consent to terminate the Contract.

iv)  Further, the Claimants have at all times proceeded on the basis that SFM's termination of the Contract was 
valid as between SFM and GCP with the result that if, contrary to the view I have reached, SFM's termination of 
the Contract was not originally binding on GCP and for that reason ineffective as against the College, GCP has 
since approved and ratified SFM's termination.

The penalty issue
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340.  The second issue is whether clause 2.6.2.2 of the Contract constitutes a penalty. By way of a reminder, 
this provides that upon termination of the Contract for repudiation:

“The Customer will immediately pay to BOSHire, as an agreed pre-estimate of loss suffered by BOSHire as a 
consequence of the termination, an amount equal to the aggregate of all Hire Charges then due but unpaid 
together with interest due under clause 2.2.5; plus all costs incurred by BOSHire in enforcing or seeking to 
enforce this Contract and in locating and recovering the Equipment; plus the sum of all further Hire Charges 
which, but for termination, would have fallen due during the Minimum Hire Period, each discounted at 3% per 
annum for accelerated payment; plus all other sums due under this Contract”.

341.  It will be apparent that this provision gives the Claimants the full value of the bargain lost, without 
requiring them to give credit for any benefit which the Claimants might obtain as a result of recovering the 
Building before the expiry of the 15-year period.

342.  A failure to allow for benefits of this kind is capable of rendering an agreed damages clause penal in 
nature. In Campbell Discount Co Ltd v Bridge[1962] AC 600, 625, one of the grounds given by Lord Radcliffe 
for finding the clause in that case penal was that “the compensation is paid immediately, and the vehicle comes 
back into the owner's possession with a realisable value that, in many circumstances, may exceed the one-third 
balance of the price which the owner has not got in”. 

343.  It was common ground before me that the approach which now falls to be adopted in determining whether 
a liquidated damages clause is unenforceable as a penalty is that set out in the joint judgment of Lord 
Neuberger PSC and Lord Sumption JSC in Cavendish Square Holding BV v Makdessi[2016] AC 1172, [32], 
namely to ask: 

“whether the impugned provision is a secondary obligation which imposes a detriment on the contract-breaker 
out of all proportion to any legitimate interest of the innocent party in the enforcement of the primary obligation. 
The innocent party can have no proper interest in simply punishing the defaulter. His interest is in performance 
or in some appropriate alternative to performance. In the case of a straightforward damages clause, that 
interest will rarely extend beyond compensation for the breach”.

344.  However, in upholding the Defendants' argument that the Contract was ultra vires the College, I have 
found that the Building was constructed to the College's individual specification, and that the prospects of 
realising value from the Building in the event that the College no longer wanted it were remote. Against the 
background of those findings of fact, the failure to make allowance for the remote possibility of some further re-
letting of the returned Building cannot be said to involve a benefit to the Claimants or a detriment to the College 
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“out of all proportion” to the Claimants' legitimate interest. For the same reason, clause 2.6.2.2 cannot properly 
be described as penal or intended to punish. The failure to make provision for the benefits of the Claimants 
being able to re-let the Building was not an attempt to generate a windfall for the Claimants or to punish the 
College, but reflected the reality of the matter which was that the only commercially viable user of the Building 
as designed and installed was the College itself.

345.  The College also suggested that the provision in clause 2.6.2.2 which required the College to indemnify 
BOSHire against “all costs incurred … in enforcing or seeking to enforce this Contract and in locating and 
recovering the Equipment” and the right to recover interest on outstanding amounts at 4% over base were 
penal. However, there is nothing in this suggestion. Both provisions protect legitimate interests on the part of 
the Claimants (of being made whole in respect of the costs of enforcing its rights following a breach, and in 
respect of the time value of money of debts which are outstanding, in circumstances in which the failure to pay 
on time involves an enhanced credit risk). Provisions of this kind are routinely found in many kinds of contracts.

THE MISREPRESENTATION AND MISSTATEMENT CLAIMS

Introduction

346.  If (as I have found) the Contract is void, the Claimants bring alternative claims under s.2(1) of the 
Misrepresentation Act 1967 and in the tort of negligent misstatement based on what are alleged to be 
statements made in the College's and Council's Letters of 13 and 14 February 2013. 

347.  The College's Letter provided:

“I certify to you as follows:

1.  The School is a maintained school for the purpose of the School Standards and Framework Act 1998 (as 
from time to time amended, varied or re-enacted) and has the power and capacity to enter into leases and 
lease assets of the type represented by the Asset on the terms set out in the Lease by virtue of the budget 
delegated to it by The Isle of Wight Council and the expenditure will fall within that budget.

2.  The Governing Body has taken all necessary corporate and other action required by applicable law or 
regulations to authorise the execution of and performance under the Lease.

3.  In my view and that of the Governing Body, the transaction embodied in the Lease is not one which will 
result in the School being required, in accordance with proper practice, to recognise a fixed asset in any 
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balance sheet, the Governing Body having concluded that the Lease is 'an operating lease' for the purposes of 
applicable guidance and standards.  Accordingly, the School will not by entering into and performing its 
obligations under the Lease be in breach of any restriction upon its power to incur capital expenditure or 
expenditure on capital financing.

4.  So far as the Governing Body is aware, all relevant provisions in the Education Act 2002 and the Schools 
Finance (England) Regulations 2012 (as from time to time amended, varied or re-enacted) and all other 
relevant legislation and regulations, together with the Isle of Wight Scheme for Financing Schools (revised April 
2012) have been and are being complied with by the School;

5.  To the extent applicable, all legislative and/or regulatory requirements relating to competition have been 
complied with in approving the Lease; and

6.  The leasing of the Asset under the Lease will facilitate or is conducive or incidental to discharge the statutory 
function(s) of the School.

I am sending you under cover of this Certificate copies of the minutes of the Governing Body authorising the 
execution and delivery on behalf of the School of the Lease and Certificate

….

I have made all enquiries and obtained all advice necessary to enable me to issue this Certificate to you.  I 
acknowledge that if you enter into the lease you may do so in full reliance upon this Certificate.”

348.  The Council's Letter provided:

“1.   The Council agrees that the expenditure to be incurred by the Governing Body under the Hire Contract and 
otherwise in connection with the project falls within the delegated budget and is not the responsibility of the 
Council under the Schools and Standards Framework Act 1998, or otherwise.

2.   The Council is satisfied that the Governing Body has complied with the requirements of the Council's 
Scheme for Financing Schools in relation to the procurement of the project.

3.   The Council accepts and agrees the Governing Body's assessment of the Hire Contract as an 'operating 
lease' for the purposes of applicable guidance and standards.
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4.   The Council approves the entry into the Hire Contract by the Governing Body and agrees that the same will 
not cause the Governing Body to be in breach of any restrictions or obligations stated in the Scheme for 
Financing Schools or exceed any limitations on  the powers of the Governing Body stated in the Schools and 
Standards Framework Act 1998.

… 

The Council.…have no objection to the Governing Body providing a copy of the letter to BOSHire Limited.”

349.  The Claimants' claim that, if the Defendants' “no capacity” defence succeeds, these statements were 
untrue, that they entered into the Contract in reliance upon them, and suffered loss as a result.

350.  The Claimants' pleaded reliance case is as follows:

“But for the negligent representations which were made by the College and/or Council ….. BOSHire would not 
have entered into the Hire Contract with the Council and/or College and would have sought to hire the 
Equipment out to an entity with legal capacity”.

351.  The case, therefore, was not that, but for the alleged misrepresentations and misstatements, BOSHire 
would not itself have acquired the Building from BOS (avoiding whatever expenditure it incurred by doing so), 
nor that that it would not have taken out financing. The case is that loss would have been avoided because 
BOSHire would have entered into an equivalent contract with a counterparty who did have capacity.

352.  When the claim was amended to join BOSHire and GCP as parties, a further act of reliance was pleaded, 
namely they would not have accepted the assignment but for the misrepresentation. However, no reliance case 
was formulated on the basis of the loss suffered by SFM or GCP in entering into the assignment. The bare act 
of entering into the assignment (which involves a transfer of rights, but, of course, not obligations), would not 
appear to involve any detriment to SFM.

353.  The nature of the Claimants' reliance case, as explained in the Claimants' supplemental opening 
argument, was that, absent the alleged misrepresentations and misstatements, the position the Claimants 
would have been in “is one of having had a valid Hire Contract for, at least, its minimum term. This is the sum of 
£6,678,410”.

354.  By the time the case closed, the Claimants put the case as follows:
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“The Claimants would have entered into an agreement for, substantially if not the exact, same value, as the 
Agreement in question.  Asking the Court to find that a commercial party whose very business is in the design, 
manufacture and funding of relocatable modular hire, that it would simply have done nothing at all, flies in the 
face of commercial common sense and reality.  Obviously, BOSHire was 'in the market' to do a deal, in joint 
venture with Built Offsite, to the tune of the value of the Agreement.  

The Claimants plainly suffer an evidential disadvantage in demonstrating that they would have entered into the 
Agreement with a party with capacity, because it did engage, for a lengthy period of time, with the College and 
so no evidence can really be adduced that a third party was waiting in the wings, as business resources were 
directed towards the Agreement.  Obviously, if that had not been the case and the College and Council had not 
been prepared to provide the relevant assurances then BOSHire would have directed those resources to the 
hypothetical third party.  This ought not to pose a difficulty for the Court.  The notion of a 'fair wind' is now well-
established in the case law. The basic justification for the fair wind principle is that, because it is the 
Defendants' fault that the Claimants have lost the opportunity of entering into the Agreement, the burden falls to 
them to demonstrate that no loss is really caused thereby.  This works to give the Claimants a fair wind in terms 
of the value of what they have lost.  It is submitted that, in this case, that fair wind should operate such as to 
encompass the lost Hire Charges that would have been recovered over the Minimum Hire Period from the 
Defendants.  That is what would have been recovered had the Claimants not relied upon the Defendants' 
misrepresentations, albeit that the specific quantum looks like an expectation measure …”.

Are the misrepresentation and misstatement claims barred by the ultra vires finding?

355.  Clearly, if creatures of statute (be they public or private bodies) could make legally enforceable promises 
that they had the capacity they lacked, there would be little room for the ultra vires doctrine to operate. The 
same would be true if the public body could be held, by a doctrine of estoppel, to a representation it had made 
that it had the capacity it lacked.

356.  When an attempt was made to advance an estoppel argument in response to a local authority's lack of 
capacity in Rhyl Urban District Council v Rhyl Amusements Ltd at p.473, Harman J observed:

“It would destroy the necessity of ever obtaining consent if a statutory body omitting to obtain it could thereafter 
be held estopped. Such a body could by these means confer on itself a power which it had not got, and the 
ultra vires doctrine would be reduced to a nullity.”

357.  The rationale of that rule, as summarised in a passage from Halsbury's Laws which was cited with 
approval by the Court of Appeal in Janred Properties Limited v Ente Nazionale Italian Per II Turismo unreported 
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14th July 1983, is that “a party cannot by representation, any more than by other means, raise against himself 
an estoppel so as to create a state of things which he is legally disabled from creating”. 

358.  A similar rule must apply where the claimant seeks to enforce a promise that a transaction is intra vires, 
so as to require the defendant to put it in the same position as if the transaction had been intra vires. Once 
again, such a promise, if enforceable, would create the very state of things which the promisor is legally 
disabled from creating. For this reason, Rix LJ in Eastbourne BC v Foster[2002] ICR 234, [23], when referring 
to an agreement which the Council had purported to enter into which it was agreed was ultra vires, observed 
that “no reliance can be placed on any promise or misrepresentation that merely reflects an alternative legal 
foundation for binding the council to an undertaking it had no power to give”.

359.  Is the rule confined to cases where the claimant seeks to place itself in the same position as if the 
defendant had had vires (i.e. when a claimant seeks to vindicate a performance interest e.g. by claiming an 
expectation measure of damages?) In South Tyneside Metropolitan Council v Svenska International plc[1995] 1 
All ER 545, 565,  Clarke J had to consider a claim in unjust enrichment to recover sums paid under an interest 
rate swap which was ultra vires the claimant council. The bank defended those claims on the basis that it had 
changed its position, claiming the cost of closing out hedging transactions which had been entered into at or 
about the same time as the swap to manage the bank's exposure. At p.565, Clarke J rejected the bank's 
contention that it could rely upon a representation or assumption that the transaction was valid:

“Mr Mann submits that in so far as he relies upon the representation or assumption the only defence available 
to him would be one of estoppel. However he submits that both in principle and on the authorities a plea of 
estoppel would fail. The reason is that the representation or promise that the transaction was valid and any 
assumption to the same effect would be void. Since … the transaction is ultra vires and void, it follows that any 
promise, representation or assumption to the contrary is also void. I accept that submission. It appears to me 
that in principle the one follows from the other. The submission is also in my judgment supported by the 
authorities.

In my judgment in circumstances such as these the bank is not entitled to rely upon the underlying validity of 
the transaction either in support of a plea of estoppel or in support of a defence of change of position. That is 
because the transaction is ultra vires and void. It is for that reason that in a case of this kind, save perhaps in 
exceptional circumstances, the defence of change of position is in principle confined to changes which take 
place after receipt of the money. Otherwise the bank would in effect be relying upon the supposed validity of a 
void transaction”.
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360.  Svenska, therefore, is a case in which it was held that the bank could not advance a change of position 
defence on the basis that it had entered into a further transaction in reliance on a representation made by a 
public body that the initial transaction was valid, because the representation was also void.

361.  In Salmon Harvester Properties Ltd v Metropolitan Police Authority[2004] EWHC 1159 (QB), Owen J 
heard a strike out application in a case in which the claimant brought a claim for damages for a 
misrepresentation and negligent misstatement that the defendant “had, or would obtain, power to enter” an 
agreement with the defendant to re-develop Bow Street police station which the defendant was later advised 
was ultra vires. The defendant sought to strike out the claim on the basis that any misrepresentation or 
misstatement as to its ability to enter into the transaction was also caught by the ultra vires rule and therefore 
void. In response, the claimant submitted that it was not seeking to claim “the loss of profit that the claimant 
would have made had the relevant representations been true and the agreement valid and enforceable 
(expectation loss)” but “expenditure wasted as a consequence of the representations being made (reliance 
loss)” ([11]). Owen J refused to strike out the claim on the basis that it was “clearly arguable” that Svenska and 
Rhyl Amusements could be distinguished in the manner suggested because “the critical point is that the claim 
is not based upon a representation or assumption that the transaction in question was a valid and enforceable 
contract” ([12]).

362.  The arguments in Salmon Harvester disclose two possible grounds of distinction between the facts of that 
case and the decision in Svenska. The first is between expectation loss and reliance loss. However, as I have 
indicated, the decision in Svenska, although not concerned with a claim to recover loss, did involve a failed 
attempt to assert a reliance interest. If an attempt to rely on an additional transaction concluded in reliance on a 
representation by a public body as to the validity of the first fell foul of the ultra vires doctrine, I find it difficult to 
see why reliance constituted by the failure to enter into an alternative transaction with a third party in reliance 
on such a representation should be any different. Indeed the argument that, if a claimant had not been led to 
believe it could contract and had contracted with the public body, it would have done the same or similar deal 
with someone else might be thought to come even closer to an attempt to visit on the public body the very 
responsibilities it did not have legal capacity to undertake than the argument advanced before, but rejected by, 
Clarke J.

363.  The second potential ground of distinction is between a representation that the transaction was valid, and 
a representation that the public body had or would obtain power to enter into a transaction. On its own, this 
distinction cannot be decisive: it might be said to be implicit in any representation by a public body that it was 
entering into a valid transaction that it had power to enter into that transaction. However, the facts of Salmon 
Harvester involved a case in which the transaction which would have been ultra vires was never entered into, 
but the claimant was led some way down the garden path on the basis that it could and would be concluded, 
incurring expenditure along the way. I can well understand why Owen J thought that was a factual scenario in 
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which the application of the principle in Rhyl Amusements and Svenska merited consideration after the facts 
had been found at a trial.

364.  In the present case, I do not believe that it is possible to distinguish Rhyl Amusements and Svenska so far 
as the statement-based claims against the College are concerned. The substance of the Claimants' case is that 
it was led to believe that it could and had entered into a valid contract with the College. The fact that the 
representation in question was based on a letter provided by the College at or around the same time as the 
College signed the Contract cannot provide a meaningful distinction from those cases where the representation 
is as to the validity of the contract itself, and I do not think that the decisions in Rhyl Amusements and Svenska 
can be circumvented by this simple drafting device. Further, the form of reliance loss which the Claimants seek, 
and which is the only claim advanced under the misrepresentation and misstatement heads, is one which 
protects their expectation interest, and which visits the cost of fulfilling those expectations on a public body 
which lacked capacity to create and fulfil those expectations in a legally relevant sense.

365.  However, the statement-based claims against the Council, in relation to a transaction to be entered into 
(as I have found) by the College, does not give rise to this difficulty. While there are likely to be circumstances 
in which enforcing a claim against one public body on the basis of a representation or promise by it that a 
transaction to be concluded by a different public body was intra vires might fall foul of the ultra vires doctrine 
(e.g. two public bodies, each lacking the capacity to transact and each promising or representing that the other 
had it), in this case the Council did not seek to establish that it would have been outside its own capacity to 
enter into a transaction of this type. There was no attempt to argue that it would have been ultra vires for the 
Council itself to enter into the Contract by reference to the statutory provisions applicable to it, nor to establish 
that the Council's decision to sign the 14 February 2013 letter was unlawful as a matter of public law.

366.  For these reasons, my finding that the Contract was ultra vires the College precludes the statement-based 
claim advanced against the College by reference to the terms of the College's Letter, but does not preclude a 
statement-based claim against the Council by reference to the terms of the Council's Letter.

The claim under the Misrepresentation Act 1967

367.  I can deal with this claim briefly because there are two threshold difficulties with it.

368.  First, the Claimants advance this claim on the premise that the Contract is void. However, if there is no 
contract, there can be no claim under the Misrepresentation Act 1967. I shall not labour the point by extensive 
reference to the Act, but its provisions make it absolutely clear that it only applies between parties to a contract 
which is entered into after one contracting party has made a misrepresentation to the other. None of these 
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preconditions to its application can be satisfied if, as I have found and as this part of the Claimants' case 
assumes, no contract was ever concluded. This is also fatal to a s.2(1) claim against the College.

369.  Second, I have found that the Council was not the actual (or putative) contracting party, which is itself 
fatal to a claim under the 1967 Act against the Council: Atlantic Lines & Navigation Co Inc v Hallam Ltd [1983] 1 
Lloyd's Rep. 188.

The Claimants' case on loss

370.  I am going to take the remaining elements of the misrepresentation and misstatement claims out of their 
logical order, because I have concluded that the claims face insuperable evidential difficulties in relation to the 
sole basis on which it is asserted that loss was suffered, with the result that I will be able to deal more briefly 
with the “upstream” issues of what duties were owed, what representations were made, whether any duties 
were breached and whether there was reliance.

371.  The Claimants have adduced no evidence capable of supporting the claim that it would, but for the 
alleged misrepresentation by the Council, have entered into an alternative transaction on the same or 
substantially the same terms with a third party. Neither Mr Pierce nor Mr Spring gave any evidence to this 
effect. The only evidence given by Mr Spring was that if the Council had not provided its letter, BOSHire would 
not have entered into the Contract.

372.  The suggestion that, but for this transaction, BOSHire would have entered into a contract with a third party 
on essentially similar terms, is inherently unlikely:

i)  As I have set out above, I am satisfied that to a significant extent, the Building was constructed to the 
bespoke requirements of the College. The suggestion that another entity would have leased the same structure 
on the same terms is implausible.

ii)  On the evidence, the Contract represented an unprecedented and unusual transaction for BOSHire. Mr 
Spring stated that “the value of the project was significantly greater than the projects we usually engaged in”, 
BOSHire's previous experience being of transactions which “ranged from £250,000 to £1.5 million”. The 
Claimants have not begun to establish the likely existence of an available alternative transaction of a similar 
kind.

iii)  Further, the reliance case pre-supposes not simply the existence of another opportunity of this 
unprecedented size, with a counterparty able to enter into a Contract on the same economic terms without 
facing the same capacity issue, but also that, had such an opportunity existed, it was one which the entry into 
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the Contract foreclosed. However, I heard no evidence to substantiate that, had any such opportunity existed, 
BOS and BOSHire would not have been able to enter into it in any event (cf. the position in contract damages in 
WL Thompson Ltd v Robinson Gunmakers[1955] Ch 177).

373.  Against this background, it would take considerably more than a “fair wind” to lift the Claimants' quantum 
case on its misrepresentation and negligent misstatement claims off the ground. I find that the Claimants have 
failed to establish this essential element of their statement-based claims.

The factual background to the College's and Council's Letters

374.  There can be no doubt that BOSHire knew considerably more about the vires risk than the College. Mr 
Spring accepted that he was “well-versed in the ultra vires issue”. This is scarcely surprising, given that a 
central aspect of BOSHire's business was making contracts with “local authorities and with quasi organisations 
like schools and colleges”. In its early dealings with the College, it must have been apparent to BOSHire that 
the College had, at best a rudimentary understanding of this issue, not least from the fact that the College used 
terminology and made requests which would not be appropriate on the intended accounting treatment (viz the 
requests for an option to purchase). BOS's salesman, Mr Blow, appears to have shared some of the same 
misapprehensions. However, BOSHire was clearly keen that the College acquire a better understanding of the 
issues, and the informational imbalance was redressed to some extent when the College received legal advice 
from Mr McGruer of Blake Lapthorn (although I note that unlike BOSHire's adviser Ms Yardley of Watson Farley 
& Williams LLP, Mr McGruer appears to be primarily a planning rather than an asset finance specialist).

375.  However this was not a case in which BOSHire looked to the College for advice or guidance on the law, 
or for information as to what the legal constraints on the College's power to contract were. Mr Spring was aware 
of the prohibition on borrowing under paragraph 3(4) of Schedule 1 to the Education Act 2002, and of the terms 
of the Scheme. He was fully aware of the accounting issues which arose in relation to the classification of 
leases into operational and finance leases. And so far as the key inputs into that accounting assessment were 
concerned – the terms of the Contract (which Mr Spring drafted with an eye to the distinction between operating 
and finance leases), the value of the Building, the extent to which it had been specially modified for the 
Council's requirements, its economic life and the extent of any likely residual value of the Building after 15-
years – BOSHire was considerably better placed than the College to form a view on these issues, and I find that 
it did so relying on its own knowledge, experience and the legal advice it received. 

376.  It is significant that BOSHire never asked the College to explain what, if any, calculations it had done in 
satisfying itself that the Contract was not a finance lease, nor did the College ever ask BOSHire for the inputs 
necessary to perform such a calculation. It must have been obvious to BOSHire that the College had not 
undertaken any assessment of this kind before issuing the College's Letter.
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377.  It was BOSHire which set the economic parameters of this transaction, which were barely negotiated by 
the College, and BOSHire knew that the status of the Contract as an operating or finance lease would to a 
significant extent depend on those economic parameters. Mr Spring was commendably frank on this issue 
when giving evidence:

“Q  Yes, and of course it's open to you to be very cautious and to make sure you don't get anywhere near 
whatever you think the PVLMP bright line is; correct?

A.  Correct, yes. But of course, the more cautious I am, the less financial reward there is. It's a typical 
customer/supplier quandary or conflict, which is where – you know, my duty to my shareholders is to get the 
best price and the customer is always looking at the best price for them.

Q.  So it's a commercial decision?

A.  Yes”.

378.  I accept that BOSHire was keen to ascertain that the College took the same view of the classification of 
the lease that it took albeit, as I have stated, it must have been obvious to BOSHire that the College's view was 
not an informed one resulting from any close analysis of the issues. Had the College entered into the Contract, 
and then immediately classified the lease as a finance lease, the consequences for the Contract and BOSHire 
were obvious. Obtaining the College's Letter provided some comfort on this score, as well as providing 
BOSHire with evidence that the College was intending to adopt this classification which BOSHire could deploy 
when seeking to raise funding. Finally, the College's Letter may have been seen as providing BOSHire with 
some protection against any argument that the College had relied on BOSHire's advice in entering into the 
transaction.

379.  Ultimately, however, BOSHire knew that the ultra vires risk existed whatever the College said, and that 
the playing out of that risk would turn upon the application of the relevant legislation and accounting standards 
in the light of the economic parameters of the transaction. BOSHire did not rely upon the College's assessment 
in respect of any of those three matters, on each of which it rightly regarded itself as better placed to make an 
informed assessment.

380.  The position in relation to the Council's Letter is even more stark. It is clear on the evidence that the terms 
of the Council's Letter were prepared by Mr Spring of BOSHire, with input from Ms Yardley of Watson, Farley & 
Williams LLP. While BOSHire had originally hoped for a more comprehensive and direct assurance from the 
Council (including a statement that the Council, its legal advisers and auditors agreed with operating lease 
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classification under IAS 17), discussions between Mr Spring and the College and its adviser Mr McGruer 
culminated in the recognition that this was unlikely to be forthcoming. BOSHire was aware that the more it 
sought by way of reassurance from the Council, the greater the risk that not only would that request meet with 
refusal, but that the Council might seek to discourage the College from going ahead. It was decided that the 
Council was likely to respond more favourably if the request to sign a letter came from the College rather than 
BOSHire.

381.  On 14 February 2013, Ms Goodhead provided the Council with the draft letter from the College to the 
Council, saying that the College had been asked to provide “certain formal assurances regarding the Governing 
Body's powers” to enter into the Contract and that the College had in turn sought “assurances” from the Council 
as to the College's powers “in order to complete the College's records and as support for the assurances to be 
provided by the Governing Body”. That language was criticised by the Council, on the basis that it did not fairly 
reflect the process by which the request had come to be formulated and put forward nor the reasons why the 
Council was being asked to provide the Letter. However, the purpose of the Council's Letter, and the fact that it 
was being sought to provide reassurance to BOSHire, was clear from its terms, and I do not think the Council 
can have been in any real doubt as to who wanted the Council's Letter and why.

382.  The Council drafted and returned a response which expressed its “agreement” with the “assurances 
which have been given to the Governing Body”. The letter was produced and returned on the same day as the 
request was made. BOSHire received the signed letter the next morning, which Mr Spring recognised at the 
time was “really quick”. Mr Spring accepted in evidence that he had no idea whether the Council had 
undertaken any detailed consideration or obtained any advice on the contents of the Council's Letter. Given the 
turn-around time, it should have been obvious that it had not. The dilution of the reassurance BOSHire decided 
to seek from the Council, and the removal of any references to the Directors of Finance and Legal Services and 
the Council's auditors, reflected a recognition that the Council would be reluctant to provide reassurance on this 
basis, and a hope that, in its diluted form, the letter would not receive significant scrutiny within the Council. It 
would be wholly inappropriate in these circumstances to give BOSHire, through an implied representation, the 
higher level of reassurance which BOSHire had decided not to seek in express terms. The Council's Letter 
would have given BOSHire reassurance that the Council was unlikely to put a spoke in its wheels, and it gave it 
a document to show potential funders which evidenced a benevolent attitude on the Council's part to the 
project, but no more.

383.  Mr Spring accepted that the Council's Letter gave BOSHire reassurance that the Council took “the same 
view as the College” – and, he might have added, as BOSHire – “about the status of the hire contract as an 
operating lease”. However, once again I reject any suggestion that BOSHire relied on the Council's letter for the 
purpose of forming its own view as to the College's power to enter into the Contract. As I have said, it relied 
upon its own knowledge, expertise and the advice it received.
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What representations were made?

384.  Against this background, I turn to consider the issue of what representations were made in the College's 
and Council's Letters. In determining what representations, if any, are made by a document, context is key. In 
Bankers Trust International plc v PT Dharmala Sakti Sejahtera [1996] CLC 518, 533. Mance J stated:

“The meaning and effect of words never falls to be viewed in a vacuum. It is shaped by the context of their 
communication, including the parties' respective positions, knowledge and experience. A description or 
commendation which may obviously be irrelevant or may even serve as a warning to one recipient, because of 
its generality, superficiality or laudatory nature, or because of the recipient's own knowledge and experience, 
may constitute a material representation if made to another less informed or sophisticated receiver. Even in the 
case of a written description, there may be cases where a proposal or presentation misrepresents the nature or 
working of a transaction to a particular reader, although another sophisticated, more analytical or legally 
qualified reader would have been expected to appreciate the real nature or working of the transaction. What is 
fair and adequate presentation in one context between one set of negotiating parties may be unfair or 
inadequate in another context. Whether there was any and if so what particular representation must thus 
depend upon an objective assessment of the likely effect of the proposal or presentation on the recipient. In 
making such an assessment, it is necessary to consider the recipient's characteristics and knowledge as they 
appeared, or ought to have appeared, to the maker of the proposal or presentation. A recipient holding himself 
out as able to understand and evaluate complicated proposals would be expected to be able to do so, whatever 
his actual abilities. These are problems on which it is commonly not necessary to focus in a commercial 
context. The assumption on which most business is conducted is that both parties understand, or avail 
themselves of advice about, the area in which they are operating and the documentation which they use. 
Business could not otherwise be carried on”.

385.  On the basis of the findings I have made, I am satisfied that the College's and Council's Letters involved 
nothing more than representations of the College's and Council's opinions on the issues addressed at that 
point, but involved no representation as to whether there were reasonable grounds for those opinions. The 
issues addressed in the Letters were essentially matters of professional judgment, and BOSHire knew that it 
was significantly better placed than the College and the Council to make that judgment. Given that imbalance in 
knowledge and expertise on the key issues, and the fact, as I have found, that it must have been obvious to 
BOSHire that neither the College or the Council had undertaken any significant independent investigation of the 
operating lease / finance lease dichotomy, it would not be appropriate to imply a further representation that the 
College or Council had reasonable grounds for their views. As Mance J noted in the Banker's Trust case at 
p.531, such an implication will ordinarily only be appropriate where it is reasonable for “the representee to rely 
on the representor's statements rather than on his own judgment”. Such an implication would be fundamentally 
inconsistent with the realities of the parties' exchanges, which did not involve BOSHire seeking to ascertain the 
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view of more knowledgeable parties so that it could rely upon those views, but BOSHire seeking the 
reassurance from obviously less knowledgeable parties that they were both on the “same page” in relation to 
the view BOSHire had independently formed.

386.  That limited reassurance was given, but it did not prevent the College or Council from revising its views in 
the future on further consideration. It would take a promise or an estoppel to achieve that effect, but neither 
offers a viable legal argument to the Claimants in this case.

Were such representations as were made untrue?

387.  The Claimants do not suggest that the College and the Council did not, at the date they issued their 
respective letters, honestly hold the views set out in those letters. Accordingly, the only representations which 
were made were true.

388.  If I am wrong in my conclusion that the College and/or the Council did not make any implied 
representation that they had reasonable grounds for the opinions they stated they held, then such further 
representations would have been untrue in each case. There was no evidence of either the College or the 
Council undertaking any consideration of the Contract by reference to IAS 17 for the purpose of applying the 
operating lease/finance lease classification, still less of seeking to obtain the input data necessary to perform 
such an assessment with reasonable skill and care.

Did the College and/or the Council owe BOSHire a duty of care in making such representations as they made?

389.  Had the Misrepresentation Act 1967 applied, there would have been no need for the Claimants to 
establish a duty of care in relation to representations made to it by its contractual counterparty which led 
BOSHire to enter into the Contract. However, a claim under the 1967 Act is not available for the reasons I have 
set out.

390.  The Claimants advance an alternative claim based on a Hedley Byrne duty of care. I accept that the 
College and the Council were obliged accurately to set out their honest opinions on the status of the Contract in 
their respective letters, and I have found that they did so. However, I reject the suggestion that they owed the 
Claimants any wider duty to take care, and I also reject any suggestion that either the College or the Council 
owed any form of advisory duty to BOSHire in relation to the contents of their respective letters.

391.  I was referred on this issue to the following statement of the relevant legal principles by Lord Oliver in 
Caparo v Dickman[1990] 2 AC 605, 638:
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“What can be deduced from the Hedley Byrne case, therefore, is that the necessary relationship between the 
maker of a statement or giver of advice ('the adviser') and the recipient who acts in reliance upon it ('the 
advisee') may typically be held to exist where: (1) the advice is required for a purpose, whether particularly 
specified or generally described, which is made known, either actually or inferentially, to the adviser at the time 
when the advice is given; (2) the adviser knows, either actually or inferentially, that his advice will be 
communicated to the advisee, either specifically or as a member of an ascertainable class, in order that it 
should be used by the advisee for that purpose; (3) it is known either actually or inferentially, that the advice so 
communicated is likely to be acted upon by the advisee for that purpose without independent inquiry, and (4) it 
is so acted upon by the advisee to his detriment.”

392.  I was also referred to the statement by Lord Wilson JSC in NRAM Ltd v Steel[2018] 1 WLR 1190, [19]:

“If it is not reasonable for a representee to have relied on a representation and for the representor to have 
foreseen that he would do so, it is difficult to imagine that the latter will have assumed responsibility for it. If it is 
not reasonable for a representee to have relied on a representation, it may often follow that it is not reasonable 
for the representor to have foreseen that he would do so. But the two inquiries remain distinct.”

393.  In his judgment, Lord Wilson JSC referred with approval to the observations of Neill LJ in James 
McNaughton Paper Group Ltd v Hicks Anderson & Co.[1991] 2 QB 113, 126-127:

“One should therefore consider whether and to what extent the advisee was entitled to rely on the statement to 
take the action that he did take. It is also necessary to consider whether he did in fact rely on the statement, 
whether he did use or should have used his own judgment and whether he did seek or should have sought 
independent advice. In business transactions conducted at arms' length it may sometimes be difficult for an 
advisee to prove that he was entitled to act on a statement without taking any independent advice or to prove 
that the adviser knew, actually or inferentially, that he would act without taking such advice.”

394.  As these authorities make clear, the negligent misstatement duty is aimed at statements made by an 
advisor with special skill, undertaking a responsibility to advise another, who will reasonably rely upon that 
advice without independent inquiry. For the reasons already stated, that is not this case. BOSHire was not 
looking to the College or Council, neither of whom could be said to have any specialist expertise on the material 
issues, for advice. There can be no question of either the College or Council knowing the BOSHire would rely 
on the contents of their respective letters without independent inquiry, nor of it being reasonable for BOSHire to 
do so. As the College's counterparty in the intended arms-length transaction, it was for BOSHire to form its own 
views and to take its own advice on these issues, and it did so. 

Case 2:19-ap-01382-SK    Doc 349-2    Filed 01/14/22    Entered 01/14/22 07:52:03    Desc
Exhibit 2    Page 236 of 267



School Facility Management Ltd and others v Governing Body of Christ the King College and another [2020] 
EWHC 1118 (Comm)

Page 111 of 141

395.  If the Council had owed a duty of care in relation to the statements made in the Council's Letter, I would 
have rejected the Council's submission that this duty did not extend to BOSHire, because they were not an 
addressee of the Council's Letter. In Playboy Club London Ltd v Banca Nazionale del Lavoro SpA[2018] 1 WLR 
4041, [11], Lord Sumption JSC addressed the position in which those making statements might owe a duty of 
care as to their contents to persons other than the immediate recipient in the following terms:

“Mr Salzedo QC, who appeared for the Playboy Club, accepted that there was no evidence that BNL knew that 
its reference would be communicated to or relied on by anyone other than Burlington. He also accepted that in 
the ordinary course where a statement is relied upon by B to whom A has passed it on, the representor owes 
no duty to B unless he knew that the statement was likely to be communicated to B. That concession was 
plainly justified. I would go further and say that the representor must not only know that the statement is likely to 
be communicated to and relied upon by B. It must also be part of the statement's known purpose that it should 
be communicated to and relied upon by B, if the representor is to be taken to assume responsibility to B”.

396.  In the present case, the College had sought assurances from the Council on matters of obvious potential 
significance in relation to a proposed transaction between the College and BOSHire, the content of those 
assurances being directly concerned with BOSHire's rights under that transaction, and permission was sought 
and given to show the Council's Letter to BOSHire. This was a case, therefore, in which the Council not only 
knew that the Council's Letter was being shown to BOSHire, but knew that one of the purposes of seeking the 
Council's Letter was in order that it could be so shown. In these circumstances, it was part of the Council's 
known purpose in issuing the Council's Letter that it be provided to and relied upon (for whatever it was worth) 
by BOSHire.

397.  Finally, if the College and/or the Council had owed BOSHire a duty to provide advice to them in relation to 
the matters stated in their respective Letters, and to do so with reasonable skill and care, both the College and 
the Council would have been in breach of that duty, essentially for the same reasons as I have concluded that 
any representation by the College or the Council that they had reasonable grounds for the opinions set out in 
their respective letters would have been untrue.

Did BOSHire rely on such misrepresentations or misstatements as may have been made?

398.  I have already found that BOSHire did not rely on the statements in the College's and Council's Letters in 
the sense that the making of the statements caused or influenced BOSHire's belief as to the correctness of the 
matters they asserted. BOSHire formed its own view, and (rightly) proceeded on the basis that it knew a good 
deal more about the issues canvassed in the Letters than either the College or the Council.
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399.  However, I accept Mr Spring's evidence that BOSHire would not have gone ahead with the transaction if 
the College and the Council had refused to provide the Letters. Mr Spring had certain minimum documentary 
requirements for the transaction, influenced to a significant degree by the documents he thought he would need 
to raise funding, and the Letters formed part of those minimum requirements.

400.  However, in my view that is not sufficient to constitute reliance for the purposes of claims in 
misrepresentation or misstatement if the statements in the Letters proved to be untrue. It has been held that 
someone with strong suspicions that a statement is untrue may nonetheless rely on that statement for the 
purposes of the tort of deceit and as a basis for obtaining rescission of a contract (Zurich Insurance Co plc v 
Hayward[2017] AC 142). Giving the main judgment, Lord Clarke JSC held that “it is not necessary, as a matter 
of law, to prove that the representee believed that the representation was true” to establish the tort of deceit 
([18]). In that case, the tort of deceit was made out when an insurer entered into a compromise agreement 
because of a risk that a third party (the court) would accept as true a statement made to the insurer and which 
would be repeated to the court which the insurer strongly suspected was false. In Holyoake v Candy[2017] 
EWHC 3397 (Ch), [391]-[392], Nugee J identified two important features of the Zurich decision: (a) that the 
insurers did not know that the claim was false and (b) that the insured's lies might influence the court that would 
fix the value of the claim (at [391]–[392]). He concluded at [393]:

“It was a case where A lies to B and B is induced to act in a particular way because of the risk that A might tell 
the same lie to C and the effect that that might have on C. It is difficult to see that that principle can have any 
application where there is no third party or C involved. Where all that happens, as in the present case, is that A 
tells a lie to B, it is difficult to envisage the circumstances in which that can induce B to act in a particular way 
unless B is taken in and believes that what A says is true, or at least might be true”.

401.  The decision in Zurich has not been without its critics (see for example Paul S Davies and William Day, “A 
Mistaken Turn in the Law of Misrepresentation” [2019] LMCLQ 390). However, it is a case in which the 
significance of the misrepresentation lay in the fact that the making of the misrepresentation might cause 
someone (in that case, a court) to believe that the matters asserted were true. Where the only significance of a 
representor's assertion of the truth of a state of affairs is the fact that it is made, not that the making of the 
statement would cause someone to accept the truth of the matters represented, that is not, in my view, capable 
of supporting a cause of action in misrepresentation or misstatement. It would involve a fundamental, and to my 
mind unjustified, expansion of the traditional scope of representation-based torts if a contracting party could 
protect itself against a known risk of an intended transaction by requiring someone to make a representation as 
to the absence of that risk as a condition of proceeding, in circumstances in which the statement did not cause 
or influence the contracting party's evaluation of the risk. A party who wishes to allocate a risk of contracting of 
this kind must do so by contract, or not at all. When, as in the present context, it is not possible to allocate the 
risk to the contractual counterparty by a binding promise because the counterparty lacks the capacity to give 
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such a promise, it would be particularly surprising if the risk of lack of capacity could nonetheless be transferred 
to that party by requiring it to make a statement on the truth of which the claimant did not rely.

The position as between the First to Third Claimants

402.  Given the findings I have made, which involve the misrepresentation and misstatement claims failing at a 
number of levels, it is not necessary for me to expand an already long judgment by addressing the issue of 
which of the three Claimants had the right to claim in misrepresentation and misstatement and for what loss. I 
would only observe that if a viable claim for substantial damages had survived this far in its analytical journey, it 
is unlikely it would have fallen down a black hole at the finishing line (see Offer-Hoar v Larkstone Ltd[2006] 
EWCA Civ 1709). Nor is it necessary to consider the arguments on whether BOSHire failed to mitigate any loss 
which it may have incurred, or whether any damages it can recover fall to be reduced by reason of contributory 
negligence.

THE CLAIMANTS' CLAIM IN UNJUST ENRICHMENT

403.  If, as I have held, the Contract is void because it fell outside the College's capacity to contract, and there 
is no remedy in misrepresentation or negligent misstatement, the Claimants bring a claim in unjust enrichment 
against the College, on the basis that the College has been unjustly enriched at the Claimants' expense through 
the retention and use of the Building.

404.  The unjust enrichment claim is advanced by each of BOSHire, SFM and GCP. No defence of change of 
position is advanced, but the College does say that (a) only GCP is entitled to claim; and (b) that BOSHire 
and/or SFM and/or GCP acted at their own risk, and for that reason are not entitled to make any recovery

Who is the correct Claimant?

405.  The proper claimant in an unjust enrichment claim is the party at whose expense the other party has been 
unjustly enriched. In this case there are three candidates: BOSHire, SFM and GCP.

406.  Lord Reed JSC in Investment Trust Companies v Revenue & Customs Commissioners[2018] AC 275, 
[37] observed that “decisions concerning the question of whether an enrichment was 'at the expense of' the 
claimant demonstrate uncertainty as to the approach which should be adopted”. He noted at [42] that unjust 
enrichment was “designed to correct normatively defective transfers of value, usually by restoring the parties to 
their pre-transfer positions”. Lord Reed JSC observed that “the expression 'transfer of value' is … too general to 
serve as a legal test”, but that unjust enrichment presupposes that the defendant has received a benefit from 
the claimant, with the claimant having suffered a loss through the provision of the benefit ([43]]). The editors of 
Goff and Jones: The Law of Unjust Enrichment (9th ed) para. 6.03 also use the concept of “transfer of value” to 

Case 2:19-ap-01382-SK    Doc 349-2    Filed 01/14/22    Entered 01/14/22 07:52:03    Desc
Exhibit 2    Page 239 of 267



School Facility Management Ltd and others v Governing Body of Christ the King College and another [2020] 
EWHC 1118 (Comm)

Page 114 of 141

identify at whose expense a particular benefit has been conferred, as does Professor Burrows QC in The Law 
of Restitution (3rd ed) pp.66-67. In a case of so-called “direct providers” of benefit (in contrast to the third-party 
case where a benefit which should have gone from A to B goes from A to C)), the enrichment enjoyed by the 
recipient will generally come at the expense of the person who directly transferred that value to the recipient.

407.  In this case, there was a direct transfer of value by the owner of the Building, who had the right to re-claim 
possession of it, to the College, who enjoyed that possession. The original owner of the Building was BOSHire 
– the terms of the Contract record that BOSHire was acquiring the Building from BOS for the purposes of the 
Contract. However, the Notice of Assignment of 5 June 2013 provided that “SFM will be or become the legal 
owner of the Equipment in due course”. While I have not seen the document by which this transfer was 
effected, this had clearly happened by 4 July 2013, when SFM entered into the RSA with GCP, clause 3.1.6 of 
which warranted that SFM was the legal and beneficial owner of the Building. Accordingly I am satisfied that by 
the time the College took possession of and began to use the Building in September 2013, SFM was the owner.

408.  In the period after September 2013, the transfer of value to the College in the form of possession and use 
of the Building has involved loss to SFM as the owner, because SFM as owner would otherwise have enjoyed 
those rights, and would have been able either to use the Building itself or sell or lease the Building to someone 
else. By contrast, GCP has transferred nothing to the College, and the College's enjoyment of the Building has 
not been occasioned by any loss to GCP. Even if the College's failure to pay for such enjoyment since 
September 2017 might in some sense be treated as a loss to GCP, it is not a loss occasioned by the transfer of 
the benefit of the Building to the College, but by the College's failure to pay for the benefit so transferred.

409.  I do not believe that the identification of the party at whose expense the enrichment occurred changes 
simply because SFM (proceeding on the erroneous basis that the Contract was valid) assigned its rights to 
payment under the Contract to GCP. While the College submits that “only GCP can have any claim in 
restitution for the College's use of the building since September 2017, because only GCP has had any right to 
receive hire payments in that period”, this analysis takes no account of the fact that (i) GCP has itself 
transferred no value to the College; (ii) the assignment by SFM of rights arising from its transfer of value is not a 
matter between it and the College as the enriched party but something SFM did for its own purposes; and (iii) 
as the Contract is void, there was never any contractual right to hire payments capable of being assigned to 
GCP.

410.  There is, however, a separate and subsequent question of whether SFM has assigned its claim in unjust 
enrichment to GCP. When such an assignment takes place, Lord Reed JSC suggested in Investment Trust 
Companies v Revenue & Customs Commissioners at [48] that “the claimant stands in the shoes of the assignor 
and is treated as if it had been a party to the relevant transaction, and the defendant's enrichment had been 
directly at his expense”.
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411.  By clause 2.1 of the RSA, SFM assigned “all of the Vendor's right, title and interest in and to the 
Receivables [i.e. hire due under the Contract].” In my view, those words do not encompass SFM's claim in 
unjust enrichment against the College. They merely assign the contractual right to payment which all parties 
believed had arisen.

412.  In summary:

i)  The enrichment which the College enjoyed and is continuing to enjoy through the use of the Building was 
and is at the expense of SFM as the owner of the Building throughout the period of possession and use by the 
College.

ii)  SFM has not assigned any claim in unjust enrichment to GCP.

iii)  The proper claimant is, therefore, SFM. 

Does the claim in unjust enrichment fail because SFM knowingly took the risk that the Contract was ultra vires?

413.  The College alleges that any claim in unjust enrichment is precluded because SFM was aware of the ultra 
vires risk when the Building was provided to the College.

414.  The suggestion that claim in unjust enrichment might fail for this reason appears to have been first 
articulated in Kleinwort Benson v Lincoln City Council[1999] 2 AC 349, one of the cases concerned with local 
authorities who had purported to enter into ultra vires swaps transactions. Lord Hoffmann noted (at p.401) that:

“There may be cases in which banks which have entered into certain kinds of transactions prefer not to raise 
the question of whether they involve any legal risk. They may hope that if nothing is said, their counterparties 
will honour their obligations and all will be well, whereas any suggestion of a legal risk attaching the instrument 
they hold might affect their credit ratings. There is room for a spectrum of states of mind between genuine belief 
in validity, founding a claim based on mistake, and a clear acceptance of the risk that they are not”.

415.  It will be noted that Lord Hoffmann appears to have had in mind a position where a bank becomes aware 
of a legal risk to a swap transaction which it had already entered into, but prefers to carry on paying out for fear 
that raising the issue might have adverse consequences (either from the notional counterparty or in evaluations 
of the bank's assets). In the same case, Lord Hope (at p.410) addressed the position of a payer who is aware 
that there is doubt as to whether a particular payment is due, but who pays “without waiting to resolve that 
doubt”, stating “a person who pays when in doubt takes the risk that he may be wrong”.
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416.  Both judges returned to the issue when considering payments of tax demanded and made on the basis of 
a mistaken understanding of the law in Deutsche Morgan Grenfell Group plc v IRC[2007] 1 AC 557. Lord 
Hoffmann at [26] said that “the real question is whether the person who made the payment took the risk that he 
might be wrong. If he did, then he cannot recover the money”. He noted the finding at first instance that the 
person who had authorised the payments in that case – a Mr Thomason – had personally been in no doubt that 
the payments were due, and observed that this was sufficient to establish a mistake. As is clear from the 
judgment of Lord Brown at [175], a specific concern in that case was the effect on settled transactions if those 
who had made payments on a legal basis which they were aware might be false could thereafter seek to 
recover those payments once the definitive legal position was established with the benefit of the extended 
limitation period for recovering amounts paid under a mistake provided by s.32(1) of the Limitation Act 1980. 

417.  However, on the formulation adopted by Lord Hoffmann (with the support of Lord Hope), where a payer 
takes the risk that the payment may not be due the effect is not simply to take the payment outside s.32(1) for 
limitation purposes, but to render the payment irrecoverable from the outset. This was confirmed by Lord 
Walker in Pitt v Holt[2013] 2 AC 108, [114], who further noted that “it does not matter if the mistake is due to 
carelessness on the part of the person making the … disposition, unless the circumstances are such as to 
show that he deliberately ran the risk or must be taken to have run the risk of being wrong.”

418.  The editors of Goff and Jones at para. 9-37 doubt that “'assumption of risk' should be elevated to the 
status of an independent bar”, noting that “there is also a danger that assumption of risk will only function as a 
conclusory label” (para. 9-38). Frederick Wilmot-Smith has also criticised the circular nature of “assumption of 
risk” reasoning (because the payer can only be said to have taken the risk of non-recovery if there is no claim in 
unjust enrichment): “Replacing risk-taking reasoning” (2011) 127 LQR 613. 

419.  The cases in which the concept of “assumption of risk” has featured have generally involved attempts to 
recover mistaken payments or where one party does work in anticipation of the conclusion of a contract, rather 
than a case such as the present in which goods or services are provided pursuant to the terms of a contract 
which the parties purport to enter into but which is in fact void. Unjust enrichment claims of this kind are 
generally categorised as “failure of basis” claims, restitution being appropriate because the benefit was 
conferred on a joint understanding that the recipient's right to it was conditional on counter-performance. Where 
this basis for unjust enrichment is relied upon, and the failure of basis established, it might be thought that there 
is limited scope for the claim to fail because the claimant has assumed the risk of its failure. The very fact that 
the conferring of the benefit was, to the parties' joint knowledge, conditional in this sense involves an allocation 
of risk, and one which is inconsistent with the party rendering the benefit having assumed the risk of the 
absence of counter-performance.
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420.  The attempt to distinguish between mistaken payment cases (where a claim in unjust enrichment would 
be precluded if the payer took the risk the payment might not in fact be due), and cases where the benefit is 
transferred on the basis of a void contract (where it would not) runs into the immediate difficulty that the cases 
concerned with ultra vires swaps (unlike those concerned with payments of tax demanded but not due) involve 
both elements. A party who has made payments under a swap agreement on the basis of a mistake that there 
is a binding contract, has also made those payments on the basis that there will be counter-performance from 
the opposing party. 

421.  It is clear from the treatment of unjust enrichment claims in respect of payments made under wholly 
executed ultra vires swaps that the mere fact that the anticipated counter-performance has been received does 
not preclude a claim in unjust enrichment by the net payer based on the mistake as to the existence of the 
contract (Guinness Mahon & Co Ltd v Kensington and Chelsea RLBC[1999] QB 215). This case can be seen 
as treating payments under void swap contracts as conditional in two respects: conditional on the receipt of 
counter-performance, but conditional also on the conclusion of a binding contract and the legal rights which 
would follow from that. I can see no objection in principle to the transfer of a benefit being subject to more than 
one condition, failure of any one of which will generate a claim in unjust enrichment. This analysis is supported 
by the editors of Goff and Jones (paras. 13.14-13.15) and also by the Singapore Court of Appeal in  Benzline 
Auto Pte Ltd v Supercars Lorinser Pte Ltd [2018] 1 SLR 239, [52] in which Judith Prakash JA observed:

“Although it is usual and convenient to refer to the basis of a transfer, the reality is that, as the learned authors 
of Goff & Jones observe at para 13-14, a transfer may have more than one basis”. 

422.  In those cases where the claimant is aware of and can be taken to have assumed the risk that there is no 
binding contract, that may have the effect that the claimant cannot allege that the payment was conditional on 
the existence of a binding contract. However, it does not necessarily follow that a claimant who has assumed 
the risk that there is no binding contract has also assumed the risk of absence of counter-performance if the 
transfer of benefit is also conditional in this respect (as benefits provided on the basis of a void contract will 
generally be). This is an issue which is unlikely to arise in void swaps cases where the claim in unjust 
enrichment is invariably asserted by the net payer for the net payment, and the ultra vires argument will only be 
raised when the public body is “out of the money”. While Tomlinson J in Haugesund Kommune v Depfa ACS 
Bank[2009] EWHC 2227 (Comm), [145] described the suggestion that assumption of risk might operate 
differently as between different “unjust factors” as “a somewhat arid controversy”, and observed that the nature 
of the enquiry in respect of both mistake and failure of condition was “the same” on the case before him, he 
accepted that “that might not in all cases be so”.

423.  Turning to the present case, the provision of the Building to the College was clearly conditional in the 
sense that it was the joint understanding of SFM and the College that it was to be paid for, and that the Building 
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was being provided on the condition of such payment. That condition having failed in respect of the period after 
September 2017, SFM is entitled to a remedy in unjust enrichment. I do not believe that it would be an answer 
to that claim if it was not open to SFM to contend the transfer of benefit was also conditional in a second 
respect (namely that the Contract was binding) because SFM had taken the risk that the Contract was void. 
Each argument of failure of condition has to be considered on its own merits. The fact that the transferor had 
assumed a risk in relation to one matter, so as to preclude an argument that the transfer was conditional in that 
sense, is no reason why it cannot point to a different respect in which the transfer was subject to an unfulfilled 
condition.

424.  In any event, in respect of the position up to judgment, I am satisfied that SFM cannot be said to have 
known of and chosen to take the risk that the Contract was not valid, whether that issue is approached 
subjectively or objectively (cf. Goff and Jones para. 10-037). I accept Mr Spring's evidence that it was his belief 
when the Contract was concluded, and thereafter, that sufficient steps had been taken to ensure that the 
Contract was within the College's capacity. Just as this factual finding was conclusive of the position in 
Deutsche Morgan Grenfell Group plc v IRC, so it is here. While it would not matter whether or not what I have 
found to be a mistaken understanding was the result of carelessness (cf. Pitt v Holt, [114]), it is clear that Mr 
Spring took legal advice on the issue, and paid close attention to the terms of the Contract, all with a view to 
seeking to ensure it was appropriately classified as an operating lease and not a finance lease.  While I accept 
that the desire to maximise profit meant that Mr Spring sought to get as close to the line as he could, I am quite 
satisfied that he took steps to ensure and firmly believed that SFM had not crossed it. I am also satisfied that 
the College could never have reasonably understood that, if the Contract proved to be outside the College's 
capacity, SFM intended to provide the use of the Building gratuitously.

How is any claim in unjust enrichment to be valued?

425.  The proper approach to valuing a benefit conferred in these circumstances is set out by the Supreme 
Court in Benedetti v Sawiris[2014] AC 938. Lord Clarke JSC at  [34] concluded that “the starting point for 
identifying a benefit which has been conferred on a defendant, and for valuing that benefit, is the market price 
of the services”. That value would ordinarily be what a reasonable person in the position of the defendant would 
pay for the services provided ([17]), subject to considerations of subjective devaluation which do not arise in 
this case ([18]). 

426.  In cases where the parties proceed on the basis that they have concluded a contract for the provision of 
services, but in fact they have not, or where the parties are in negotiations for a contract which is not 
concluded, reliance is sometimes placed on the “contractually agreed” rate or the rate offered in negotiations as 
the best guide to the market value of the benefit conferred. In Benedetti Lord Neuberger PSC stated at [168]:
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“[I]n the absence of any other evidence or any good reason to the contrary, where two parties agree, at arm's 
length, that one of them will pay a certain sum, or at a certain rate, for a type of benefit to be provided by the 
other, there must be a prima facie presumption that that amount is, or at least is good evidence of, the market 
value of that type of benefit.”

427.  However, in this case there is expert evidence of the market value of the benefit, albeit only from the 
Defendants' expert, Mr Manley. His valuation – a figure rising from £250,000 per year in 2013 to £270,000 a 
year by 2019 – is far removed from the amount which the College agreed to pay under the Contract, namely 
£667,841.00 plus VAT per year. In circumstances in which there is such a significant discrepancy between the 
Contract price and the objective evidence of value, the decision in Benedetti suggests that the contract price 
will only be of limited use in valuing the benefit. Lord Reed JSC (at [139]-[140]) suggested that it would be 
important to know the reason for the discrepancy, which might reflect an imbalance in the bargaining skills of 
the parties. He cautioned against placing reliance on the agreed price “in the absence of any identified 
circumstances which could account for the divergence from the value indicated by other evidence”.

428.  In this case, I am unable to place any significant reliance on the Contract price when valuing the benefit 
which the College has obtained for the following reasons:

i)  First, as I have set out above, there is no evidence of the College taking any steps to seek to negotiate the 
prices proposed by BOSHire. It simply accepted the prices which were put forward. The comfort which a court 
may sometimes draw from a price arrived at between two parties bargaining at arms-length is absent here.

ii)  Second, there is a very significant difference between the terms under the Contract – under which the 
College had the benefit of a 15-year period as hirers of the Building, an assignment of BOS's warranty as to the 
life of the modules, and a strong expectation, at the end of that 15-year period, of purchasing the Building – and 
the circumstances which prevail in the absence of a contract, in which the College's use of the Building is 
subject to the risk that BOSHire/SFM might request its return on reasonable notice at any time. As Lord Clarke 
JSC noted in Benedetti at [99], any contract which the parties to the unjust enrichment claim have entered into 
“might have included many other terms and conditions besides a price”.

iii)  Third, it is important that the valuation of the Claimants' unjust enrichment claim remains consistent with the 
basis on which I have found that the Contract was beyond the College's capacity. I have found that the Contract 
was a finance lease because substantially all of the risks and rewards of ownership were assumed by the 
College. In valuing the benefit which the College received for the purposes of a claim in unjust enrichment, the 
price payable under a contract which the College lacked the capacity to enter into is, necessarily, a poor guide 
to the value of the benefits it did receive. For the purposes of the Claimants' claim in unjust enrichment, those 
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benefits fall to be valued on a fundamentally different basis (namely of benefits of a kind for which the College 
could have obtained by way of an operating lease), with the result that the economics of the benefit being 
valued are fundamentally different from those inherent in the Contract.

iv)  In this regard, it is significant that while the use of property can constitute the transfer of benefit for the 
purposes of a claim in unjust enrichment when a contract for hire has been found to be unenforceable, no claim 
in unjust enrichment will be allowed where this would be inconsistent with the policy which led to the contract of 
hire being void in the first place. It was for this reason that a claim in unjust enrichment for the benefit of using a 
car failed in Dimond v Lovell[2002] 1 AC 384, 397-398 when the hire contract was unenforceable under the 
Consumer Credit Act 1974. In this case, the Contract was void because it amounted to a finance lease and 
therefore borrowing. It would not be inconsistent with this finding to value the enrichment by reference to the 
market price of the right to use the Building under an operating lease. However, the ultra vires nature of the 
Contract counts strongly against any use of the Contract hire rate as evidence of market value.

429.  In supplemental submissions which I asked the parties to file to address the College's claim in unjust 
enrichment, and which were filed on 1 April 2020, the Claimants made the following comment on Mr Manley's 
valuation of their unjust enrichment claim:

“For the avoidance of doubt, the sum identified by Mr Manley at paras 6.15-6.27 and para 8.2 of his report 
(£250,000-£270,000) was reached by reference to rental of entirely incompatible buildings and did not consider 
the appropriate market value for the particular Equipment in question (which would obviously have been a great 
deal higher to account for the specifications and particularities by the College). This was not just a building but 
a series of relocatable structures compiled to the specific and exact specifications of the College”.

430.  However in circumstances in which the Claimants had not adduced any evidence themselves of the 
objective value of the benefit received by the College from possession and use of the Building, nor cross-
examined Mr Manley on his evidence on this issue, it is not open to the Claimants to advance these points 
some three weeks after trial concluded (whether “for the avoidance of doubt” or for any other purpose). In any 
event, the Claimants still advanced no alternative figure save (implicitly) to contend that I should use the price 
payable under the Contract. For the reasons I have set out above, I am unable to place any reliance on that 
figure.

431.  In these circumstances, the only evidence of the objective value of the benefits which the Claimants 
provided to the College is that of the Defendants' expert, Mr Manley of a market rate per annum of £250,000 in 
September 2013, rising to £270,000 per annum by November 2019. Accordingly I will ask the parties to agree a 
calculation of the benefit for each year of hire as follows:
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i)  For September 2013 to August 2014, £250,000.

ii)  For each subsequent year from September 2014 to 4 September 2019, a figure which reflects a straight line 
extrapolation on the basis that the market value rose on a linear basis from £250,000 to £270,000 over that 
period.

iii)  For the period from 5 September 2019 to the date of judgment, a pro rata proportion of £270,000 per 
annum.

432.  For reasons which I explain below, I am satisfied that SFM has a defence of change of position to the 
College's claim to recover payments from SFM. This raises an issue as to the interrelationship of SFM's and the 
College's claims in unjust enrichment. I return to that issue below after I have considered the College's claim in 
unjust enrichment.

For what period can SFM claim?

433.  The unjust enrichment claim is pleaded on the basis that the College has been unjustly enriched by the 
retention of the equipment. The Particulars of Claim assert a claim in respect of unjust enrichment “to date”, 
albeit one only quantified “as of” 30 October 2018. The Reply similarly notes that the claim for unjust 
enrichment is one brought “up to and including today's date (the College having insisted on wrongfully retaining 
the Equipment)”. 

434.  In my view, this involves the assertion of a continuing claim for unjust enrichment for so long as the 
College continues to insist on retaining the Building. It follows that I reject the College's submission that SFM is 
only entitled on its statement of case to assert an unjust enrichment claim in respect of the period up to trial and 
not thereafter.

435.  However, the position with regard to any claim by SFM following judgment gives rise to a number of 
potential difficulties.

436.  First, once it is established that the Contract is void, it might be said that any complaint by SFM in relation 
to subsequent use of the Building by the College is properly the domain of the law of tort. SFM is able to assert 
its right as owner to recover the Building (albeit, given that the Contract is void, it cannot seek to enforce as it 
has previously a contractual obligation requiring the College to dismantle and return the Building). If the College 
refuses to comply with such a demand, then that is likely to constitute conversion of the Building, triggering a 
right to user damages (see One Step (Support) Ltd v Morris-Garner and another[2018] UKSC 20, [25]-[30]). If, 
however, SFM does not choose to seek to reclaim its property, it might be said that any continuing possession 
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on the College's part is not the result of any unjust factor capable of supporting an unjust enrichment claim, but 
simply a consequence of SFM's own decision not to try and get its property back.

437.  Second, if a claim in unjust enrichment is hereafter pursued in respect of the period after judgment, it 
might be argued that the College's continuing use of the Building after judgment does not involve a separate 
and independent transfer of value (c.f. Prudential Assurance Co Ltd v Revenue and Customs Commissioners 
[2019 AC 929). In my view, the preferred analysis is that where the benefit conferred is not the transfer of 
property outright, but the transfer of the right of possession (and the concomitant right of use) of property which 
the transferor is entitled to terminate at will,  it is appropriate to treat each period during which the right of 
possession and use subsists as an independent transfer of value. That would be consistent with the fact that 
the objective valuation of the benefit is itself time-dependent (viz a market rate for use for a particular period). 
That is very different from the position where there is an outright transfer of money or property, which the 
transferee subsequently uses (in which case the subsequent use of the money or property will not involve a 
further and independent transfer of value: cf. Professor Stevens, “The Unjust Enrichment Disaster” (2018) 134 
LQR 574, 596-597). 

438.  Third, if an unjust enrichment claim is to be brought, the effect of my judgment is that it will not be possible 
for SFM to contend hereafter that it is conferring the right to possess and use the Building on the College on the 
basis of a mistaken belief as to the status of the Contract. However, for the reasons I have set out above, it may 
be said that that of itself does not preclude an unjust enrichment claim for the period after judgment. It might still 
be said that there was joint understanding that one of the conditions on which the Building was provided – that 
its use would be paid for – was a continuing condition, capable of operating even after it has been definitively 
determined that the Contract is void. 

439.  Finally, the position might arise in which SFM was offered a reasonable opportunity to disassemble and 
remove the Building, but refused to take it, raising the issue of whether use of the Building by the College 
thereafter would be capable of generating an unjust enrichment claim in circumstances in which it had made it 
clear it no longer wanted the Building (see the discussion in Goff and Jones at para. 17-10).

440.  These are potentially deep waters, which were not navigated at the trial, and which are best left for final 
determination as and when the precise facts prevailing in the period after judgment are known. The 
observations in paragraphs 436 to 439 are not intended to determine any of these issues, but are made in the 
hope that they might be of some assistance to the parties in reaching agreement on the future position.

THE COLLEGE'S COUNTERCLAIM IN UNJUST ENRICHMENT
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441.  The College also brings an unjust enrichment claim, seeking to recover the payments it has made. Its 
pleaded case is that it has made:

i)  payments to BOSHire of £2,001,613.75 (inclusive of VAT) over the period November 2011 to January 2014; 
and

ii)  payments to SFM of £2,003.522.40 (inclusive of VAT) over the period from August 2014 to September 2017.

442.  The claim for repayment was originally advanced by the College solely against SFM (the only claimant at 
the relevant time), with the result that the defence of change of position to that claim was only pleaded by SFM. 
Once BOSHire and GCP were amended into the claim form as additional claimants, the College amended its 
counterclaim to seek repayment from all three Claimants. However, no amendment was made to the change of 
position defence, which continued to be advanced only by SFM. This has led to extensive debate in post-
hearing submissions as to whether the defence of change of position is available in respect of any of the 
payments, and thrown up a number of further issues which were not fully explored during the hearing.

How much was paid and to whom?

443.  In a supplemental statement served on 10 February 2020, Ms Williams gave evidence about the invoices 
paid by the College, identifying amounts said to have been paid to BOSHire and amounts said to have been 
paid to SFM.  

444.  The statement gave the following information:

I have added the letters in the first column to make it easier to identify the specific invoices under consideration 
in the discussion which follows.

445.  Mr Spring said that payments A and F had been made to BOS and not to BOSHire. Mr Spring gave the 
following evidence about invoices D and E:

“A  The two payments under 242 – invoice numbers 2424 and 2425 – were – they ended up with BOSHire, but 
they were actually --- or they ended up with SFM rather.

Q  When you say 'ended up', do you mean?

A  Well, because I think Built Offshore actually –
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Q  -- paid by them or –

A  Yes, but BOSHire ended up with the money or SFM received the benefit of the cash but I think the invoicing 
was done on those two payments by Built Offshore, just as an accident of the way the administration worked”.

Invoice No Date Amount Supplier

BOS11884 [A] 30/11/2011 £36,000 BOSHire

BOS2268 [B] 12/02/2013 £348,000 BOSHire

BOS2286 [C] 11/03/2013 £372,000 BOSHire

BOS2424 [D] 11/09/2013 £1,202.114.40 BOSHire

BOS2452C [E] 11/09/2013 (£720,000) CREDIT BOSHire

5395228 [F] 20/01/2014 £48,499.35 BOSHire

008 [G] 01/08/2014 £380,230.80 SFML

0010 [H] 03/09/2014 £20.473.20 SFML

0011 [I] 01/08/2015 £801,409.20 SFML

0012 [J] 22/08/2016 £801,409.20 SFML

446.  By the time closing submissions came to be made, there was no dispute that payment under invoice A 
issued in November 2011 was made to BOS. Further, the invoice was not paid pursuant to the Contract (which 
was not signed for another 16 months). In these circumstances, the College realistically accepted that it was 
not in a position to seek recovery of this amount against the Claimants on the basis of a finding that the 
Contract was ultra vires. However, the position of invoices B to F remained in dispute. 

447.  It is clear from the documents that the invoices which Ms Williams had identified as having been paid to 
BOSHire were issued by BOS which provided its own bank account details for payment. It is also clear that the 
credit note which Mrs Williams identified as having been received from BOSHire was a credit note from BOS. 
That credit note was issued in the amount of £720,000 as a means of giving credit for the payments made 
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under invoices B and C (which totalled £720,000), with the result that invoices B and C, and credit note E 
cancel each other out. For that reason, I do not consider them further. That leaves invoices D and F.

448.  So far as invoice D is concerned:

i)  In supplemental closing submissions, the Claimants produced a further invoice from SFM to BOS in the 
amount of invoice D, which was described as follows:

“Hire charge for period from 05.09.13 to 04.09.14 due from Christ the King under Hire contract ref 1022 – 
invoiced by Built Offshore as agent”.

ii)  As this invoice suggests, invoice D is in the amount of the first hire payment as set out in the September 
2013 supplement to the Contract.

iii)  At the date this payment was made, BOS had no entitlement to it (because it was never a payee under the 
Contract) and BOSHire had no right to it because it had assigned its right to rent to SFM, and the College had 
been notified of that assignment. 

iv)  The evidence of Mr Spring, with which the invoice produced by the Claimants following the trial is 
consistent, is that this amount found its way to SFM.

v)  In these circumstances, I reached the provisional conclusion that invoice D was paid by the College to BOS 
who received it as agent for and accounted for it to SFM. However, given that the fact and transmission of the 
payments ought to be matters of record, I decided to allow the Claimants and the  College the opportunity to 
check the position before reaching a final conclusion. After checking the position, the College confirmed that 
invoice D had indeed been paid to BOS, with the College's accounting system showing that credit note E came 
from “Built Offsite Ltd” and that invoice D was paid to “Built Offsite Ltd”. SFM provided a copy of its bank 
statement for the relevant period which confirmed that the amount had been accounted for by BOS to SFM.

449.  That leaves Invoice F which, on Mr Spring's evidence, was paid to BOS and not BOSHire and for which 
there is no evidence to suggest it was ever re-billed to SFM. I accept Mr Spring's evidence:

i)  As I have noted, invoice D was in the amount of rent due on the commencement date of the Contract. 
Similarly, invoices G and H, added together, are exactly equal to the amount of rent payable on the first 
anniversary of the Completion Date under the Contract. Invoices I and J respectively are equal to the payments 
due under the Contract in September 2015 and September 2016 respectively.
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ii)  By contrast, Invoice F is not referable to any amount payable under the Contract. This corroborates Mr 
Spring's evidence that this amount was not paid under the Contract. 

iii)  In these circumstances, I have concluded that the College had no right to recover the amount paid under 
invoice F, which (a) was not paid under the Contract, and therefore is not susceptible to a claim in unjust 
enrichment on the basis that the Contract was void; and (b) was not paid to or for the benefit of SFM, but to 
BOS.

450.  As I have noted, through the RSA, SFM entered into an agreement to assign its right to payments under 
the Contract to GCP. The effect on that purported assignment of my conclusion that the Contract was void, with 
the result that SFM had no right to rent to assign, was not explored before me. The notice of the assignment 
given to the College provided that the College should make payments into a bank account in the name of GCP,  
but also provided that the College should continue to deal with SFM until they had received written notice from 
GCP to the contrary. Further, the invoices in question were issued by SFM and not by GCP.

451.  As I have noted, the College's evidence was that it made the payments to BOSHire or SFM. The 
College's case in opening was that “no payments were in fact ever made to GCP”, and its case in closing was 
that the amounts it had paid fell “to be recovered from BOSHire and SFM” and that “no payments were made to 
GCP”. That remained the College's position in the further submissions which I asked it to file after the hearing.

452.  In these circumstances, I have concluded that I should proceed on the basis that the College's unjust 
enrichment claim is being advanced against BOSHire and SFM, and I have not considered the issues which 
would arise if the claim were to be advanced against GCP instead. If, however, I had concluded that it was 
necessary to consider the College's unjust enrichment claim on the basis that GCP was the appropriate 
defendant, I would have given GCP the opportunity to make an application for permission to amend to advance 
a change of position defence.

453.  In summary:

i)  The College cannot bring an unjust enrichment claim in respect of invoices A and F.

ii)  The College can bring an unjust enrichment claim in respect of invoices D, E, G, H, I and J in the total 
amount of £2,485,636.80 inclusive of VAT, and the appropriate defendant to those claims is SFM.
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454.  Unless SFM can establish one of the recognised defences to an unjust enrichment claim, the College is 
entitled to recover these payments. The basis of the claim can be analysed in a number ways: that the 
payments were made under a mistake of law or subject to a condition (which failed)  that the College was 
acquiring legal rights (Kleinwort Benson Ltd v Lincoln City Council[1999] 2 AC 349) or under the principle in 
Auckland Harbour Board v The King[1924] AC 318 that ultra vires payments by a public body are recoverable in 
unjust enrichment.

455.  The only defence advanced to the College's claim in unjust enrichment is the defence of change of 
position. 

SFM's change of position defence

Is it open to SFM to advance a change of position defence, and if so what basis?

456.  SFM's pleaded change of position defence is as follows:

“It is averred that SFM has, in good faith, changed its position. In particular, it is averred that such sums as 
were received as hire charges pursuant to the terms of the Hire Contract have been spent, in good faith and in 
the honest belief that the Hire Contract was not ultra vires, on servicing its financial obligations arising out of the 
manufacture, commissioning, transportation, and construction costs involved at the beginning of the Hire 
Contract”.

457.  The College's unjust enrichment claim, and SFM's defence to it, were not addressed in the Claimants' 
opening skeleton argument. For its part, the College's opening skeleton provided:

“It is understood from the Claimants' Defence to Counterclaim that SFM (alone) pleads a change of position 
defence by reference to 'servicing its financial obligation arising out of the manufacture, commissioning, 
transportation, and construction costs involved at the beginning of the Hire Contract'. No evidence has been 
advanced in this respect on behalf of SFM, which has provided no disclosure as to its finances at all, and the 
College does not presently understand the basis for a change of position defence”.

458.  In this case, the pre-trial directions provided for the service of supplementary opening skeletons. The 
Claimants' supplemental skeleton did not respond to that allegation, or otherwise address the College's claim in 
unjust enrichment.

459.  As the College's opening skeleton rightly observed, no witness evidence was adduced by the Claimants 
which directly addressed the change of position defence. While Mr Spring gave some evidence as to the 
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financial arrangements between the Claimants and the structure of the transaction on the Claimants' side, he 
did not engage in any detailed explanation of what amounts SFM had paid and when.

460.  In its written closing submission, SFM explained its case as follows:

“SFM was, under both the Deed of Assignment and RSA, responsible for  the costs of manufacture, 
commissioning and transportation and construction costs in relation to the Equipment. The College criticises the 
Claimants for failing to advance evidence on this change of position (which is blindingly obvious from the fact of 
the buildings themselves and the construction of the RSA and the Deed of Assignment). No further evidence is 
necessary. SFM might potentially have advanced receipts for expenditure, however, there is ample evidence 
already before the Court which demonstrates that the costs expended by SFM in installing and erecting these 
units were considerable and far in excess of the Hire Charges paid under the Contract”.

461.  The only evidential reference given to support the paragraph was a reference to the expert evidence of Mr 
Dodson which addressed the cost of the Building, but not who had paid for it. No other submissions were made 
(legal or factual) and no other evidential references were given.

462.  The editors of Goff and Jones observe at para. 23.32 that:

“The onus of pleading and proving the change is on the defendant  who must put it forward 'fairly and squarely' 
in his statement of case so that 'its factual merits can be explored at trial'; he must also adduce evidence and 
give disclosure in support of the defence”;

(quoting from Adrian Alan Ltd v Fuglers (A Firm)[2002] EWCA Civ 1655, [16] and Prudential Assurance 
Company Limited v HMRC[2016] EWCA Civ 376, [150]).

463.  I have given careful consideration to the question of whether it should be open to SFM to pursue its 
change of position defence, given the limited attempts to develop the point in argument at trial or to point the 
Court to any evidence said to support it. However, there are a number of documents in the chronological bundle 
which are capable of supporting such a defence in the form it was advanced in SFM's written closing (i.e. a 
defence premised on the amounts paid by SFM for the construction of the Building). In these circumstances, I 
decided to allow a further round of written closing submissions on the change of position defence as formulated 
in the Claimants' written closing. The Claimants filed 19 pages of submissions. The College served a 
responsive submission of some 11 pages, to which the Claimants replied in a further 8-page document served 
on 8 April 2020.
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464.  Understandably, the College has objected to the Claimant's failure to develop their change of position 
defence adequately at trial. In particular the College rely on paragraphs J8.6-J8.7 of the current edition of the 
Commercial Court Guide, which provides that not all documents in the trial bundle are in evidence, and that a 
Claimant wishing to put a document in the trial bundle into evidence must “actively adduce the document in 
evidence by some other means”. The Guide also provides that “it will not normally be appropriate for reliance to 
be placed in final speeches on any document not already specifically adduced in evidence by one of the means 
described” (the parties' agreement, an invitation to the judge to read the document in opening or putting the 
document to a witness).

465.  This provision is clearly intended to ensure that the Judge and the parties have a fair opportunity to 
comment upon documents which one party (or indeed the Judge) relies upon, and to take up any issues which 
arise in relation to those documents either with a relevant witness or in submission. In this case, while there 
was no specific reference to the various interim payment documents in opening, the expert report of Mr 
Dodson, which was adduced in evidence, did refer to and rely on BOS's invoices and Bailey Partner's 
valuations, and Mr Dodson's evidence on the costs of construction was not challenged. Given the narrow 
nature of the issue, and the absence of any genuine controversy between the parties in relation to the cost of 
the Building, I have concluded that I can fairly rely upon these documents for the purpose of my judgment now 
that the College has been afforded, and taken, an opportunity to make submissions about them.

SFM's change of position defence: the law

466.  So far as SFM's change of position defence is concerned, the applicable legal principles can be briefly 
stated:

i)  There is a defence of change of position to a claim in unjust enrichment where the defendant's “position has 
so changed that it would be inequitable in all the circumstances to require him to make restitution, or 
alternatively restitution in full”: Lipkin Gorman (A Firm) v Karpnale Ltd[1991] 2 AC 548, 580.

ii)  A change of position can be established from action taken before, but in anticipation of, the receipt of the 
payment: Dextra Bank and Trust Co Ltd v Bank of Jamaica [2002] 1 All ER (Comm) 194, [38]; Commerzbank 
AG v Gareth Price-Jones[2003] EWCA Civ 1663, [38], [47] .

iii)  “The mere fact that the defendant has spent the money in whole or in part does not of itself render it 
inequitable that he should be called upon to repay, because the expenditure might in any event have been 
incurred by him in the ordinary course of things”: Lord Goff in Lipkin Gorman, p.580.

Case 2:19-ap-01382-SK    Doc 349-2    Filed 01/14/22    Entered 01/14/22 07:52:03    Desc
Exhibit 2    Page 255 of 267



School Facility Management Ltd and others v Governing Body of Christ the King College and another [2020] 
EWHC 1118 (Comm)

Page 130 of 141

467.  The change of position which SFM advanced in closing at trial was based on the fact that it had paid for 
the acquisition and construction of the Building which had happened by November 2013. The College did not 
seek to argue that a defence of change of position was not open to SFM to the extent that its claim in unjust 
enrichment was premised on a failure of basis, no doubt recognising that the nature of the change of position 
relied upon in this case was expenditure directly incurred in preparation for the Contract (see the discussion in 
Goff and Jones at paras. 27-58 to 27-60).

468.  However, the payments which the College seeks to recover from SFM include payments made after the 
last amount was paid to BOS. As I noted above, the Privy Council held in Dextra Bank & Trust Company 
Limited v Bank of Jamaica that the fact that the change of position occurs before rather than after the receipt in 
question does not preclude a change of position defence. The Privy Council observed at [38]:

“It is true that, in the second case, the defendant relied on the payment being made to him in the future (as well 
as relying on such payment, when made, being a valid payment); but, provided that his change of position was 
in good faith, it should provide, pro tanto at least, a good defence because it would be inequitable to require the 
defendant to make restitution, or to make restitution in full”.

469.  The Court of Appeal in Commerzbank AG v Gareth Price-Jones[2003] EWCA Civ 1663, [38], [47] has 
also confirmed that reliance in anticipation of the receipt of a payment which is then received can establish the 
defence of change of position.

470.  The College argued that the defence of change of position cannot be advanced by way of a defence to a 
claim by a public body to recover monies paid out under an ultra vires contract where the change of position in 
question was effected in anticipation of, rather than following, receipt of the payments in question. The College 
relied upon the decision Clarke J in South Tyneside Metropolitan Council v Svenska International plc, in which 
the judge rejected a defence of change of position by the bank premised on a hedging swap which the bank 
had entered into at the same time as the void swap and in reliance upon the validity of the swap agreement 
with the local authority. The local authority submitted that the change of position in question had occurred when 
the hedge was taken out, which preceded the receipt by the bank of any payments from the local authority.  At 
p.565, Clarke J accepted the local authority's argument:

“In my judgment in circumstances such as these the bank is not entitled to rely upon the underlying validity of 
the transaction either in support of a plea of estoppel or in support of a defence of change of position. That is 
because the transaction is ultra vires and void. It is for that reason that in a case of this kind, save perhaps in 
exceptional circumstances, the defence of change of position is in principle confined to changes which take 
place after receipt of the money. Otherwise the bank would in effect be relying upon the supposed validity of a 
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void transaction … It does not however follow that the defence of change of position can never succeed where 
the alleged change occurs before receipt of the money …”

471.  The Privy Council in Dextra observed of this passage at [39]:

“It follows that the exclusion of anticipatory reliance in that case depended on the exceptional facts of the case; 
though it is right to record that the decision of Clarke J has been the subject of criticism — see, e.g., Goff and 
Jones, Law of Restitution”. 

472.  It is not clear which “exceptional facts” the Privy Council thought might justify the exclusion of anticipatory 
reliance in that case. The editors of Goff and Jones suggest that it might be that the payment of money under a 
back-to-back hedging contract with another bank was too remote (para. 27-36 footnote 101). However, the 
terms of Clarke J's judgment suggest that he attached particular significance to the fact that the swap with the 
local authority was void, and took the view that allowing a defence of anticipatory change of position in those 
circumstances would involve the bank establishing change of position in reliance on the existence of the swap 
contract (and therefore on an ultra vires transaction) rather on the fact of payment (which had yet to occur). 

473.  There can be no objection in principle to allowing a party who receives an ultra vires payment from a 
public body to advance a change of position defence. The editors of Goff and Jones at para. 27-64 suggest that 
“the recipients of ultra vires payments by public bodies should be allowed to raise the defence of change of 
position on appropriate facts”. They also note that the defence has been upheld in response to claims by local 
authorities to recover amounts paid under ultra vires redundancy agreements in Hinckley & Bosworth BC v 
Shaw[2000] LGR 9 and Eastbourne BC v Foster 20 December 2000 QBD. As the defence does not involve 
holding a public body to a representation as to its ability to make a payment which it is outside its capacity to 
make, but rather a defendant-focussed enquiry in circumstances in which the public body is asserting a cause 
of action to recover the amounts paid, the recognition of the change of position defence does not subvert the 
principle propounded by the House of Lords in Howell v Falmouth Boat Construction Co Ltd[1951] AC 837, 844-
5 that the ultra vires doctrine cannot be subverted by allowing payees to hold public bodies to false statements 
by public officials as to the bodies' vires.

474.  The College did not contend “that a change of position defence can never arise in a restitution claim 
based on ultra vires”, and it accepts that in cases not involving public authorities, anticipatory change in position 
can give rise to the defence. However, it contends that there can be no anticipatory change of position defence 
to claims to recover ultra vires payments by public bodies. The College argues that:
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“In an anticipatory change of position context, giving effect to the defence has the effect of holding that the 
public authority was legally required to make the ultra vires payments it then subsequently made. That is an 
infringement of the ultra vires doctrine in the way that recognising that a payment made ultra vires which is 
subsequently spent, cannot be recovered is not”. 

475.  In my opinion, this submission proceeds on a misapprehension. The recognition of the defence of 
anticipatory change of position does not place a party under an obligation to make payments for which the legal 
basis has not been satisfied, simply because the other party has acted in anticipation of the receipt of such 
payments. If the failure of basis comes to the putative payor's attention before the payment is made, there will 
be no obligation to make the payment, whether or not there has been anticipatory reliance. If, however, the 
party makes the payments in ignorance of the failure of basis, and then requires the Court's assistance to 
recover the payment back, the defence of anticipatory change of position may provide an answer to such a 
claim, in whole or in part. As the Privy Council noted in Dextra at [38]:

“Since ex hypothesi the defendant will in fact have received the expected payment, there is no question of the 
defendant using the defence of change of position to enforce, directly or indirectly, a claim to that money.”

476.  I note that Cranston J allowed a defence of anticipatory change of position to be advanced in response to 
a claim to recover payments under an ultra vires contract in Charles Terence Estates Ltd v Cornwall 
Council[2011] EWHC 2542 (QB), stating at [98]:

“It does not matter that on some occasions that change of position occurred before CTE received the moneys, 
since it did so in anticipation of their future payment”.

477.  Further, the defence of anticipatory change of position, as explained in Dextra Bank and Commerzbank 
does not rest on the payee's reliance on the validity of the void transaction, but on the payee's reliance on the 
future payment (as the Privy Council observed in Dextra, [38], “it is surely no abuse of language to say, in the 
second case as in the first, that the defendant has incurred the expenditure in reliance on the plaintiff's 
payment”). It is for this reason that the operation of the defence in these circumstances is sometimes described 
as one of “anticipatory reliance” (on the payment yet to be made) rather than actual reliance (on the existence 
of an obligation to effect the payment): see for example Commerzbank, [38] in which Mummery LJ stated:

“As was held by the Judicial Committee of the Privy Council in the Dextra Bank case at p.204, the question 
whether it would be inequitable to require restitution can arise in cases of 'anticipatory reliance' where a 
recipient of an overpayment has already changed his position in good faith in the expectation of receiving a 
future benefit”.

Case 2:19-ap-01382-SK    Doc 349-2    Filed 01/14/22    Entered 01/14/22 07:52:03    Desc
Exhibit 2    Page 258 of 267



School Facility Management Ltd and others v Governing Body of Christ the King College and another [2020] 
EWHC 1118 (Comm)

Page 133 of 141

478.  For these reasons, I have concluded that there is no principled basis for the distinction which the College 
invites me to draw in its submissions between anticipatory and consequential change of position in public 
authority cases.

SFM's change of position defence: the facts

479.  The College are right to observe that SFM's change of position defence received little attention in the 
course of the trial. However, the documents in the trial bundle clearly establish the following:

i)  On 30 April 2013, SFM entered into a contract with BOS under which BOS agrees to erect the Building for 
the contract sum of £6,660,000 (“the Build Contract”). Variations led to the price being increased to £7,147,039.

ii)  “Notification of Interim Payment” were provided by the Bailey Partnership, the construction consultants 
responsible for certifying when payments had been earned under the Build Contract, to SFM on 30 April 2013 
(£1,892,715 plus VAT); 13 June 2013 (£3,598,640.15 plus VAT); 7 August 2013 (£767,210.85 plus VAT) and 
20 November 2013 (£888,473 plus VAT).

iii)  Invoices were rendered by BOS to SFM on 17 May 2013 for £900,000 plus VAT; on 13 June 2013 for 
£695,461.29 plus VAT and on 7 August 2013 for £339,538.71 plus VAT.

iv)  On 13 September 2013:

a)  SAM invoiced SFM for £222,491.00 for arrangement fees for the term and construction funding facilities. Mr 
Spring's email of 12 September 2013 records that SFM invoiced SAM at or around the same time in the amount 
of £95,518.

b)  SFM rendered invoices to BOS of £766,039.00 plus VAT and £597,683 plus VAT. 

c)  BOS rendered a further invoice to SFM of £5,319,984 plus VAT (which invoice referred to the fact that 
£1,935,000 plus VAT had already been invoiced). 

v)  On 20 November 2013, a further interim payment notice was issued by the Bailey Partnership for an amount 
due from SFM to BOS of £888,473. The notification referred to a total valuation of work done by BOS for SFM 
under the contract of £7,147,039, of which £6,258,566 had already been notified.
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480.  The College argued that there was no evidence that any of the invoices had actually been paid. It relies in 
this connection on a statement in Goff and Jones at para. 27-32, sourced to the New Zealand case of Saba 
Yachts Ltd v Fish Pacific Ltd [2006] NZHC 1452, that it is not enough that there is “evidence that an invoice was 
issued by the defendant's business associate, unaccompanied by evidence that this was ever paid”.  In Saba 
Yachts, the defendant had relied upon an invoice rendered by a related company for work alleged to have been 
done. Winkelmann J at [65] suggested that production of an invoice  at arms-length might have been sufficient 
to prove a change of position because “if an invoice is issued, it is to be inferred that it is to be paid”. However, 
she was not prepared to draw that inference on the facts before her.

481.  The issue of whether there is sufficient evidence to establish the defence of change of position is 
ultimately one of fact. I am satisfied on the evidence in this case that the overwhelming likelihood is that the 
invoices were paid: 

i)  There is clear evidence of the work done by BOS (in contrast to the position in Saba Yachts).

ii)  The invoices were produced as a result of formal certification by the Bailey Partnership as an independent 
third party. 

iii)  The commercial arrangements which Mr Spring describes in his witness statement could only work if BOS 
was paid for the Building which was then leased by the acquirer to the College. It was Mr Spring's evidence that 
the purpose of the various arrangements put in place was “to fund the purchase of the Buildings from [BOS] to 
that they could be leased to the end-customer”. 

iv)  The Notifications of Interim Payments all provided for payment within a specified period of time, were all 
issued following an application by BOS for an interim payment, and in each case BOS then invoiced SFM for 
the payments.  I can think of no sensible reason why BOS, having sought an interim payment, established its 
entitlement to the same and then issued an invoice, would not have sought and obtained payment of the 
amounts certified.

v)  It is clear from documents in the trial bundle that when SFM was late in making payments, BOS chased 
SFM and demanded payment by return. By way of example, in an email concerning the third interim payment in 
August 2013, Mr Pierce informed Mr Spring “payment would now be appreciated, it so offends when we come 
to remove furniture, fittings and personal effects”.

vi)  Finally, the terms of BOS's invoices provided that property did not pass until payment. As I have noted 
above, it is clear on the evidence that SFM became the owner of the Building.
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482.  On this basis, I am satisfied that SFM made a net payment to BOS in anticipation of the receipt of rent 
under the Contract of in excess of £5.7m plus VAT and a net payment to SAM on the same basis of in excess 
of £125,000.

483.  In their second round of closing submissions, filed on 1 April 2020, the Claimants also argued that SFM 
had borrowed and paid money in reliance on the receipt of payments from the College under the Contract and 
that this constituted a change of position. As the amounts paid by SFM to BOS for the Building, and for which I 
have invoices and/or notifications of interim payment, are sufficient to establish a change of position defence in 
respect of all of the amounts paid by the College to SFM, it is not necessary for me to address this alternative 
ground for a change of position defence. 

Has a sufficient causal link been shown between the payments made by SFM and the receipt of payments from the 
College

484.  The College contends that no sufficient causal link has been established between any payments made by 
SFM, and the receipt of hire charges, and also suggests that SFM took the risk in relation to any transaction it 
entered into.

485.  So far as the amounts expended by SFM in paying for the acquisition, transportation and installation of 
the Building are concerned, it is clear on the evidence that SFM incurred this expenditure in reliance on, and 
anticipation of, the prospective payments under the Contract:

i)  SFM was a single purpose company specifically incorporated for the purposes of this Contract. 

ii)  The Contract specifically contemplated that the Building would be acquired from BOS for the purpose of 
leasing it to the College.

iii)  The College was made aware that SFM was the assignee of the right to hire and was to acquire ownership 
of the Building which the College was leasing in return for the payment of hire.

486.  There is a very strong link between the expenditure relied upon as constituting change of position and the 
enrichment which the College seeks to reverse in this case: much stronger, for example, than the position 
where a party incurs expenditure influenced by a general sense of well-being because it anticipates receiving 
payments in the future; or (as in South Tyneside) where the payee enters into a back-to-back contract for its 
own purposes and to manage its own risk in respect of the transaction it has purported to enter into with the 
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payer; or (as in Haugesund Kommune v Depfa ACS Bank[2010] EWCA Civ 579) where the payee speculates 
for its own purposes using money paid to it under an ultra vires contract. 

487.  None of the matters relied upon by the College in its submissions of 7 April 2020 negate the clear and 
direct connection between the payments relied upon as constituting the change of position and the amounts 
which the College seeks to recover. Taking them in turn:

i)  The reasons for the assignment to SFM are clear on the evidence (viz that GCP wanted the rights held by a 
single purpose entity over whose assets it could have a debenture). In any event, uncertainty on this topic 
would not bear on the issue of whether SFM had made the payments for the Building to BOS in anticipation of 
the receipt of payments for the Building from the College.

ii)  The facts that there was some interchangeability between BOS and BOSHire in the parties' contemporary 
dealings, that BOS was prepared to incur significant expenditure without a written contract in place and that 
BOS was willing to accept a reduced margin do not begin to establish that SFM would have paid for the 
Building without anticipating the receipt of hire under the Contract.

iii)  The fact that payments for the period up to 1 August 2014 were paid by the College to BOS and not to SFM 
lends no support to the suggestion that SFM would have been willing to pay for the Building otherwise than in 
anticipation of the College's legal obligation to pay hire. On the unchallenged evidence of Mr Spring, and as 
confirmed by a copy of the notice of assignment signed by BOSHire and acknowledged by the College, SFM 
had the benefit of an assignment of all BOSHire's rights under the Contract by 14 May 2013, long before the 
first payment of hire under the Contract fell to be made. 

Does SFM have a surviving asset which defeats the defence of change of position?

The legal principles

488.  Finally, the College contends that the amounts received by SFM from GCP under the RSA constitute a 
“surviving asset” which negates SFM's contention that it has changed its position. This argument raises a 
relatively under-developed aspect of the law of unjust enrichment first averted to by Lord Templeman in Lipkin 
Gorman at p.560 when he noted:

“Thus if the donee spent £20,000 in the purchase of a motor car which he would not have purchased but for the 
gift, it seems to me that the donee has altered his position on the faith of the gift and has only been unjustly 
enriched to the extent of the second-hand value of the motor car at the date when the victim of the theft seeks 
restitution. If the donee spends the £20,000 in a trip round the world, which he would not have undertaken 
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without the gift, it seems to me that the donee has altered his position on the faith of the gift and that he is not 
unjustly enriched when the victim of the theft seeks restitution”.

489.  It will be noted that Lord Templeman's example focussed on surviving value at the date restitution was 
sought, and not the mere acquisition of value in the past which could no longer be realised (viz the round-the-
world trip). The issues raised by the potential counter-defence of “surviving value” are discussed in Goff and 
Jones at paras. 27-16 to 27-23. The editors refer to the decision of the High Court of Australia in Australian 
Financial Services & Leasing Pty Ltd v Hills Industries Ltd [2014] HCA 14; (2014) 253 C.L.R. 560, [23]–[25] and 
[95] that a test of “irreversible detriment” should determine whether a defendant's circumstances have changed 
to such an extent that he should be entitled to the defence of change of position. However, the editors endorse 
Henderson J's observations in Test Claimants in the FII Litigation v HMRC (No 2)[2014] EWHC 4302 (Ch), 
[354]:

“… It may be relevant to consider whether the expenditure or loss relied upon is reversible, and (if so) how 
easily the defendant could take steps to reverse it … But it would be wrong to elevate this consideration into a 
general test of irretrievability. Expenditure may well be irretrievable, for example because it is immediately 
consumed, or for some other reason cannot be recouped from the payee, but that fact alone does not stamp 
the expenditure as a relevant disenrichment. Among other things, it also has to satisfy the causal 'but for' test if 
the defence is to be made out.”

490.  Professor Burrows QC also questions the suggestion that reversibility should be the touchstone of 
whether steps taken by the payee in anticipation of or as a result of a payment give rise to the defence of 
change of position, suggesting that the defence is concerned with “the defendant being in a worse position to 
pay back the money than he would have been in had the payment not been received” (or, presumably, 
anticipated): The Law of Restitution (3rd ed) pages 531-532.

491.  The discussions of surviving assets, and most of the cases, are generally concerned with cases of 
exchange, in which the enrichment (or its anticipation) causes the payee to exchange money for an asset of 
some other kind – a car, shares and furniture, for example – or to effect an immediate reduction of an existing 
liability (paying an existing debt). The principle has also been applied to readily reversible unilateral payments – 
for example where payments have been made to tax authorities which are recoverable (e.g. Hillsdown v 
Pensions Ombudsman[1997] 1 All ER 862, 904). However, the transaction said to constitute the change of 
position may be more complex, involving the assumption on the part of the payee of additional liabilities beyond 
payment in return for the acquisition of an asset or the discharge of a debt. In that case, it may be much more 
difficult to conclude that there would no net adverse change in the payee's position if the payment was 
recovered.
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SFM's acquisition of the Building

492.  The first surviving asset which the College suggest defeats SFM's change of position defence is the 
Building. I accept that this comes very close to the specific example which Lord Templeman gave in Lipkin 
Gorman of an asset acquired on the basis of the receipt of funds which the payor then seeks to reverse.

493.  However, I have accepted the College's case that the realisable value of this asset – which in the 
circumstances must mean its ex situ value – at the date restitution is sought is negligible, and certainly nowhere 
near sufficient to reduce the net level of payments which SFM has made to BOS below the amounts which the 
College seeks to recover from SFM. Giving credit for the realisable value of the Building does not reduce SFM's 
net expenditure below the amount which the College seeks to recover. That finding is sufficient in itself to 
defeat this aspect of the College's argument.

494.  Further, the evidence establishes that SFM sold residual interest participations in the building to BOS and 
SAM for payments which I have already taken into account when calculating the level of net payments made by 
SFM. The effect of that sale is that it is BOS and SAM who stand to benefit from the future exploitation of the 
Building on the expiry or early termination of the Contract.

The amounts received by SFM from GCP

495.  The College also alleges that SFM has not changed its position to its detriment because SFM sold the 
right to receive rent to GCP for a lump sum under the RSA. While the amount paid by GCP to SFM under the 
RSA was redacted from the copy before the Court, it is clear on the evidence that this figure substantially 
exceeded the amount which the College seeks to recover from SFM. A valuation report provided by Mazars to 
GCP referred to GCP raising around £5m from a loan note issue all of which would be paid by GCP to SFM 
under the RSA

496.  I have concluded that the c.£5m payment does not have the effect of reducing or eliminating the change 
of position defence which SFM has prima facie established in the form of the payments made to BOS for the 
Building.

497.  The RSA involved SFM providing a series of promises to GCP in return for the payment, including transfer 
of the right to payment under the RSA “with full title guarantee”, and, inter alia, warranties at the date of the 
RSA and on completion that (i) the Contract was subsisting, valid, binding and fully enforceable; (ii) SFM had 
good and marketable title to the rent payable under the Contract and (iii) the College had no defence to claims 
for the rent. It would be unrealistic to consider the benefit acquired by SFM under the RSA in isolation from the 
liabilities assumed by SFM in return. Once those liabilities are taken into account, it cannot be said that the 
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amount received by SFM under the RSA negates the change of position prima facie constituted by SFM's 
payments to BOS.

498.  Further, if regard is to be had to the RSA in assessing whether SFM has (in the College's words) “suffered 
a detrimental change of circumstances” in anticipation of the receipt of payments from the College, then it is 
necessary to step back and consider the overall net effect of the transactions which SFM has entered into. 
Those transactions involved SFM transferring any entitlement to payments under the Contract to GCP and 
making certain promises to GCP in return for the payment of a lump sum. That lump sum was used by SFM (a) 
to repay the construction facility which was the principal source of the amounts SFM paid to BOS before 
completion of the Building and (b) to pay BOS the amounts falling due on completion. In net terms, therefore, 
SFM has acquired the Building, for which it has expended an amount in excess of the sum received from GCP. 
In circumstances in which I have found that the Building has an insignificant realisable value ex situ, and SFM 
has in any event sold the benefit of any residual value in the Building, the inevitable result of ordering SFM to 
repay the amounts sought by the College would be to leave SFM out-of-pocket by that amount, even before 
account is taken of the legal liabilities which SFM has assumed under the RSA.

499.  For these reasons, I reject the College's “surviving value” argument, and find that SFM has made out its 
change of position defence to the College's claim in unjust enrichment.

THE RELATIONSHIP BETWEEN SFM'S AND THE COLLEGE'S CLAIMS IN UNJUST ENRICHMENT

500.  I have found that:

i)  SFM conferred a benefit on the College in respect of the period from September 2013 to trial.

ii)  The payments made by the College for that benefit in respect of the period from September 2013 to 
September 2017 are not recoverable because SFM has changed its position in anticipation of those payments.

501.  What is the combined effect of those findings?

502.  In relation to the period from September 2013 to September 2017, SFM can make no further recovery 
beyond the amounts which the College has already paid and which I have held it cannot recover. This result 
can be rationalised in a number of ways. It might be said that SFM has received the anticipated counter-
performance in circumstances in which the College cannot recover it (because of SFM's change of position 
defence), and so there has been no failure of condition. Alternatively, it might be said that any enrichment has 
not come at SFM's expense because SFM had been paid for it. In the further alternative, it might be said that in 
circumstances in which the College cannot recover back the amounts paid by way of rent for this period 
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because of SFM's change of position, the College has its own change of position defence to any claim in unjust 
enrichment by SFM for that period.

503.  In respect of the period from September 2017 to trial, I have concluded that SFM can recover in unjust 
enrichment at the market rate I have set out above. It is no answer to such a claim that, in respect of the 
preceding three years, the College will have paid in excess of the market rate. In circumstances in which the 
College cannot recover the rent paid during the preceding period because SFM has changed its position, it 
would not be appropriate to allow the College nonetheless to rely upon those payments as, in effect, creating a 
credit which can be used to answer SFM's claim in unjust enrichment in respect of later years for which no 
payment has been made.

504.  It will be apparent that my analysis treats the unjust enrichment claim for each year's hire as, in effect, 
severable for the purposes of analysing the claims and defences to claims in unjust enrichment. In my view, this 
analysis best represents the nature of the benefit transferred – the possession or use of property over a period 
of time – and the market valuation of that benefit (which involved a period-dependent payment). It is for this 
reason that the amounts paid by the College for the period from September 2013 to September 2017, and 
which I have found to be irrecoverable, do not provide a complete answer to SFM's claim in unjust enrichment 
for the entire period of use of the Building (cf. the rule that a failure of basis must be total unless the benefit 
conferred is severable analysed in Goff and Jones paras. 12-26 to 12-28).

THE COLLEGE'S  AND THE COUNCIL'S PART 20 CLAIMS AGAINST EACH OTHER

505.  The College's Part 20 claim against the Council was premised on  the College acting as the Council's 
agent in entering into the Contract, a premise which I have rejected. Accordingly this claim fails.

506.  The Council's Part 20 claim against the College was conditional on the Council being found liable to the 
Claimants, which I have found it is not. Accordingly, the basis of this claim does not arise.

CONCLUSION

507.  For the reasons set out in this judgment:

i)  The Contract was ultra vires the College, with the result that the Claimants' claims against the College under 
the Contract fail.

ii)  The Claimants' claims against the Council under the Contract fail, for that reason and for the additional 
reason that the Council was not a party to the Contract.
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iii)  The Claimants' claims in misrepresentation and misstatement against the College and the Council fail.

iv)  The College's claim to recover the amounts set out in Ms Williams' second witness statement from the 
Claimants in unjust enrichment fails.

v)  SFM's claim in unjust enrichment against the College succeeds in respect of the period from September 
2017 to judgment, and is to be quantified on the basis set out in this judgment.

508.  The parties are asked to seek to reach agreement on the terms of an order reflecting the findings in this 
judgment, and on any consequential issues. Directions will be given for further submissions to be filed on any 
matters which remain in dispute.

End of Document
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FAZAL-KARIM, BOMBARDIER 
AEROSPACE CORPORATION, 
BOMBARDIER, INC., and LEARJET, INC., 

 Defendants. 
 

 
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 Defendants 

Bombardier Aerospace Corporation, Bombardier Inc., and Learjet, Inc.’s Motion to 

Dismiss Counts 1-3, 6-7, 12-20, 25, and 31-32 of First Amended Adversary Complaint (the 

“Opposition”). The unpublished judicial opinions cited in the Opposition are attached 

hereto as follows:  

Exhibit 1: Allied Irish Banks, P.L.C. v. Citibank, N.A., 2015 WL 4104703 (S.D.N.Y. 

June 30, 2015) 

Exhibit 2: Am. Bullion, Inc. v. Regal Assets, LLC, 2014 WL 6453783 (C.D. Cal. Nov. 

17, 2014) 

Exhibit 3: Boeing Co. v. KB Yuzhnoye, 2018 WL 735971 (C.D. Cal. Feb. 6, 2018) 

Exhibit 4: Brighton v. Lutheran Church-Mo. Synod, 2013 WL 12136522 (C.D. Cal. 

Feb. 1, 2013) 

Exhibit 5: Brown v. Perris Park Apts. P’ship, 2019 WL 1771662 (C.D. Cal. Feb. 22, 

2019) 

Exhibit 6: Bryant v. Mattel, Inc., 2010 WL 3705668 (C.D. Cal. Aug. 2, 2010) 

Exhibit 7: Cobalt Multifamily Invs. I, LLC v. Shapiro, 2009 WL 2058530 (S.D.N.Y. 

July 15, 2009) 

Exhibit 8: Cutler v. Rancher Energy Corp., 2014 WL 12599602 (C.D. Cal. June 2, 

2014) 

Case 2:19-ap-01382-SK    Doc 349-3    Filed 01/14/22    Entered 01/14/22 07:52:03    Desc
Appendix of Unpublished Opinions    Page 2 of 441



 

3  

Appendix of Unpublished Opinions Cited in Trustee’s Opposition to Defendants 
Bombardier Aerospace Corporation, Bombardier Inc., and Learjet, Inc.’s Motion to 

Dismiss Counts 1-3, 6-7, 12-20, 25, and 31-32 of First Amended Adversary Complaint 

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

Exhibit 9: Hunter v. Citibank, N.A., 2010 WL 2509933 (N.D. Cal. Feb. 3, 2010) 

Exhibit 10: Hunter v. Citibank, N.A., 2011 WL 7462143 (N.D. Cal. May 5, 2011) 

Exhibit 11: In re Acrex, Inc., 2014 WL 3586533 (Bankr. S.D.N.Y. July 21, 2014) 

Exhibit 12: In re EPD Inv. Co., 2014 WL 12597148, at *4 (C.D. Ca. Aug. 29, 2014) 

Exhibit 13: In re Equip. Acquisition Res., Inc., 2012 WL 4754949 (Bankr. N.D. Ill. 

Sept. 28, 2012) 

Exhibit 14: In re FirstPay, Inc., 2012 WL 3778952 (Bankr. D. Md. Aug. 30, 2012) 

Exhibit 15: In re LLS Am., 2013 WL 3305393 (Bankr. E.D. Wash. July 1, 2013) 

Exhibit 16: In re Mayer, 2011 WL 3299053 (B.A.P. 9th Cir. May 24, 2011) 

Exhibit 17: In re Metromedia Fiber Network, Inc., 2005 WL 3789133 (Bankr. 

S.D.N.Y. Dec. 20, 2005) 

Exhibit 18: In re Platinum-Beechwood Litig., 2019 WL 2569653 (S.D.N.Y. June 21, 

2019) 

Exhibit 19: In re Syntax-Brillian Corp., 2016 WL 1165634 (Bankr. D. Del. Feb. 8, 

2016) 

Exhibit 20: In re The Russ Cos., 2013 WL 4028098 (Bankr. D.N.J. Aug. 5, 2013) 

Exhibit 21: Inside Edge, LLC v. Nelson, 2008 WL 4889027 (C.D. Cal. Nov. 12, 2008);  

Exhibit 22: Int’l Gemmological Inst., Inc. v. Rafaeil, 2005 WL 3880222 (S.D.N.Y. 

Aug. 17, 2005) 

Exhibit 23: Int’l Gemmological Inst., Inc. v. Rafaeil, 2006 WL 739822 (S.D.N.Y. Mar. 

21, 2006) 

Exhibit 24: Kroll v. Cty. of Los Angeles, 2021 WL 4555819 (C.D. Cal. June 28, 2021) 
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Exhibit 25: KST Data, Inc. v. DXC Tech., 2018 WL 5734227 (C.D. Cal. Mar. 26, 

2018) 

Exhibit 26: Markos v. Sears, Roebuck & Co., 2005 WL 8155228 (C.D. Cal. Oct. 4, 

2005). 

Exhibit 27: Martinez v. Cnty. of Riverside, 2020 WL 4980043 (C.D. Cal. May 14, 

2020) 

Exhibit 28: McGowan v. Cty. of Kern, 2018 WL 2734970 (E.D. Cal. June 7, 2018) 

Exhibit 29: Milbeck v. TrueCar, Inc., 2019 WL 476004 (C.D. Cal. Feb. 5, 2019) 

Exhibit 30: Missaghi v. Coca-Cola Co., 2013 WL 12114765 (C.D. Cal. Jan. 2, 2013) 

Exhibit 31: Nestle USA, Inc. v. Crest Foods, Inc., 2017 WL 3267665 (C.D. Cal. July 

28, 2017) 

Exhibit 32: NexRep, LLC v. ALIPHCOM, 2017 WL 1315461 (N.D. Cal. Apr. 7, 2017) 

Exhibit 33: NexRep, LLC v. ALIPHCOM, 2017 WL 1356345 (N.D. Cal. Mar. 8, 2017) 

Exhibit 34: Ottman v. Anthem Life Ins. Co., 2015 WL 12683809 (C.D. Cal. Oct. 15, 

2015) 

Exhibit 35: PAE Gov’t Servs. v. MPRI, Inc., 2008 WL 11337999 (C.D. Cal. July 11, 

2008) 

Exhibit 36: Pinzon v. Pepperdine Univ., 2021 WL 3560782 (C.D. Cal. Aug. 5, 2021) 

Exhibit 37: Ritchie Cap. Mgmt., L.L.C. v. Stoebner, 2014 WL 1386724 (D. Minn. Jan. 

6, 2014) 

Exhibit 38: Samba Enters., LLC v. iMesh, Inc., 2009 WL 705537 (S.D.N.Y. Mar. 19, 

2009) 
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Exhibit 39: Sandler Partners, LLC v. Masergy Commc’ns, Inc., 2019 WL 9047103 

(C.D. Cal. Nov. 25, 2019) 

Exhibit 40: Spletstoser v. U.S., 2020 WL 6586308 (C.D. Cal. Oct. 22, 2020) 

Exhibit 41: Supreme Showroom, Inc. v. Branded Apparel Grp. LLC, 2018 WL 

3148357 (S.D.N.Y. June 27, 2018) 

Exhibit 42: U.S. v. Carson, 2011 WL 7416975 (C.D. Cal. Sept. 20, 2011) 

Exhibit 43: U.S. v. Hatfield, 2015 WL 13385926 (E.D.N.Y. Mar. 27, 2015) 

Exhibit 44: U.S. v. Vandewater Int’l Inc., 2019 WL 6917927 (C.D. Cal. Sept. 3, 2019) 

 
Dated: January 14, 2022 Respectfully submitted, 

 
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 Trustee 
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KeyCite history available
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.)
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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 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 
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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 
trades5 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 
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 
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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
*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 
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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 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, 
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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 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 
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... [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 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 Omission15

At the heart of this case is AIB’s argument that Citibank 
materially misrepresented16 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 
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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-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).
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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 18–19.) 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 
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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 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”).

3 Citibank contends, based on statements by Smith, that other back office employees and managers knew of Smith’s failure to 
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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 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 
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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 © 2022 Thomson Reuters. No claim to original U.S. Government Works.
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KeyCite cautionary citing references available
 On Reconsideration in Part American Bullion, Inc. v. Regal Assets, 

LLC, C.D.Cal., December 30, 2014
2014 WL 6453783

Only the Westlaw citation is currently available.
United States District Court,

C.D. California.

AMERICAN BULLION, INC., Plaintiff,
v.

REGAL ASSETS, LLC; Tyler Gallagher, 
An Individual; Kelly Feliz, An Individual, 

Defendants.

No. CV 14–01873 DDP (ASx).
|

Dkt. No. 47.
|

Signed Nov. 17, 2014.

ORDER GRANTING PLAINTIFF’S MOTION FOR 
PRELIMINARY INJUNCTION

DEAN D. PREGERSON, District Judge.

*1 Presently before the court is Plaintiff American 
Bullion Inc. (“American Bullion”)’s Motion for 
Preliminary Injunction. Having considered the 
submissions of the parties and heard oral argument, the 
court grants the motion and adopts the following order.
 

I. Background
American Bullion and Defendant Regal Assets, LLC 
(“Regal”) are business competitors in the field of adding 
gold and other precious metals to individual retirement 
accounts.1 (Complaint ¶¶ 1, 17.) They also convert 
existing retirement accounts into precious metals. (Id.) 
American Bullion generates business by relying on word 
of mouth, but also by promoting itself online. (Id. ¶ 17 .)

 
Regal advertises its services online via third-party 
affiliates, who are paid for referred business. (Compl.¶¶ 
20, 23.) Plaintiff alleges that Defendants Regal and 
Gallagher (collectively, “Defendants”) have created and 
are operating several such affiliate websites. (Compl.¶ 
26.) Although the websites operated by Defendants 
purport to contain independent consumer reviews, 
Plaintiff contends that, in reality, Defendants provide 
content to the affiliates and use affiliate websites to 
falsely advertise Regal and to disparage Plaintiff. 
(Comp.¶ 23.) Plaintiff alleges that the websites are in no 
way independent, and that Defendants do not publicly 
disclose their connection to the websites. (Compl.¶ 25.)
 
Reviews on the websites praise Defendants, give negative 
reviews about Plaintiff’s services, and disseminate false 
statements about Plaintiff. (Compl. ¶ 45.) Some of the 
affiliate websites, for example, claim that Plaintiff was a 
defendant in a lawsuit accusing it of fraud, and that 
Plaintiff was found guilty and later sued by the U.S. 
Commodities Futures Trading Commission. (Compl. ¶ 37; 
Ex. 4.) Plaintiff contends that this is false, and that a 
business with a similar name, American Bullion 
Exchange, was in fact the party found guilty in that 
action. (Compl.¶ 38.)
 
Many of the websites also allegedly use Plaintiff’s name 
to misdirect potential customers. (Compl.¶ 40.) Plaintiff 
asserts that the websites urge customers to “click here to 
visit American Bullion,” but are then linked to Regal’s 
website instead of to American Bullion. (Id.) Plaintiff 
further alleges that it requested Defendants remove the 
materials and stop the dissemination of false information, 
to no avail. (Compl.¶ 41.)
 
The Complaint alleges causes of action for false and 
misleading advertising under the Lanham Act, 15 U.S.C. 
1125(a), and state law, as well as state law causes of 
action for unfair competition, unfair business practices, 
trade libel, defamation, and intentional interference with 
prospective economic advantage. Plaintiffs now move for 
a preliminary injunction compelling Defendants to 
remove the offending online content, post statements 
describing the inaccuracies of the removed content, 
suspend payments to any affiliates continuing to display 
the alleged mispresentations, and make certain disclosures 
to new customers referred to Regal through the affiliate 
marketing program.
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II. Legal Standard
*2 A private party seeking a preliminary injunction must 
show that: (i) it is likely to succeed on the merits; (ii) it 
will suffer irreparable harm in the absence of preliminary 
relief; (iii) the balancing of the hardships and equities 
between the parties that would result from the issuance or 
denial of the injunction tips in its favor; and (iv) an 
injunction will be in the public interest. Winter v. Natural 
Res. Defense Counsel, 555 U.S. 7, 20 (2008). Preliminary 
relief may be warranted where a party: (i) shows a 
combination of probable success on the merits and the 
possibility of irreparable harm; or (ii) raises serious 
questions on such matters and shows that the balance of 
hardships tips in favor of an injunction. See Arcamuzi v. 
Continental Air Lines, Inc., 819 F.2d 935, 937 (9th 
Cir.1987). “These two formulations represent two points 
on a sliding scale in which the required degree of 
irreparable harm increases as the probability of success 
decreases.” Id. Under both formulations, the party must 
demonstrate a “fair chance of success on the merits” and a 
“significant threat of irreparable injury” absent the 
issuance of the requested injunctive relief.2 Id.
 

III. Discussion

A. Likelihood of Success on the Merits
Defendants argue that American Bullion cannot 
demonstrate a likelihood of success on the merits because 
neither Regal nor Gallagher is responsible for the 
offending content on the Regal affiliate websites. 
(Opposition at 7–11.)
 
Under Regal’s Affiliate Program Agreement (“the 
Affiliate Agreement” or “Agreement”), affiliates, who are 
ostensibly independent contractors, receive commissions 
for generating leads for Regal and for facilitating 
transactions on Regal’s site. (Affiliate Agreement, 
Declaration of Aaron Wais in Support of Motion, Ex. 1 at 
3, 4–5, 11.) Affiliates, in turn, are required to, among 
other things:

• “Promote” Regal (Agreement ¶ 7);

• “[P]lace dedicated and relevant content on [the 
affiliate’s] sites or offers directing users to the lead 
capture form or dedicated links provided [by Regal] 
(Agreement ¶ 7(b));3 and

 

• “[C]onsent[ ] to [Regal] monitoring the Affiliate’s 
sites or offers to determine continued compliance 
....“ (Agreement ¶ 7(e).)

The Affiliate Agreement also places numerous restrictions 
upon affiliates. Some of these provisions state that:

• Affiliates may not perform similar services for any 
of Regal’s competitors (Agreement ¶ 20(c));

• Upon termination of the Agreement by either party, 
affiliates “may NOT conduct any business or 
services directly or indirectly related to the sales of 
precious metals” for a period of five years 
(Agreement ¶ 20(c));

• Affiliates may not display “content that is not 
acceptable to [Regal] or inconsistent with the image 
that [Regal] wishes to create ....“ (Agreement ¶ 4);

• Regal retains “absolute discretion” to terminate 
affiliates from the program at will, “for any reason 
whatsoever.” (Id.); and

*3 • Affiliates must immediately forfeit all 
commissions generated upon suspension or 
termination from the program. (Agreement ¶ 1.)

 
In support of Regal’s contention that it is not responsible 
for content on affiliate sites, Defendant Gallagher states 
that Regal affiliates are independent contractors, and that 
neither he nor Regal owns or controls affiliates. 
(Declaration of Tyler Gallagher ¶ 11.) Gallagher further 
declares that Regal does not provide any review content 
to affiliates, most of whom disclose that they are 
independently owned and receive compensation from the 
companies they review and recommend. (Id. ¶¶ 14–15.) 
According to Gallagher, Regal polices its affiliates 
closely, and forbids them to use aliases or fake 
photographs. (Id. ¶¶ 20, 39, 44–45, 49.) Gallagher also 
states that, despite the clear language limiting affiliates’ 
dealings in the precious metals industry, affiliates are free 
to send leads to Regal’s competitors. (Gallagher Decl. ¶ 
11.)
 
Gallagher also denies that Regal provides any of the 
purportedly independent content displayed on affiliate 
websites. (Gallagher Decl. ¶ 29.) Gallagher asserts that 
Regal only provides: (1) a “cookied” version of the Regal 
site, essentially a clone of the Regal site with the 
affiliate’s specific telephone number and a number 
identifying the particular affiliate to Regal; (2) a “lead 
capture form,” (3) banners and text ads, (4) e-mail 
templates known as “swipe files,” (5) images and videos, 
and (6) charts.4 (Id. ¶¶ 30–37.)
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“A principal is liable for his agent’s negligence ‘in the 
transaction of the business of the agency,’ ... or where the 
principal has authorized or ratified the agent’s conduct.” 
Ogala v. Chevron Corp., No. 14–cv–173–SC, 2014 WL 
2089901 *3 (N.D.Cal. May 19, 2014) (citing Cal 
Civ.Code §§ 2338, 2339). “An agent is one who acts on 
the principal’s behalf and subject to the principal’s 
control. To form an agency relationship, both the 
principal and the agent must manifest assent to the 
principal’s right to control the agent.” United States v. 
Bonds, 608 F.3d 495, 506 (9th Cir.2010) (internal 
alteration, quotation marks, and citation omitted). “Actual 
control is not necessary[;] as long as there is an agreement 
that the principal has the right to control the agent, an 
agency relationship exists.” Western Sugar Co-op v. 
Archer–Daniels–Midland Co., No. CV 11–3473, 2012 
WL 3101659 * 5 (C.D.Cal. Jul. 31, 2012).
 
As an initial matter, the terms “independent contractor” 
and “agent” are not mutually exclusive. An independent 
contractor may also be an agent. Bonds, 608 F.3d at 505. 
In addition, “[t]he substance of the parties’ relationship, 
not the label they give it, determines the existence of 
agency.” United States v. Cyberheat, Inc., No. 
CV–05–457 TUC, 2007 WL 686678 at * 13 (D.Ariz. 
Mar. 2, 2007); See also Parallel Synthesis Techs., Inc. v. 
DeRisi, No. 5:13–cv–05968–PSG, 2014 WL 4748611 at 
*4 (N.D.Cal. Sept. 23, 2014). The Affiliate Agreement’s 
pronouncement and Gallagher’s corresponding statement 
that affiliates are independent contractors are therefore of 
no moment.
 
*4 Furthermore, Plaintiff points to a host of evidence that 
appears to contradict Gallagher’s sworn statements. 
Though Gallagher declares that Regal does not provide 
any review content to affiliates, an alleged “Regal 
Affiliate recruitment site”5 includes a template for reviews 
of American Bullion, which conclude with language 
recommending that viewers use Regal instead. (Third 
Declaration of James Berkley (Dkt.132), Ex. 124 at 3. 
P.168=70)
 
Further, and contrary to Gallagher’s assertion that Regal 
only provides a narrow, limited set of content to affiliates, 
Regal’s official affiliate recruitment page, 
regalgoldaffiliates.com, offered to create an entire, 
custom “Done for You” site for affiliates, including 
themes, plugins, and original content. (Berkley Decl. III, 
Ex. 85 at 2.) The “swipe file” content admittedly provided 
by Gallagher to affiliates has also appeared on web sites 
as recently as September 14, 2014, and includes false 
narratives, such as that the purported author, who in 
reality is a made-up persona, is “happy to tell you that 
after countless months of research, I have found the most 

reputable company .... I have worked with them 
personally, and couldn’t be more pleased .... I urge you to 
get in contact with Regal Assets.”. (Id., Ex. 105; 
Gallagher Decl., Ex. O.) Notwithstanding Gallagher’s 
claim that Regal polices its affiliates, websites touting 
Regal and purporting to be authored by industry experts, 
such as the aforementioned, entirely fictitious “Reeves 
Jameson,” remain active. (E.g., Berkley Decl. III, Ex. 88.)
 
Plaintiff has demonstrated a likelihood of success on the 
merits. There appears to be little dispute that Lanham Act 
violations, at the very least, have occurred. While 
Defendants seek to foist responsibility for those violations 
upon Regal affiliates, the record before the court indicates 
that those affiliates are Defendants’ agents. Gallagher’s 
assertions regarding affiliates’ independence are belied by 
other evidence. Most significantly, the Affiliate 
Agreement grants Regal nearly complete control over its 
affiliates. Regal enjoys unbridled authority over affiliates’ 
website content, much of which is provided by Regal 
itself. All affiliate content must conform to the “image” 
that Regal wishes to create and be otherwise acceptable to 
Regal. Failure to hew to Regal’s strictures carries 
significant consequences for affiliates who, because they 
are barred from doing any other business in the precious 
metals field, depend entirely upon Regal for their income 
in the precious metals industry. Affiliates’ need to stay in 
Regal’s good graces is intensified by the post-agreement 
five-year ban on affiliates’ business in the industry, which 
further solidifies Regal’s control. Under such 
circumstances, Regal affiliates can hardly be 
characterized as truly independent. Rather, affiliates are 
essentially captive shills for Regal, obligated to generate 
leads and sales for Regal by regurgitating 
Regal-generated content and toeing the party line, at pain 
of excommunication from the entire field. By entering 
into the Affiliate Agreement, both Regal and its affiliates 
unequivocally manifested assent to Regal’s control. 
Accordingly, Regal, as master to its servant affiliates, is 
responsible for their actions.
 

B. Remaining Factors

1. Irreparable Harm
*5 Regal contends that American Bullion has failed to 
demonstrate a likelihood of irreparable harm because (1) 
customers’ stated preferences for Regal over American 
Bullion are insufficient to establish harm and (2) the 
allegedly wrongful conduct has ceased. It is well 
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established that damage to goodwill or loss of control 
over business reputation can constitute irreparable harm. 
Herb Reed Enters., LLC v. Florida Entm’t Mgmt., Inc., 
736 F.3d 1239, 1250 (9th Cir.2013). As Regal itself 
acknowledges, American Bullion has provided evidence 
of lost sales. American Bullion received feedback from at 
least twenty-four consumers who chose not do business 
with American Bullion, but did provide feedback as to 
why they avoided American Bullion’s Services. 
(Declaration of Richard Warren in Support of Motion, ¶ 
12.) Of those consumers, nearly all opted to deal with 
Regal instead. (Id.) Several consumers highlighted 
reviews touting Regal, bad reviews of American Bullion, 
and references to nonparty American Bullion Exchange as 
motivating forces behind their decisions to use Regal 
rather than American Bullion. (Id.)
 
Regal’s contention that these testimonials are not 
numerous enough to establish a likelihood of irreparable 
harm is not persuasive. Nor, as discussed above, does it 
appear to the court that wrongful acts have ceased. False 
narratives apparently originating in Regal’s “swipe files” 
continue to appear online, as does content purportedly 
authored and promulgated by the entirely fictitious 
“Reeves Jameson” persona utilized by Regal’s agents. 
American Bullion has therefore demonstrated a likelihood 
of continuing irreparable harm.
 

2. Balance of Equities and the Public Interest
This court must consider the effect on both parties of 
granting or withholding the requested relief and pay 
“particular regard” to the public’s interest. Winter, 555 
U.S. at 24. The court acknowledges that American 
Bullion seeks a wide-ranging injunction. The alternative 
injunction ordered by the court, however, does not unduly 
burden Regal. Regal’s primary argument is that its 
affiliates are independent contractors, not employees. 
That argument is unpersuasive, for the reasons described 
above. Regal’s contention that its affiliates will abandon 
Regal in favor of competitors also carries little weight in 
light of the strict provisions of the Affiliate Agreement, 
which would prevent affiliates from working against 
Regal’s interests for a period of at least five years.
 
The deleterious effects of denying American Bullion any 
relief, in contrast, would be severe, as it has already lost 

sales and goodwill as a result of the wrongful acts alleged 
and those acts and effects appear to be continuing. 
Regal’s public interest arguments again focus on the 
rights of ostensibly independent affiliates who are, in fact, 
Regal’s agents. Though Regal contends for the first time 
that the statements at issue here have not been proven to 
be false or deceptive, that argument is at odds with 
Regal’s apparent acknowledgment that, at the very least, 
American Bullion is not related to American Bullion 
Exchange and that Reeves Jameson does not exist.6 The 
public interest will be well served by an injunction 
preventing deceptive or confusing advertising. See 
Homeland Housewares LLC v. Euro–Pro Operating LLC, 
No. CV 14–3954 DDP, 2014 WL 4187982 at *6 
(C.D.Cal. Aug. 22, 2014).
 
*6 The court further notes that nothing in this order or the 
accompanying injunction deprives Regal of its ability to 
make use of affiliates. To be clear, there is nothing 
inherently wrongful about affiliate marketing 
arrangements. Nor are affiliates, including online 
affiliates, necessarily agents of the business with which 
they contract or otherwise form a relationship. See, e.g., 
Routt v. Amazon.com, Inc., ––– Fed. Appx. ––––, 2014 
4252287 (9th Cir. Aug. 29, 2014) (unpublished 
disposition). Only a fact-specific inquiry can reveal 
whether an affiliate in name is truly independent or, as is 
the case here, is so locked-in and subservient to the 
interests of an associated enterprise as to function as an 
agent or extension of that business.
 

IV. Conclusion
For the reasons stated above, Plaintiff’s Motion for 
Preliminary Injunction is GRANTED. An injunction shall 
issue by separate order of this court. In the event Regal 
modifies its Affiliate Agreement or otherwise establishes 
a new, non-controlling relationship with its current 
agents, the court will consider modifying the terms of the 
accompanying preliminary injunction.
 

IT IS SO ORDERED.

All Citations

Not Reported in F.Supp.3d, 2014 WL 6453783

Footnotes

1 Defendant Gallagher is alleged to be Regal’s Chief Executive Officer, owner, and/or alter ego. (Compl.¶¶ 10, 12.)
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2 Even under the “serious interests” sliding scale test, a plaintiff must satisfy the four Winter factors and demonstrate “that there is a 
likelihood of irreparable injury and that the injunction is in the public interest.” Alliance for the Wild Rockies v. Cottrell, 632 F.3d 
1127, 1135 (9th Cir.2011).

3 Regal provides affiliates with approved content, including forms, links, banners, “swipe files,” marketing materials, “and other 
advertising material.” (Agreement ¶ 7(c).)

4 Several of the exhibits described in Gallagher’s declaration, including Exhibits M, N, P, and Q, are either mislabeled or not 
attached to the declaration.

5 www.trustgoldira.com.

6 Regal’s argument in this context is particularly puzzling given its failure to make similar contentions with respect to American 
Bullion’s likelihood of success on the merits. As explained above, Regal argues not that the statements are not false or deceptive, 
but only that independent third parties are responsible for the statements.

End of Document © 2022 Thomson Reuters. No claim to original U.S. Government Works.
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United States District Court, C.D. California.

The BOEING COMPANY and Boeing 
Commercial Space Company, Plaintiffs,

v.
KB YUZHNOYE and PO Yuzhnoye 

Mashinostroitelny Zavod, Defendants.

Case No. CV 13-00730-AB (AJWx)
|

Signed 02/06/2018

Attorneys and Law Firms

Alec Solotorovsky, Christopher J. Esbrook, Michael D. 
Slade, Kirkland and Ellis LLP, Chicago, IL, Michael E. 
Baumann, Sasha Kingston Danna, Xanath Owens, 
Kirkland & Ellis LLP, Los Angeles, CA, for Plaintiffs.

ORDER DENYING YUZHNOYE’S MOTION TO 
ALTER JUDGMENT (DKT. NO. 989) AND 
BOEING’S MOTION TO REGISTER THE 
JUDGMENT (DKT. NO. 971), AND GRANTING IN 
PART BOEING’S MOTION FOR COSTS AND 
ATTORNEYS’ FEES (DKT. NO. 966)

HONORABLE ANDRÉ BIROTTE JR., UNITED 
STATES DISTRICT JUDGE

*1 Pending before the Court are Plaintiffs The Boeing 
Company and Boeing Commercial Space Company’s 
(collectively “Boeing”) Motion for Costs and Attorneys’ 
Fees, Dkt. No. 966, Motion to Register the Judgment, 
Dkt. No. 971, and Defendants KB Yuzhnoye and PO 
Yuzhnoye Mashinostroitelny Zavod’s (collectively 
“Yuzhnoye”) Motion to Alter or Amend the Judgment 
Pursuant to Federal Rule of Civil Procedure 59(e), Dkt. 
Nos. 989, 993.
 

I. BACKGROUND
The Court assumes the parties are familiar with the 
background of this case and summarizes the facts only as 
necessary to understand the pending motions. The facts 
are drawn from the Court’s prior orders and are not 
disputed for the purposes of these motions. Dkt. Nos. 650, 
962. Sea Launch Co. LLC (“Sea Launch”) was a joint 
venture between Boeing, Old Kvaerner Invest AS 
(“Kvaerner”), S.P. Korolev Rocket and Space 
Corporation, Energia D/B/A Rocket and Space 
Corporation Energia After S.P. (“Energia”), and 
Yuzhnoye, a Ukrainian government entity, to launch 
commercial satellites into space from a sea-based 
platform. Following Sea Launch’s bankruptcy, disputes 
among the four entities and their affiliates resulted in 
litigation, including the instant lawsuit. This lawsuit was 
brought by Boeing against Energia and Yuzhnoye for the 
breach of two agreements, the Creation Agreement, 
Compl. Ex. 1, Dkt. No. 1–2, and the Guaranty and 
Security Agreement, Compl. Exs. 2, 3. Dkt. No. 1–3, 4. 
The Creation Agreement created Sea Launch and 
obligated each party to pay the debts of Sea Launch 
according to its ownership stake. During its operations 
Sea Launch discovered it needed additional funding and 
sought loans from private banks. Sea Launch obtained 
loans from private banks, but the banks required that 
Boeing and Kvaerner guarantee the loans. Boeing and 
Kvaerner agreed to do so after Energia and Yuzhnoye 
signed the Guaranty and Security Agreements. Sea 
Launch later went into bankruptcy and defaulted on the 
loans, which were then repaid by Boeing pursuant to its 
guarantees.
 
Boeing initially attempted to recover the amounts it was 
owed from Energia and Yuzhnoye (collectively 
“Defendants”) through arbitration in Sweden pursuant to 
the arbitration provision in the Creation Agreement. After 
that arbitration was dismissed for lack of jurisdiction 
Boeing filed this case against Energia and Yuzhnoye 
seeking repayment under the Creation Agreement and the 
Guaranty and Security Agreement. See Compl. The 
parties engaged in substantial motion practice in this 
Court which resulted in the Court granting summary 
judgment to Boeing on its breach of contract claims 
against Energia and Yuzhnoye, Order Granting Pls.’ Mot. 
for Summary J., Dkt. No. 750, a bench trial finding 
Energia’s subsidiaries were liable as alter ego 
corporations, Court’s Findings of Fact and Conclusions of 
Law, Dkt. Nos. 961, 962, and the Judgment detailing how 
much Energia and Yuzhnoye each owe for violating their 
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guarantees under both the Creation Agreement and the 
Guaranty and Security Agreement, Judgment, Dkt. No. 
960. After the briefing was completed on these motions 
Boeing settled with Energia, leaving Yuzhnoye as the 
only remaining defendant. Dkt. No. 1059.
 

II. DISCUSSION
*2 Before the Court are three motions, Boeing’s Motion 
for Costs and Attorneys’ Fees, Boeing’s Motion to 
Register the Judgment, and Yuzhnoye’s Joinder in 
Energia’s Motion to Alter or Amend the Judgment. The 
Court will address each motion in turn.
 

A. Boeing’s Motion for Costs and Attorneys’ Fees

Boeing filed a Motion for Costs and Attorneys’ Fees in its 
breach of contract case against Energia and Yuzhnoye. 
Pls.’ Mot. for Attorneys’ Fees, Dkt. Nos. 966, 967, 976 
(collectively “Fees Motion”). Energia opposed, Dkt. No. 
986 (“Fees Opposition”), Yuzhnoye joined in opposition, 
Dkt. No. 987, and Boeing replied, Dkt. Nos. 1000, 1001 
(“Fees Reply”).
 
Boeing asserted that it was entitled to $9,686,251.06 in 
attorneys’ fees for Defendants’ breach of the Guaranty 
and Security Agreement, and the Creation Agreement. 
The Guaranty and Security Agreement has a choice of 
law provision which states that it is governed by English 
law and also contains an express attorneys’ fees clause. 
Compl. Ex. 2, at 2. The Creation Agreement contains a 
choice of law provision which states that the “formation, 
interpretation, and performance of this Agreement shall 
be governed by and interpreted in accordance with the 
law of the Kingdom of Sweden.” See Compl. Ex. 1, 
Article 13. The Creation Agreement does not contain an 
express attorneys’ fees clause, but the Swedish Code of 
Judicial Procedure does require the losing party to pay the 
reasonable costs and attorneys’ fees of the prevailing 
party. RÄTTÅNGANGSBALKEN [RB] [CODE OF 
JUDICIAL PROCEDURE] 18:1, 8 (Swed.) (“Swedish 
Code of Judicial Procedure”).
 
Defendants concede that Boeing is entitled to attorneys’ 
fees under the Guaranty and Security Agreement, and that 
Boeing’s request is reasonable, but argue that Boeing is 
not entitled to fees for their breach of the Creation 
Agreement because: (1) Sweden’s provision for attorneys’ 
fees is procedural and should not be applied by this Court, 

(2) it would be unfair to apply Sweden’s laws on 
attorneys’ fees given the differences in litigation between 
Sweden and the United States, and (3) Boeing did not 
comply with the relevant Swedish procedures for 
requesting attorneys’ fees. Fees Opp’n at 1.
 

1. Legal Standard

Federal Rule of Civil Procedure 54(d)(2) provides that 
“[a] claim for attorney’s fees and related nontaxable 
expenses must be made by motion unless the substantive 
law requires those fees to be proved at trial as an element 
of damages.” Fed. R. Civ. Proc. 54 (d)(2). The motion 
must be made within fourteen days after the entry of 
judgment. Id.
 

2. Swedish Law Governs Boeing’s Request for 
Attorneys’ Fees

This case is in federal court based on federal question 
jurisdiction under the Foreign Sovereign Immunities Act 
(“FSIA”). While for a diversity case this Court would 
apply California’s choice of law rules, for a case arising 
under the FSIA this Court must apply the choice of law 
rules of federal common law. Schoenberg v. Exportadora 
de Sal, S.A. de C.V., 930 F.2d 777, 782 (9th Cir. 1991). 
The Court of Appeals for the Ninth Circuit follows the 
Restatement (Second) of Conflict of Laws (1971) 
(“Restatement”) to the extent it concludes that the 
Restatement is persuasive. In re Sterba, 852 F.3d 1175, 
1179 (9th Cir. 2017), petition for cert. filed (U.S. Sept. 
15, 2017) (No. 17-423). Federal common law will 
therefore determine whether this Court must apply 
Sweden’s provisions on attorneys’ fees. Schoenberg, 930 
F.2d at 782–783.
 
*3 The Ninth Circuit’s rulings in Flores v. Am. Seafoods 
Co., 335 F.3d 904, 916 (9th Cir. 2003) (“Flores”), and 
APL Co. Pte. v. UK Aerosols Ltd., 582 F.3d 947, 951 (9th 
Cir. 2009) (“APL”), are instructive. In both Flores and 
APL the Ninth Circuit reversed the district court and 
instead applied the attorneys’ fees rule of the jurisdiction 
chosen by the parties in their contract. Importantly, the 
Ninth Circuit never considered whether the chosen rule is 
substantive, procedural, mandatory, or optional. Such 
questions may be relevant in other circumstances. E.g., 
Alaska Rent-A-Car, Inc. v. Avis Budget Grp., Inc., 738 
F.3d 960, 974 (9th Cir. 2013) (applying Alaska’s general 
attorneys’ fees provision in a diversity case after 
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determining it is procedural for choice of law purposes). 
However, if the dispute arises out of a contract with a 
valid choice of law provision then such distinctions are 
irrelevant to determining what law the Court will apply. 
Chuidian v. Philippine Nat. Bank, 976 F.2d 561, 564 (9th 
Cir. 1992) (“[Restatement] Section 187 sets out the rule 
when the parties to a contract have designated the law to 
govern their relationship.”).1

 
Flores concerned an employment contract that contained 
an express choice of law provision selecting federal 
maritime law. 335 F.3d at 916. Federal maritime law does 
not generally provide for attorneys’ fees in maritime 
employment contracts. However, the district court sitting 
in Washington applied that state’s rule providing for 
attorneys’ fees in employment contracts because the state 
had a strong public interest in providing for attorneys’ 
fees in employment disputes. Id. at 917. Reversing the 
district court, the Ninth Circuit began its analysis with 
Restatement § 187. Id. at 917–18. The Ninth Circuit 
found that § 187(2) applied instead of § 187(1) because 
the contract’s choice of law provision did not specifically 
speak to attorneys’ fees. Id. The Ninth Circuit held that § 
187(2)(a) was satisfied because the United States had a 
substantial relationship to the subject matter, and § 
187(2)(b) was satisfied because there was no evidence 
that Washington’s interest was materially greater than that 
of the United States. Id. Because federal common law 
provided no reason to disturb the parties’ choice of 
federal maritime law, and because federal maritime law 
did not provide for attorneys’ fees for the prevailing party, 
the Ninth Circuit reversed the district court’s grant of 
attorneys’ fees.
 
Similarly, in APL the Ninth Circuit had to determine 
whether a bill of lading that incorporated Singaporean law 
for issues not otherwise “dealt with” allowed for 
attorneys’ fees under Singaporean law when the 
substantive law governing the dispute was provided by a 
federal statute. APL, 582 F.3d at 956–58. The district 
court held that the plaintiff was not entitled to attorneys’ 
fees because federal law governed the substantive dispute 
and did not provide for attorneys’ fees under the general 
American rule. Id. at 957. Finding that the issue of 
attorneys’ fees was not specifically addressed in the bill 
of lading or the substantive federal law, the Ninth Circuit 
reversed the district court and applied Singapore’s 
provision on attorneys’ fees because the parties had 
agreed that issues not otherwise dealt with would be 
governed by Singaporean law. Id. Because Singaporean 
law generally followed the English rule and provided fees 
for the prevailing party, it was therefore an error for the 
district court to apply the general American rule merely 
because a federal statute provided the substantive law. Id.

 
*4 Following Flores and APL, the Court must apply 
Sweden’s provision on attorneys’ fees unless both of the 
factors in Restatement § 187(2) are met. Flores, 335 F.3d 
at 918 (“To be effective, ASC’s choice of federal 
maritime law needs to satisfy only one of the two 
alternative requirements under section 187(2)”). The 
Court finds that neither factor in Restatement § 187(2) is 
met in this case. The choice of Swedish law was 
reasonable under Restatement § 187(2)(a) because the 
Creation Agreement also contained a provision for 
arbitration in Sweden. Compl. Ex. 1, Article 13. In 
addition, the Court cannot say that the choice of Swedish 
law was unreasonable for a contract involving entities 
from the United States, Norway, Ukraine, and Russia. The 
parties’ choice of law is particularly reasonable because 
the parties reasonably anticipated that they would need 
waivers of sovereign immunity because at least one 
defendant is owned by a foreign government. Restatement 
§ 187(2)(b) is similarly not implicated in this case 
because the Court is not aware of any jurisdiction relevant 
to this case that has a fundamental policy of prohibiting 
prevailing parties in a breach of contract dispute from 
recovering their attorneys’ fees.
 
In conclusion, federal common law requires the Court to 
enforce the parties’ choice of Swedish law to govern their 
dispute, including its provisions on attorneys’ fees.
 

3. Reasonableness of Boeing’s Fee Request Under 
Swedish Law

The Court finds that the total amount of fees requested is 
reasonable under Swedish law. The Swedish Code of 
Judicial Procedure provides that “[c]ompensation for 
litigation costs shall fully cover the costs of preparation 
for trial and presentation of the action including fees for 
representation and counsel, to the extent that the costs 
were reasonably incurred to safeguard the party’s 
interests.” Swedish Code of Judicial Procedure 18:8. 
Defendants argued that the Court should deny the Fees 
Motion because of differences in litigation between the 
United States and Sweden, and because Boeing failed to 
comply with the timing requirements for requesting 
attorneys’ fees under the Swedish Code of Judicial 
Procedure.
 
Defendants’ Swedish law expert Maria Tufvesson Shuck 
argued that differences in discovery, pleading, and the 
rates attorneys charge make it unreasonable to apply 
Sweden’s provisions for attorneys’ fees in this case. 
Shuck Decl. ¶¶ 12–14, Dkt. No. 986-1. However, 
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Defendants have provided no evidence that these 
differences were relevant to the fees actually incurred, or 
that the total amount of fees would have been smaller had 
this case been litigated in Sweden. Shuck also noted in 
general terms that attorneys’ fees awarded by Swedish 
courts tend to be moderate when compared to U.S. cases, 
and that she was not aware of any Swedish court case 
where a party was awarded attorneys’ fees of this 
magnitude. Shuck Decl. ¶ 19. This leads to her conclusion 
that a Swedish court would be reluctant to grant this 
request. Id. However, her evidence is less useful because 
she only speaks in general terms, does not appear to have 
actually examined the details of the fee request, nor does 
she actually conclude whether or not the fee request is 
reasonable. In addition, her points on Swedish law were 
persuasively refuted by Boeing’s Swedish law expert 
Fredrik Forssman. He stated that while Sweden does not 
have the same manner of discovery known to U.S. 
practitioners, the Swedish Code of Judicial Procedure 
does permit the Court to issue evidentiary orders to 
opposing or third parties to produce evidence which can 
be quite large. Forssman Decl. ¶ 12, Dkt. No. 1001. He 
specifically noted that in a case such as this evidentiary 
requests would be filed and granted and would lead to “a 
great deal of documentary evidence provided to either 
side....” Id. He also stated in his declaration that “in 
comprehensive and complex cases with substantial 
monetary claims, it is not in any respect unusual that 
attorneys’ fees amount to several million USD.” Id. ¶ 13. 
Forssman also disagreed with Shuck’s assertion that 
Swedish Courts often reject or adjust requests for 
attorneys’ fees. Id. ¶ 14. He stated that to his knowledge a 
Swedish court has never rejected a prevailing party’s 
request for attorneys’ fees, and that even in the rare cases 
that a Swedish court would adjust the amount granted, it 
would only be for a specific reason outlined in the 
Swedish Code of Judicial Procedure. Id. Boeing pointed 
out that Defendants were awarded over $1.5 million in 
attorneys’ fees under the same provision of the Swedish 
Code of Judicial Procedure for the parties’ Swedish 
arbitration that had one short hearing and did not lead to a 
verdict. Fees Reply at 7. Based on the parties own history 
in Sweden, the more specific and detailed nature of 
Forssman’s declaration, and the extensive litigation costs 
specifically because of Defendants’ actions, the Court 
finds that the request for $9,686,251.06 is reasonable and 
in line with what a Swedish court would grant in this case.
 
*5 The only ground identified by Defendants to deny the 
fee request in Swedish law is that Boeing did not comply 
with the timing requirements under the Swedish Code of 
Judicial Procedures. Fees Opp’n at 1. Swedish law 
requires that a request for attorneys’ fees be presented 
before the termination of the lawsuit. Shuck Decl. ¶ 16 

(citing Swedish Code of Judicial Procedure 18:14). By 
contrast, Rule 54 requires a party to file a motion seeking 
attorneys’ fees within 14 days of the judgment. The Court 
is uncertain how the timing requirement of the Swedish 
Code of Judicial Procedure would apply to the current 
procedural posture of this case, but it is irrelevant because 
the procedures for requesting attorneys’ fees in a Swedish 
court are not applicable to the Fees Motion. Even in a 
diversity case where the district court applies the 
fee-shifting laws of the state where it is located, “the 
procedure for requesting an award of attorney fees is 
governed by federal law.” Carnes v. Zamani, 488 F.3d 
1057, 1059 (9th Cir. 2007). This rule must apply equally 
to federal question cases, particularly when there is a 
Federal Rule of Civil Procedure that is directly on point. 
It also comports with how the Restatement applies 
procedural rules. Restatement § 122 (“A court usually 
applies its own local law rules prescribing how litigation 
shall be conducted even when it applies the local law 
rules of another state to resolve other issues in the case.”). 
Boeing’s failure to follow the timing requirements of the 
Swedish Code of Judicial Procedure that contradict the 
Federal Rules of Civil Procedure is thus irrelevant.
 
Although not addressed by any party, subsequent to the 
filing of the Fees Motion Energia settled with Boeing, 
leaving Yuzhnoye as the only remaining defendant. 
Boeing must therefore submit additional briefing and/or 
documentation to clarify what portion of the 
$9,686,251.06 it seeks solely from Yuzhnoye.
 

B. Boeing’s Motion to Register the Judgment

Boeing asks the Court for permission to register the 
judgment under 28 U.S.C. § 1963. Pls.’ Mot. to Register 
the J., Dkt. No. 971. Energia opposed, Dkt. No. 984, 
Yuzhnoye joined in opposition, Dkt. No. 985, and Boeing 
replied, Dkt. No. 1002. 28 U.S.C. § 1963 permits a party 
to register a judgment when it has become final or “when 
ordered by the court that entered the judgment for good 
cause shown.” “Good cause” is not a term defined by 
statute, and the Ninth Circuit has observed that “there is 
no Ninth Circuit law defining ‘good cause.’ ” Columbia 
Pictures Television, Inc. v. Krypton Broad. of 
Birmingham, Inc., 259 F.3d 1186, 1197 (9th Cir. 2001). 
While Boeing did identify assets of Energia in this 
district, it conceded that it has “not yet located any assets 
of Yuzhnoye in California.” McKeever Decl. ¶¶ 2–4, Dkt. 
No. 972. In this Motion Boeing has not identified any 
facts or reasons related to Yuzhnoye that would constitute 
good cause to register the judgment.
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Boeing’s Motion to Register the Judgment is therefore 
DENIED.
 

C. Yuzhnoye’s Motion to Amend or Alter the 
Judgment

Energia filed a motion to alter or amend the judgment 
under Rule 59. Defs.’ Mot. to Alter or Amend the J. 
Pursuant to Federal Rule of Civil Procedure 59(e), Dkt. 
Nos. 989, 999 (“Motion to Amend”). Boeing opposed the 
motion, Dkt. Nos. 1010, 1011, and Energia replied, Dkt. 
Nos. 1012, 1025. Energia filed two requests for judicial 
notice.2 Dkt. Nos. 990, 1013. Yuzhnoye joined Energia’s 
motion, Dkt. No. 993, reply, Dkt. No. 1016, and requests 
for judicial notice, Dkt. Nos. 994, 1017.
 
Briefly, Energia brought the Motion Amend because it 
believed that the Court’s summary judgment opinion 
ignored the impact of Kvaerner, a former party to this 
litigation, and its separate settlements with both Energia 
and Boeing. Energia argued that the amount it owed to 
Boeing must be reduced by the amount that Kvaerner paid 
Boeing, because that payment was made on behalf of 
Energia. See Dkt. No. 989–1.
 
Regardless of whether or not Energia is correct, is has 
since settled with Boeing and is no longer a party in this 
case. The Court also found Energia and Yuzhnoye were 
separately liable for specific amounts. Amending the 
Court’s previous judgment to reduce the liability of 
Energia will therefore not impact the liability of 
Yuzhnoye. This is further shown in the motion itself 
which specifically cites paragraph 1-a of the Court’s 
Judgment, a paragraph which expressly applies to Energia 
and not Yuzhnoye. Mot. to Amend at 3 (citing Dkt. No. 
960 at ¶ 1-a). A motion to alter or amend a judgment 
under Rule 59 is properly denied when its resolution 

could not impact the rights or liabilities of any party. Cf. 
Coastal Transfer Co. v. Toyota Motor Sales, U.S.A., 833 
F.2d 208, 211 (9th Cir. 1987) (noting that a court should 
deny a motion under Rule 59 unless the new evidence was 
“of such magnitude that production of it earlier would 
have been likely to change the disposition of the case.”). 
Yuzhnoye has not provided any argument for how it 
could benefit from this Motion.
 
*6 Because the motion will not impact Yuzhnoye, its 
Motion to Amend is DENIED.
 

III. CONCLUSION
The Fees Motion is GRANTED as to the applicability of 
Swedish law, Boeing’s entitlement to fees under Swedish 
law, and that the total amount requested of $9,686,251.06 
was reasonable under Swedish law. Boeing may submit 
additional briefing and/or documentation within two 
weeks from the receipt of this order delineating what 
portion of the $9,686,251.06 it still seeks from Yuzhnoye. 
Yuzhnoye will then have two weeks to file any 
opposition.
 
Boeing’s motion to register the judgment is DENIED.
 
Yuzhnoye’s motion to amend or alter the judgment is 
DENIED.
 
IT IS SO ORDERED.
 

All Citations

Not Reported in Fed. Supp., 2018 WL 735971

Footnotes

1 Restatement § 187 states:
(1) The law of the state chosen by the parties to govern their contractual rights and duties will be applied if the particular issue is 
one which the parties could have resolved by an explicit provision in their agreement directed to that issue.
(2) The law of the state chosen by the parties to govern their contractual rights and duties will be applied, even if the particular 
issue is one which the parties could not have resolved by an explicit provision in their agreement directed to that issue, unless 
either
(a) the chosen state has no substantial relationship to the parties or the transaction and there is no other reasonable basis for the 
parties’ choice, or
(b) application of the law of the chosen state would be contrary to a fundamental policy of a state which has a materially greater 
interest than the chosen state in the determination of the particular issue and which, under the rule of § 188, would be the state of 
the applicable law in the absence of an effective choice of law by the parties.

2 Defendants’ Requests for Judicial Notice are GRANTED.
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Only the Westlaw citation is currently available.

United States District Court, C.D. California.

Michelle BRIGHTON
v.

The LUTHERAN CHURCH-MISSOURI 
SYNOD and Concordia Plan Services

SACV 12-883-JST (MLGx)
|

Filed 02/01/2013

Attorneys and Law Firms

Jeffrey C. Metzger, Law Office of Jeffrey C. Metzger, 
Newport Beach, CA, for Michelle Brighton.

Clarissa Ann Kang, Trucker Huss, San Francisco, CA, for 
Concordia Plan Services.

PROCEEDINGS: (IN CHAMBERS) ORDER 
DENYING DEFENDANT’S MOTION TO DISMISS 
(Doc. 12)

Honorable JOSEPHINE STATON TUCKER, UNITED 
STATES DISTRICT JUDGE

*1 Before the Court is a Motion to Dismiss Plaintiff’s 
Complaint (“Motion”) filed by Defendant Concordia Plan 
Services (Doc. 12.) Plaintiff filed an opposition, (Doc. 
17), and Defendants replied. (Doc. 19.)1 On January 23, 
2013, the Court took the Motion under submission. (Doc. 
26.) For the reasons stated below, the Court DENIES 
Defendant’s Motion.
 

I. Background
When ruling on a motion to dismiss, the Court accepts as 
true the factual allegations in the complaint. Hemi Grp., 
LLC v. City of New York, 559 U.S. 1, 130 S. Ct. 983, 
986-87 (2010).
 

Plaintiff Michelle Brighton was employed as a preschool 
director by Defendant the Lutheran Church-Missouri 
Synod (“Church”). (Compl. ¶¶ 7, 10-11, Doc. 1.) The 
Church provides its employees with long-term disability 
benefits through the “Concordia Disability and Survivor 
Plan” (“Plan”), which is administered by Defendant 
Concordia Plan Services (“Concordia”). (Id. ¶¶ 3, 7.) 
Under the terms of the Plan, Plaintiff is entitled to 
long-term disability benefits if unable to perform the 
essential duties of her occupation for the first two years of 
any disability and, after the first two years, if unable to 
engage in any substantial gainful activity reasonably 
commensurate with her training, education, and expertise. 
(Id. ¶ 8.)
 
At an unspecified date, Plaintiff was diagnosed with 
breast cancer and underwent a bilateral mastectomy and 
reconstructive surgery. (Compl. ¶ 12.) Her last day of 
work was on or about March 4, 2007. (Id.) Plaintiff 
submitted a disability claim with Defendants, which was 
approved effective March 5, 2007. (Id. ¶ 13.) Plaintiff 
attempted to return to work in January 2008, but was 
unable to perform the functions of her job due to ongoing 
pain in her chest and upper extremities. (Id. ¶ 14.)
 
Defendants continued to pay Plaintiff’s benefits for about 
two years. (Id. ¶ 13.) However, on or about June 3, 2009, 
Defendants terminated benefits, claiming that Plaintiff 
was not disabled under the terms of the Plan. (Id. ¶ 16.) 
On May 27, 2011, Plaintiff requested reconsideration of 
the claim denial, and submitted additional documentation 
supporting her claim. (Id. ¶ 17.) Defendants refused to 
consider the additional documentation, stating that only 
information submitted within 60 days of a claim denial 
would be considered. (Id. ¶ 18.)
 
On June 4, 2012, Plaintiff filed suit in this court, bringing 
claims for Breach of the Implied Covenant of Good Faith 
and Fair Dealing and for Breach of Contract.
 

II. Legal Standard
When evaluating a motion to dismiss under Federal Rule 
of Civil Procedure 12(b)(6), the Court must accept as true 
all allegations of material facts that are in the complaint 
and must construe all inferences in the light most 
favorable to the non-moving party. Moyo v. Gomez, 32 
F.3d 1382, 1384 (9th Cir. 1994). 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.” Bell Atl. Corp. v. Twombly, 550 
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U.S. 544, 570 (2007). A complaint must (1) “contain 
sufficient allegations of underlying facts to give fair 
notice and to enable the opposing party to defend itself 
effectively,” and (2) “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). “Although for the purposes of a motion to 
dismiss [the Court] must take all of the factual allegations 
in the complaint as true, [it] ‘[is] not bound to accept as 
true a legal conclusion couched as a factual allegation.’ ” 
Ashcroft v. Iqbal, 556 U.S. 662, 678 (2009) (quoting 
Twombly, 550 U.S. at 555).
 
*2 In considering a motion to dismiss, the Court is limited 
to the allegations on the face of the complaint (including 
documents attached thereto), matters which are properly 
judicially noticeable, and “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, 453-54 (9th 
Cir. 1994), overruled on other grounds in Galbraith v. 
Cnty. of Santa Clara, 307 F.3d 1119 (9th Cir. 2002).
 

III. Discussion

A. Breach of Contract
Plaintiff alleges that Defendants’ refusal to pay her 
disability benefits constituted a breach of the Plan. 
(Compl. ¶ 25.) She alleges that as a direct and proximate 
cause of Defendants’ breach she has suffered contractual 
damages, as well as other incidental damages and 
out-of-pocket expenses. (Id. ¶ 26.)
 
Concordia argues that Plaintiff’s claim should be 
dismissed because she failed to exhaust the administrative 
remedies provided to her under the Plan’s governing 
document. (Mot. at 7-12.) It points to § 4.8 of the Plan 
document, which states that “[i]f a member’s claim for a 
disability benefit is denied, any appeal for reconsideration 
must be submitted in writing by the member within sixty 
(60) days of the date of the denial letter.” (Kang Decl. Ex. 
A (“Plan Document”) § 4.8, Doc. 10-1.)2 In her 
Complaint, Plaintiff states that Defendants denied her 
claim on or about June 3, 2009, and that she requested a 
reconsideration of the claim denial on May 27, 2011, 
almost two years later. (Compl. ¶¶ 16-17.)
 
Plaintiffs seeking to recover benefits due to them under 

plans regulated by the Employee Retirement and Income 
Security Act (“ERISA”) are required to exhaust the 
administrative remedies available to them under those 
plans before bringing civil actions. Grenell v. Ups Health 
& Welfare Package, 390 F. Supp. 2d 932, 934 (C.D. Cal. 
2005) (citing Chappel v. Laboratory Corp. of Am., 232 
F.3d 719, 724 (9th Cir. 2000)). However, Plaintiff argues, 
and Concordia does not dispute, that because ERISA 
excludes “church plans” from preemption and the Plan 
was established by the Church, claims brought under the 
Plan are governed by state law. (Compl. ¶ 9, Mot. at 9; 
see also 29 U.S.C. § 1003(b)(2).) Concordia cites to 
several cases in which other federal district courts looked 
to ERISA for guidance when deciding suits arising under 
church plans. (Mot. at 9.)3 However, courts are not 
required to adhere to ERISA in deciding cases brought 
under plans not governed by ERISA. Because the Plan is 
governed by state law, ERISA’s exhaustion requirement 
does not mandate a dismissal of Plaintiff’s claim.
 
In the alternative, Concordia argues that Plaintiff’s claim 
should be dismissed because in failing to appeal her claim 
denial within the required 60 days, Plaintiff failed to meet 
one of the conditions precedent for performance under the 
contract. In order to state a claim for breach of contract, 
plaintiffs must allege “(1) the existence and terms of a 
contract; (2) that plaintiff performed or tendered 
performance pursuant to the contract; (3) breach of 
contract by the defendant; and (4) damages suffered by 
the plaintiff.” Keveney v. Missouri Military Acad., 304 
S.W.3d 98, 104 (Mo. 2010).4 Concordia argues that 
because Plaintiff failed to meet one of the conditions 
precedent for performance, she has failed to allege that 
she “performed or tendered performance pursuant to the 
contract.” (Mot. at 12.)
 
*3 “Conditions precedent are disfavored, and contract 
provisions are construed as such only if unambiguous 
language so requires or they arise by necessary 
implication.” Juengel Const. Co., Inc. v. Mt. Etna, Inc., 
622 S.W.2d 510, 513 (Mo. Ct. App. 1981). Section 4.8 of 
the Plan does require members to submit appeals for 
reconsideration within 60 days. However, it does not 
identify submitting an appeal as a condition precedent, or 
state that failure to submit an appeal will result in a 
forfeiture of members’ rights under the Plan. Concordia 
does not point to any other provisions of the Plan which 
necessarily imply that § 4.8 must be read as a condition 
precedent. This court therefore declines to so interpret 
that section.
 
Plaintiff has successfully stated a claim for breach of 
contract, and Defendant’s motion to dismiss her claim is 
denied.
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B. Breach of Implied Covenant of Good Faith and 
Fair Dealing

Plaintiff alleges that Defendants breached their duty of 
good faith and fair dealing through their “unreasonable 
and arbitrary failure and refusal” to (1) pay Plaintiff 
disability benefits, (2) consider all relevant medical 
evidence regarding her medical condition, (3) reasonably 
and promptly investigate her continuing claim for 
benefits, and (4) provide a reasonable explanation of their 
basis for denying her claim; as well as by 
“misrepresenting pertinent facts relating to the coverage 
in issue.” (Compl. ¶ 19.) She requests punitive damages, 
damages for “mental and emotional distress,” and 
attorney’s fees. (Id. at 6-7.)
 
Concordia argues that Plaintiff’s claim should be 
dismissed because “the Plan expressly permits 
[Concordia’s] actions, no extracontractual damages are 
available for Plaintiff’s claims, and Plaintiff fails to allege 
her misrepresentation allegations with the specificity 
required under Federal Rule of Civil Procedure 9.” (Mot. 
at 13.)
 

1. Choice of Law

The parties dispute whether Missouri or California law 
applies to Plaintiff’s claim. (Opp’n at 15, Reply at 10-12.) 
The Plan’s choice-of-law provision states that it “shall be 
construed, governed, and interpreted in accordance with 
the laws of the State of Missouri.” (Plan Document § 
13.3.)
 
Plaintiff contends that the choice-of-law provision does 
not apply to her claim because it is a tort claim arising out 
of an action—the breach of contract—which took place in 
California. (Opp’n at 15.) Federal courts sitting in 
diversity apply the choice-of-law rules of the forum state. 
Nelson v. Int’l Paint Co., 716 F.2d 640, 643 (9th Cir. 
1983) (citing Klaxon Co. v. Stentor Elect. Manuf. Co., 
313 U.S. 487, 495 (1941)). Therefore, the Court applies 
California choice-of-law rules in this case. The California 
Supreme Court has held that “a valid choice-of-law 
clause, which provides that a specified body of law 
‘governs’ the ‘agreement’ between the parties, 
encompasses all causes of action arising from or related to 
that agreement ... including tortious breaches of duties 
emanating from the agreement or the legal relationships it 

creates.” Nedlloyd Lines B.V. v. Superior Court of San 
Mateo County, 3 Cal.4th 459, 470 (Cal. 1992). Following 
Nedlloyd, Plaintiff’s claim does fall within the scope of 
the Plan’s choice-of-law provision, which states that the 
Plan shall be “governed” in accordance with Missouri 
law. (Plan Document § 13.3.)5

 
*4 Plaintiff seems to concede that if her claim is 
understood as arising out of the contract, it is controlled 
by the Plan’s choice-of-law provision. (Opp’n at 15.) The 
Court disagrees with that conclusion. Once a court 
determines that a claim falls within the scope of a 
choice-of-law clause, it must consider whether the clause 
is enforceable. Washington Mutual Bank v. Superior 
Court, 24 Cal. 4th 906, 916 (Cal. 2001). In assessing the 
enforceability of a choice-of-law clause, California courts 
follow the approach of § 187(2) of the Restatement 
(Second) of Conflict of Laws. Id. Under that approach, 
assuming that the chosen state “has a substantial 
relationship to the parties or their transaction” or “there is 
a reasonable basis for the parties’ choice of law,” the 
court will consider whether “the chosen state’s law is 
contrary to the fundamental policy of California.” Id. If it 
is, and the court determines that California has a 
“materially greater interest than the chosen state in the 
determination of a particular issue” then the choice of law 
provision will not be enforced. Id. at 916-17.
 
In this case, there is a reasonable basis for the parties’ 
choice of Missouri law because the Church, which 
established the Plan, is headquartered in Missouri. 
(Compl. ¶ 3, Plan Document at 1.) Therefore, the Plan’s 
choice-of-law provision is enforceable unless the 
Missouri law to be applied in this case is contrary to a 
fundamental policy of California, and California has a 
“materially greater interest” than Missouri in the 
determination of this case.
 
Both Missouri and California recognize causes of action 
for breach of the implied covenant of good faith and fair 
dealing. See Farmers’ Elec. Co-op., Inc. v. Missouri Dept. 
of Corr., 977 S.W.2d 266, 271 (Mo. 1998) (“Missouri law 
implies a covenant of good faith and fair dealing in every 
contract.”); Missouri Consol. Health Care Plan v. Cmty. 
Health Plan, 81 S.W.3d 34, 46 (Mo. Ct. App. 2002) (“To 
establish a breach of the covenant of good faith and fair 
dealing, [plaintiff’s] burden was to establish that 
[defendant] exercised a judgment conferred by the 
express terms of the agreement in such a manner as to 
evade the spirit of the transaction or so as to deny 
[plaintiff] the expected benefit of the contract.”); Love v. 
Fire Ins. Exch., 221 Cal.App.3d 1136, 1151 (Cal. 1991) 
(holding that an insurer can be held liable for breach of 
the implied covenant of good faith and fair dealing if it 
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“with[olds] payment of an insured’s claim unreasonably 
and in bad faith.”).
 
However, Missouri, unlike California, does not allow for 
the award of punitive and extra-contractual damages in 
insurance bad faith cases. Compare Haughland v. 
Parsons, 863 S.W.2d 609, 610-11 (Mo. Ct. App. 1992) 
(“[F]ailure to perform a contract cannot serve as the basis 
of tort liability unless the breach is also an independent 
tort.”); Peterson v. Cont’l Boiler Works, Inc., 783 S.W.2d 
896, 902-03 (holding that punitive damages are not 
available for breach of contract, even where the breach is 
“intentional, willful, wanton or malicious,” unless the 
breaching party’s conduct “amounts to a separate, 
independent tort.”) with Brandt v. Superior Court, 37 
Cal.3d 813 (Cal. 1985) (characterizing a breach of the 
implied covenant of good faith and fair dealing as an 
“action in tort” that may subject an insurer to liability for 
“any damages which are the proximate result of that 
breach”); Cal. Civ. Code § 3294(a) (allowing for 
exemplary damages where defendant is guilty of 
“oppression, fraud, or malice.”)6

 
“There is no bright-line definition of a ‘fundamental 
policy.’ A fundamental policy must be ‘substantive,’ and 
‘may be embodied in a statute ... which is designed to 
protect a person against the use of superior bargaining 
power.’ ” RCR Plumbing & Mech., Inc. v. ACE Amer. Ins. 
Co., 2011 WL 2412556 (C.D. Cal. June 3, 2011) 
(applying California choice of law rules and quoting 
Restatement (Second) Conflict of Laws § 187 cmt. g). 
California’s decision to allow punitive and 
extra-contractual damages in insurance bad faith cases 
reflects a fundamental state policy of protecting 
California citizens from exploitative behavior by insurers. 
Punitive damages are available in insurance bad faith 
cases because of a statute expressly passed by the state’s 
legislature. Cal. Civ. Code § 3294(a).
 
*5 California also has a materially greater interest than 
Missouri in the determination of this case. Plaintiff is a 
California citizen, acquired the Plan as a benefit of her 
employment in California, and suffered her 
allegedly-disabling illness in California. Cf. Nichols v. 
Nw. Mut. Lif. Ins. Co., 2012 WL 2498848 (9th Cir. June 
29, 2012) (applying Oregon law where insured was an 
Oregon resident and “suffered the injury giving rise to his 
disability claim” in Oregon). Concordia argues that given 
that the administrator of the Plan is a Missouri citizen, 
Missouri has an interest in “ensuring uniformity in the 
administration of a Plan” and “the Plan would essentially 
be unable to operate if it were subject to the laws of each 
state where a beneficiary or participant happens to 
reside.” (Mot. at 7.) An insurance company—and by 

extension its home state—does have an interest in being 
able to uniformly administer benefits. However, that 
ability is not hindered by the insurer being made subject 
to tort liability and damages in other states. Insurers 
benefit from the ability to offer their products to citizens 
of other states, but in doing so they also subject 
themselves to the consumer protection laws of those 
states.
 
Because applying Missouri law in this case would conflict 
with fundamental California policy, and because 
California has a materially greater interest than Missouri 
in having its law applied, California law applies to 
Plaintiff’s claims.7

 

2. Discussion

Under California law, plaintiffs can state a claim for 
breach of the implied covenant of good faith and fair 
dealing by alleging that the insurer “withheld payment of 
an insured’s claim unreasonably and in bad faith.” Love v. 
Fire Ins. Exchange, 221 Cal.App.3d 1136, 1151 (Cal. 
1991). Plaintiff alleges that Defendants were 
“unreasonable and arbitrary” in their refusal to (1) pay 
Plaintiff disability benefits, (2) consider all relevant 
medical evidence regarding her medical condition, (3) 
reasonably and promptly investigate her continuing claim 
for benefits, and (4) provide a reasonable explanation of 
their basis for denying her claim. (Compl. ¶ 19.) In 
addition, she pleads detailed allegations regarding 
Defendants’ handling and ultimate denial of her claim. 
(Id. ¶¶ 12-18.) Therefore, Plaintiff has alleged enough to 
successfully plead a claim under Fed. R. Civ. Proc. 8.8

 
Concordia argues that Plaintiff’s claim should nonetheless 
be dismissed because “the Plan expressly permit[ted]” 
Concordia’s actions. (Motion at 13.) Determining whether 
the Plan permitted Concordia’s actions requires a factual 
finding as to the nature of Concordia’s conduct, and is not 
appropriate on a motion to dismiss. Alternatively, 
Concordia argues that Plaintiff’s claim should be 
dismissed because “no extracontractual damages are 
available for [her] claims.” (Id.) The Court has 
determined that California law applies to this claim, and 
under California law extra-contractual damages are 
available in insurance bad faith actions. Brandt v. 
Superior Court, 37 Cal.3d 813 (Cal. 1985) (characterizing 
a breach of the implied covenant of good faith and fair 
dealing as an “action in tort” that may subject an insurer 
to liability for “any damages which are the proximate 
result of that breach”); Cal. Civ. Code § 3294(a) 
(allowing for exemplary damages where defendant is 
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guilty of “oppression, fraud, or malice.”).
 
*6 Concordia’s motion to dismiss is therefore denied.
 

IV. Conclusion
For the foregoing reasons, the Motion is DENIED.
 

All Citations

Not Reported in Fed. Supp., 2013 WL 12136522

Footnotes

1 On January 22, 2013, Plaintiff requested leave to file a Response to Defendant’s Reply. (Doc. 24.) The Court was able to rule on 
the Motion based on the papers already filed by the parties. Therefore, Plaintiff’s request is DENIED.

2 Plaintiff makes allegations regarding the contents of the Plan Document in her Complaint, and does not question the authenticity of 
the document attached to the Declaration of Clarissa A. Kang. Therefore, the Court may consider the Plan Document in deciding 
this Motion. See Branch, 14 F.3d at 453-54.

3 Concordia also cites to a Missouri case, Boot Heel Nursing Ctr., Inc. v. Missouri Dept. of Soc. Serv., 826 S.W.2d 14, 16 (Mo. Ct. 
App. 1992), in which the court dismissed plaintiffs’ suit for failure to exhaust administrative remedies. That case involved a suit 
against a government agency, and as such the court’s holding is inapplicable to this case.

4 The Plan contains a choice-of-law provision designating Missouri law. (Plan Document § 13.3.) The parties do not dispute that 
Missouri law applies to Plaintiff’s breach of contract claim, and cite exclusively to Missouri law in their arguments regarding this 
claim. (Mot. at 6-7, 12-13; Opp’n at 5-14.)

5 Nedlloyd involved a choice-of-law clause negotiated by sophisticated business entities. However, the California Supreme Court has 
held that the Nedlloyd analysis “appears suitable for a broad range of contract transactions,” including contracts of adhesion, 
because it “contains safeguards to protect contracting parties ... against choice-of-law agreements that are unreasonable or in 
contravention of fundamental California policy.” Washington Mutual Bank v. Superior Court, 24 Cal. 4th 906, 917 (Cal. 2001).

6 Plaintiff acknowledges that if Missouri law applies to her claim, she is not entitled to either punitive damages or damages for 
emotional distress. (Opp’n at 16 n.12.)

7 A choice-of-law provision may be found enforceable as to certain claims, and not enforceable as to others. See Bencharsky v. 
Cottman Trasmission Syst., Inc., 625 F. Supp. 2d 872, 880 (N.D. Cal. 2008) (finding a choice-of-law provision “unenforceable for 
the purposes of determining the validity of the arbitration provision”); Cardonet, Inc. v. IBM Corp., 2007 WL 518909 at *2-5 
(N.D. Cal. Feb. 14, 2007) (considering whether a choice-of-law provision was enforceable on a claim-by-claim basis.) Since no 
fundamental California policy would be implicated by applying Missouri law to Plaintiff’s breach of contract claim, the court finds 
the Plan’s choice-of-law provision enforceable as to that claim. That conclusion is not disputed by the parties. See supra note 3.

8 Plaintiff also alleges that Defendants breached their duty of good faith and fair dealing by “misrepresenting pertinent facts relating 
to the coverage in issue.” (Id. ¶ 19.) Concordia argues that “to the extent that [Plaintiff’s claim] is premised on alleged 
misrepresentation,” it is subject to the heightened pleading standard of Fed. R. Civ. Proc. 9(b). Insofar as Plaintiff’s claim is based 
on an allegation of fraud, it is not plead with sufficient particularity. However, Plaintiff’s claim is based on multiple allegations of 
behavior unrelated to fraud and, as such, is not fundamentally premised on the alleged misrepresentation.

End of Document © 2022 Thomson Reuters. No claim to original U.S. Government Works.
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Proceedings: Order DENYING Defendant’s Motion to 
Dismiss Claims of Plaintiff Fair Housing Council of 
Riverside County in Plaintiffs’ Third Amended 
Complaint (Dkt. No. 52)

JESUS G. BERNAL, UNITED STATES DISTRICT 
JUDGE

*1 Before the Court is Defendant Perris Park Apartments 
Partnership’s (“Defendant”) Motion to Dismiss Claims of 
Plaintiff Fair Housing Council of Riverside County 
(“FHC”) in Plaintiffs’ Third Amended Complaint. 
(“Mot.,” Dkt. No. 52.) The Court determines the Motion 
is appropriate for resolution without a hearing. See Fed. 
R. Civ. P. 78; L.R. 7-15. After considering the papers 
filed in support of and in opposition to the Motion, the 
Court DENIES the Motion.
 

I. BACKGROUND

On December 13, 2017, Plaintiff FHC, along with several 
individual plaintiffs, filed a complaint against Defendant. 
(“Complaint,” Dkt. No. 1.) On February 12, 2018, 
Defendant filed a Motion to Strike Plaintiffs’ Complaint 
(Dkt. No. 10) and a Motion to Dismiss (Dkt. No. 11). On 
March 22, 2018, the Court denied Defendant’s Motion to 
Strike, granted Defendant’s Motion to Dismiss, and 
granted Plaintiffs leave to amend their Complaint. (Dkt. 
No. 21.)
 
On April 27, 2018, Plaintiffs filed a First Amended 
Complaint containing the same four causes of action. 
(“FAC,” Dkt. No. 22.) On May 11, 2018, Defendant filed 
a Motion to Dismiss Plaintiffs’ FAC (Dkt. No. 37) and a 
Motion to Strike Portions of Plaintiffs’ FAC. (Dkt. No. 
38.) The Court issued an order granting in part and 
denying in part Defendant’s Motion to Dismiss the FAC 
and denying Defendant’s Motion to Strike Portions of 
Plaintiffs’ FAC on July 17, 2018. (Dkt. No. 45.)
 
On August 17, 2018, Plaintiffs filed a Second Amended 
Complaint. (“SAC,” Dkt. No. 46.) On September 7, 2018, 
Defendant moved to dismiss the claims brought by FHC 
in the SAC, arguing FHC lacked Article III standing 
because “[a]ll of [its] claimed expenditures were ‘for 
litigation[.]’ ” (“MTD SAC,” Dkt. No. 47 at 10.) 
Therefore, according to Defendant, FHC had 
impermissibly attempted to “manufacture standing” by 
incurring litigation costs. (Id.) FHC countered “the 
language ‘per hour for litigation’ ... merely reflect[ed] the 
amount of compensation being sought in this litigation to 
make FHC whole[;] it [did] not mean that the work was 
performed in anticipation of litigation.” (“MTD SAC 
Opp.,” Dkt. No. 48 at 4.) On October 17, 2018, the Court 
granted the MTD SAC and dismissed FHC’s claims with 
leave to amend. (“MTD SAC Order,” Dkt. No. 50.) The 
Court found it could not “reasonably infer from the SAC 
that [the activities conducted by FHC in response to 
complaints regarding Defendant’s property] were carried 
out for a purpose other than preparation for litigation.” 
(Id. at 3.) Therefore, “FHC [had] not claim[ed] a 
diversion of resources other than the expense of 
litigation[.]” (Id.)
 
On October 23, 2018, Plaintiffs filed a Third Amended 
Complaint, alleging three causes of action: (1) violation 
of the Fair Housing Act (“FHA”); (2) violation of the 
California Fair Employment and Housing Act (“FEHA”); 
and (3) breach of warranty of habitability.1 (“TAC,” Dkt. 
No. 51 ¶ 64.) On November 6, 2018, Defendant filed the 
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instant Motion, seeking once again to dismiss FHC’s 
claims.2 (“Mot., Dkt. No. 52.”) On December 21, 2018, 
Plaintiffs filed an opposition to Defendant’s Motion. 
(“Opp.,” Dkt. No. 53). On January 2, 2019, Defendants 
filed a reply to the opposition. (“Rep.,” Dkt. No. 54.)
 

II. LEGAL STANDARD

*2 Defendant brings its Motion under Rule 12(b)(6) of the 
Federal Rules of Civil Procedure. (Motion at i.) However, 
“lack of Article III standing [as opposed to statutory 
standing] requires dismissal for lack of subject matter 
jurisdiction under Federal Rule of Civil Procedure 
12(b)(1).” Maya v. Centex Corp., 658 F.3d 1060, 1067 
(9th Cir. 2011). The Court thus “construes Defendant’s 
Article III standing argument under Rule 12(b)(1).” See 
Carrese v. Yes Online Inc., No. CV1605301SJOAFMX, 
2016 WL 6069198, at *5 (C.D. Cal. Oct. 13, 2016).
 
A party may seek dismissal of an action for lack of 
subject matter jurisdiction under Rule 12(b)(1) “either on 
the face of the pleadings or by presenting evidence.” 
Warren v. Fox Family Worldwide, Inc., 328 F.3d 1136, 
1139 (9th Cir. 2003); see also White v. Lee, 227 F.3d 
1214, 1242 (9th Cir. 2000). Where the party asserts a 
facial challenge, the court limits its inquiry to the 
allegations set forth in the complaint. Safe Air for 
Everyone v. Meyer, 373 F.3d 1035, 1039 (9th Cir. 2004).
 
“In resolving a factual attack on jurisdiction, the district 
court may review evidence beyond the complaint without 
converting the motion to dismiss into a motion for 
summary judgment.” Id. The court “need not presume the 
truthfulness of the plaintiff’s allegations,” Lee, 227 F.3d 
at 1242, and may generally “resolve factual disputes 
concerning the existence of jurisdiction,” McCarthy v. 
United States, 850 F.2d 558, 560 (9th Cir. 1988). 
However, “[w]here jurisdiction is intertwined with the 
merits,” the Court must “[a]ssume the truth of the 
allegations in a complaint ... unless controverted by 
undisputed facts in the record.” Warren, 328 F.3d 1136, 
1139 (9th Cir. 2003). Dismissal is then appropriate where 
“it appears beyond doubt that the plaintiff can prove no 
set of facts in support of his claim which would entitle 
him to relief.” Conley v. Gibson, 355 U.S. 41, 45–46 
(1957); see also Franklin v. State of Oregon, 662 F.2d 
1337, 1343 (9th Cir.1981).
 
To satisfy Article III standing, a plaintiff must show: (1) 
she has suffered “an injury in fact” that is concrete and 
particularized and actual or imminent, not conjectural or 
hypothetical; (2) the injury is fairly traceable to the 

challenged actions of the defendant; and (3) it is likely, as 
opposed to merely speculative, the injury will be 
redressed by a favorable decision. Bernhardt v. Cnty. of 
Los Angeles, 279 F.3d 862, 868-69 (9th Cir. 2002) (citing 
Friends of the Earth, Inc. v. Laidlaw Envtl. Servs., Inc., 
528 U.S. 167, 180-81 (2000) ). The plaintiff bears the 
burden of establishing these elements, and standing must 
be present at the time the action is brought. Lujan v. Defs. 
of Wildlife, 504 U.S. 555, 561, 570 n.5 (1992).
 
“[O]rganizations are entitled to sue on their own behalf 
for injuries they have sustained.” Havens Realty Corp. v. 
Coleman, 455 U.S. 363, 379 n. 19 (1982). The Ninth 
Circuit has held “an organization may satisfy the Article 
III requirement of injury in fact if it can demonstrate: (1) 
frustration of its organizational mission; and (2) diversion 
of its resources to combat the particular housing 
discrimination in question.” Smith v. Pac. Props. & Dev. 
Corp., 358 F.3d 1097, 1105 (9th Cir. 2004). However, 
“standing must be established independent of the lawsuit 
filed by the plaintiff.” Comite de Jornaleros de Redondo 
Beach v. City of Redondo Beach, 657 F.3d 936, 943 (9th 
Cir. 2011). An organization “cannot manufacture [an] 
injury by incurring litigation costs or simply choosing to 
spend money fixing a problem that otherwise would not 
affect the organization at all. It must instead show that it 
would have suffered some other injury if it had not 
diverted resources to counteracting the problem.” La 
Asociacion de Trabajadores de Lake Forest v. City of 
Lake Forest, 624 F.3d 1083, 1088 (9th Cir. 2010) 
(citations omitted). A setback to the organization’s 
abstract social interest without a discussion of resources is 
insufficient to establish standing. Serv. Women’s Action 
Network v. Mattis, No. 12-CV-06005-EMC, 2018 WL 
2021220, at *14 (N.D. Cal. May 1, 2018).
 

III. DISCUSSION

*3 Defendant argues FHC continues to fail to allege facts 
establishing organizational standing because (1) it does 
not show a diversion of resources because it is judicially 
estopped from alleging its injury was not “for litigation” 
(Mot. at 12); (2) it does not show a diversion of resources 
because it is bound by its “admission” that the activities 
carried out in response to complaints regarding 
Defendant’s property were “for litigation” (id. at 11); (3) 
it does not establish a diversion of resources where it does 
not allege that it would have suffered some other injury if 
it had not investigated Defendant’s purported conduct (id. 
at 13); and (4) FHC continues to fail to plead facts 
showing frustration of mission (id. at 14).
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A. Diversion of Resources

1. Judicial Estoppel
Defendant argues Plaintiffs are judicially estopped from 
alleging the activities FHC undertook in response to 
Defendant’s alleged discrimination were not “for 
litigation.” (Motion at 12.) Plaintiffs contend “[t]here are 
no conflicting positions taken by the Plaintiff FHC” 
because “[n]owhere in the SAC did it state that the 
investigation was done ‘for litigation.’ ” (Opp. at 5.)
 
Judicial estoppel “generally prevents a party from 
prevailing in one phase of a case on an argument and then 
relying on a contradictory argument to prevail in another 
phase.” New Hampshire v. Maine, 532 U.S. 742, 749 
(2001) (citations and internal quotation marks omitted). 
Factors relevant in deciding whether to apply the doctrine 
include: (1) whether the party’s later position is “clearly 
inconsistent” with its earlier position; (2) whether the 
party has successfully advanced the earlier position, such 
that judicial acceptance of an inconsistent position in the 
later proceeding would create a perception that either the 
first or the second court had been misled; and (3) whether 
the party seeking to assert an inconsistent position would 
derive an unfair advantage or impose an unfair detriment 
on the opposing party if not estopped. Milton H. Greene 
Archives, Inc. v. CMG Worldwide, Inc., 568 F. Supp. 2d 
1152, 1164 (C.D. Cal. 2008). “Judicial estoppel applies 
when a party’s position is ‘tantamount to a knowing 
misrepresentation to or even fraud on the court.’ ” 
Johnson v. Oregon Dep’t of Human Resources Rehab. 
Div., 141 F.3d 1361, 1369 (9th Cir. 1998) (quoting Ryan 
Operations G.P. v. Santiam—Midwest Lumber Co., 81 
F.3d 355, 362-63 (3d Cir. 1996) ). Thus, “[i]f 
incompatible positions are based not on chicanery, but 
only on inadvertence or mistake, judicial estoppel does 
not apply.” Id. (citing In re Corey, 892 F.2d 829, 836 (9th 
Cir. 1989) ).
 
Here, Plaintiffs have not taken two “clearly inconsistent” 
positions. See Milton H. Greene Archives, Inc., 568 F. 
Supp. 2d at 1164. Rather, Plaintiffs included an 
admittedly “superfluous and confusing” phrase in the 
SAC (Opp. at 5) that, if understood as Defendants 
represent it, was never in Plaintiffs’ interest. Moreover, 
Plaintiffs did not “successfully advance” a position that 
the activities were “for litigation,” only to later argue 
otherwise. See Milton H. Greene Archives, Inc., 568 F. 
Supp. 2d at 1164.

 
In addition, Defendant overstates the Court’s holding in 
the MTD SAC Order. The Court did not rule “all of 
FHC’s claimed expenditures in the SAC were ‘for 
litigation[.]’ ” (See Mot. at 11.) Rather, the Court was 
unable to find evidence in the SAC that the activities were 
carried out for any other purpose. Because the phrase “for 
litigation” was the only clue as to FHC’s reasons for 
undertaking those activities, the Court could not 
“reasonably infer from the SAC that they were carried out 
for a purpose other than preparation for litigation.”3 (MTD 
SAC Order at 3.) For these reasons, the Court concludes 
Plaintiffs are not estopped from alleging their activities 
were not “for litigation.”
 

2. Plaintiffs’ Statements in the SAC
*4 Defendant argues Plaintiffs’ inclusion of the words 
“for litigation” after the hourly rates of its staff members 
in the SAC constitutes a binding judicial admission. (Id. 
at 11 (citing In re Barker, 839 F.3d 1189, 1195 (9th Cir. 
2016); Yanez v. United States, 989 F.2d 323, 326 (9th 
Cir. 1993).) Plaintiffs do not specifically address the 
judicial admission argument in their Opposition. 
However, they contend “[t]here are no conflicting 
positions taken by the Plaintiff FHC” because “[n]owhere 
in the SAC did it state that the investigation was done ‘for 
litigation.’ ” (Opp. at 5.)
 
“Judicial admissions are formal admissions in the 
pleadings which have the effect of withdrawing a fact 
from issue and dispensing wholly with the need for proof 
of the fact.” Am. Title Ins. Co. v. Lacelaw Corp., 861 
F.2d 224, 226 (9th Cir. 1988). “Factual assertions in 
pleadings and pretrial orders, unless amended, are 
considered judicial admissions conclusively binding on 
the party who made them.” Id. “Where ... the party 
making an ostensible judicial admission explains the error 
in a subsequent pleading or by amendment, the trial court 
must accord the explanation due weight. Sicor Ltd. v. 
Cetus Corp., 51 F.3d 848, 859–60 (9th Cir. 1995). “When 
a pleading is amended or withdrawn, the superseded 
portion ceases to be a conclusive judicial admission; but it 
still remains as a statement once seriously made by an 
authorized agent, and as such it is competent evidence of 
the facts stated, though controvertible, like any other 
extrajudicial admission made by a party or his agent.” 
Huey v. Honeywell, Inc., 82 F.3d 327, 333 (9th Cir. 
1996).
 
As a preliminary matter, as discussed above, Plaintiffs’ 
SAC did not clearly state the claimed expenditures were 
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made “for litigation.” Thus, it is questionable that 
Plaintiffs made any “factual assertion” to that effect. 
Further, even if Plaintiffs’ statements in the SAC could be 
considered judicial admissions, they no longer are 
because Plaintiffs removed the phrase “for litigation” 
from their TAC. (See TAC ¶¶ 49-52.) Since the TAC 
supersedes the SAC, Plaintiffs’ statements from the SAC 
which include the words “for litigation” cease to be 
conclusive judicial admissions. See Huey 82 F.3d at 333. 
Therefore, the Court finds Plaintiffs’ SAC does not bind 
them to an admission that their expenditures were made 
for the purposes of litigation. However, Plaintiffs’ prior 
use of the words “for litigation” in the SAC creates an 
issue of fact regarding whether FHC’s investigation and 
expenditures were made for or independent of litigation. 
(SAC ¶ 50.) In assessing the strength of this evidence, the 
Court accords due weight to the explanation provided in 
the Opposition, where Plaintiffs clarify the language “for 
litigation” “reflects the amount of compensation being 
sought in this litigation to make FHC whole[;] it does not 
mean the work was performed in anticipation of 
litigation.” (Opp. at 5.)
 

3. Diversion of Resources
FHC is contracted by the County of Riverside and City of 
Lake Perris to comply with the funding requirements of a 
Community Development Block Grant (“CDBG”) 
provided by the U.S. Department of Housing and Urban 
Development (“HUD”). (Mot. at 6.) HUD funds CDBG to 
combat and eliminate discriminatory housing practices by 
“interviewing potential victims of discrimination, 
analyzing housing-related issues, conducting mediation, 
litigation or referral to administrative enforcement 
agencies, and disseminating information about fair 
housing laws.” (TAC ¶ 47.) Defendant argues that 
because FHC receives CDBG funding to investigate 
discriminatory housing practices, it has not “los[t] any 
money” in investigating Defendant’s alleged 
discrimination and therefore cannot show the diversion of 
resources necessary to establish standing. (Mot. at 13.)
 
*5 Plaintiffs maintain they can show a diversion of 
resources, which establishes standing even if CBDG 
provides funding. (TAC ¶¶ 49-53.) In making their 
argument, Plaintiffs cite a factually similar case from an 
Ohio district court, Miami Valley Fair Housing Center 
Inc. v. Metro Development LLC 2018 WL 1229841 (S.D. 
Ohio, March 7, 2018). (Opp. at 9-10.) In Miami Valley, 
Plaintiff Miami Valley Fair Housing Center Inc. claimed 
to have standing where it investigated and undertook 
education efforts to address disability discrimination at an 

apartment complex. Miami Valley, 2018 WL 1229841 at 
*4. The Miami Valley court found that although the 
plaintiff fair housing organization received HUD grant 
funding to investigate housing discrimination, “Plaintiffs 
have sufficiently diverted resources for standing to be 
appropriate.” Id.; see also Fair Housing Council, Inc. v. 
Village of Olde St. Andrews, 210 Fed. Appx. 469, 477 
(6th Cir. 2006) (finding HUD grant funding requiring 
investigation “does not mean that the use of a portion of 
those funds to investigate [the defendant’s] properties 
does not amount to a concrete injury”).
 
This Court is persuaded by the reasoning in Olde St. 
Andrews and Miami Valley. Further, Defendant does not 
cite any authority that supports the proposition that FHC 
should be precluded from establishing standing because it 
receives funding to address allegations of discrimination. 
Accordingly, the Court finds that FHC’s receipt of HUD 
funding does not preclude it from establishing standing. 
As Plaintiffs point out in their Opposition, using 
Defendant’s reasoning, an FHC organization would never 
have standing if they received HUD money. (Opp. at 10.)
 
Defendant further contends Plaintiffs’ pleadings fail to 
identify injury FHC would have suffered if it did not 
investigate Defendant. Citing Miami Valley, Defendant 
argues FHC does not identify any additional efforts it 
undertook as a direct response to Defendant’s alleged 
activities. (Mot. at 14.)
 
Plaintiffs allege FHC expended time and money in 
response to complaints it received regarding Defendant’s 
property. (TAC ¶ 49.) They allege: Housing Counselor 
Stephanie Davis spent approximately six hours gathering 
the complaints at an hourly rate of $50 (id.); FHC spent 
$1,000 for a discrimination survey of Defendant’s 
property (id. ¶ 51); and Executive Director Rose Mayes 
and Program Manager Monica Lopez spent approximately 
4.5 hours reviewing and discussing the survey, copying 
information, and preparing the file at respective hourly 
rates of $100 and $75 (id. ¶ 52). Plaintiffs contend the 
$1,000 survey and $1,087.50 in staff time constitute a 
concrete and demonstrable injury to FHC’s activities and 
that these expenditures are far more than a setback to the 
organization’s abstract social interests. (Id. ¶ 54.) 
Plaintiffs further allege they distributed flyers and 
conducted workshops in the community surrounding 
Defendant’s property in response to the discriminatory 
housing practices. (Id. ¶ 56.)
 
Like in Fair Housing of Marin v. Combs, where the Ninth 
Circuit found that Fair Housing of Marin had standing 
where it diverted resources to investigating and 
disseminating literature in response to the defendant’s 
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alleged race-based housing discrimination, Plaintiffs here 
contend FHC has standing because of resources it 
diverted to investigation, workshops, and distributing 
flyers. See Fair Hous. of Marin v. Combs, 285 F.3d 899, 
905 (9th Cir. 2002); see also S. Cal. Hous. Rights Ctr. v. 
Krug, 564 F. Supp. 2d 1138, 1149 (C.D. Cal. 2007) 
(holding “where a fair housing agency conducts tests or 
other investigatory measures to identify unlawful housing 
discrimination, the agency suffers a redressable injury in 
court because its resources have been diverted and its 
mission to eliminate housing discrimination has been 
frustrated”). Given FHC’s alleged efforts and 
expenditures made in response to Defendant’s alleged 
discriminatory activities, the Court finds Plaintiffs have 
succeeded in alleging facts showing a diversion of 
resources to address the housing issue in question.
 

B. Injury and Frustration of Mission
*6 To achieve standing, an organizational plaintiff must 
not only show that injury occurred, but also that the injury 
was significant enough to frustrate the organization’s 
mission. Havens, 455 U.S. at 369. “Such concrete and 
demonstrable injury ... constitutes far more than simply a 
setback to the organization’s abstract social interests.” Id. 
at 379. Defendant argues the “FHC continues to fail to 
plead facts showing frustration of mission.” (Mot. at 14.) 
Plaintiffs argue FHC’s injury constitutes “far more than a 
setback to the organization’s abstract social interests.” 
(Opp. at 4.)
 
FHC claims its investigation caused resources to be 
diverted from other programs accomplishing their 
organizational mission. (TAC ¶ 53.) FHC’s stated mission 
is:

to ensure all persons have the opportunity to secure the 
housing they desire and can afford, without 
discrimination based on their race, color, religion, 
gender, sexual orientation, national origin, familial 
status, martial status, disability, ancestry, age, source of 
income, or other characteristics protected by law. FHC 
works to counteract and eliminate discriminatory 
housing practices.

TAC ¶ 46.
 
In the TAC, Plaintiffs assert the following:

[I]n order to monitor [Defendant’s] violations and 
educate the public regarding discrimination issues, 
FHC has had and continues to divert its scarce 
resources from other efforts to promote awareness of 
and compliance with federal and state fair housing laws 
and to benefit the protected classes in other ways (for 
example, landlord tenant counseling, pre-foreclosure 
counseling, first-time buyer program, mortgage 
counseling).

TAC ¶ 56. Plaintiffs also contend Defendant’s actions 
caused FHC to divert funds away from its plans to open 
an education and outreach center in Murrieta. (TAC ¶ 51.)
 
This case bears similarity to Marin, 285 F.3d at 904. In 
Marin, the Ninth Circuit affirmed the district court finding 
of frustration of mission where the plaintiff diverted funds 
from its mission to combat illegal housing discrimination 
to disseminate educational materials in response to the 
defendant’s discriminatory practices. Id. Here, FHC’s 
plans to open the Murrieta outreach center and to provide 
counseling services clearly align with their mission of 
eliminating discriminatory housing practices. Plaintiffs 
plead facts showing resources were taken from these 
efforts and instead channeled toward counteracting 
Defendant’s unlawful practices. (TAC ¶ 56.)
 
The Court thus finds Plaintiffs have succeeded in pleading 
facts showing the alleged injury frustrates FHC’s 
organizational mission. Accordingly, the Court DENIES 
Defendant’s Motion.
 

IV. CONCLUSION

Following consideration of the moving, opposition, and 
reply papers and all other matters presented to and 
accepted by the Court, the Court orders as follows: The 
Court DENIES Defendant’s Motion to Dismiss Plaintiffs’ 
Third Amended Complaint.
 

IT IS SO ORDERED.

All Citations

Not Reported in Fed. Supp., 2019 WL 1771662

Footnotes

1 The third claim is brought by all Plaintiffs except FHC (TAC ¶ 64) and is therefore not at issue here.
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2 The Motion was accompanied by a request for judicial notice (“RJN,” Dkt. No. 52-3), asking the Court to take notice of the 
Court’s March 22, 2018 Order (Dkt. No. 21), the Court’s July 17, 2018 Order (Dkt. No. 45), the Court’s October 17, 2018 Order 
(Dkt. No. 50), and Plaintiffs’ SAC. The Court DENIES the RJN because records on this Court’s own docket in this matter are 
improper subjects of judicial notice.

3 However, in reaching this conclusion, the Court applied the 12(b)(6) standard advanced by the parties rather than the correct 
12(b)(1) standard.

End of Document © 2022 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 motions1 came before the Court for hearing 
on May 28, 2010:(1) Counter–Defendants2 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 
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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.
 

Discussion4

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).
 
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]” 
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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 
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).
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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 
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 
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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 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 
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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.
 
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 
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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.
 
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 
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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. Standing13

*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 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 
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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
“[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 
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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 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 
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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 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 
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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 Jurisdiction20

“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 
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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 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 
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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 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 Competition22

*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 
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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 
(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 
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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 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 
personal interest, expressed through its direct claims 
against MGA, dwarfs its interest in the derivative claim, 
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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

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.
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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 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”).

Case 2:19-ap-01382-SK    Doc 349-3    Filed 01/14/22    Entered 01/14/22 07:52:03    Desc
Appendix of Unpublished Opinions    Page 64 of 441



Bryant v. Mattel, Inc., Not Reported in F.Supp.2d (2010)

 © 2022 Thomson Reuters. No claim to original U.S. Government Works. 20

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 © 2022 Thomson Reuters. No claim to original U.S. Government Works.
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KeyCite cautionary citing references available
 On Reconsideration Cobalt Multifamily Investors I, LLC v. Shapiro, 

S.D.N.Y., March 7, 2012
2009 WL 2058530

Only the Westlaw citation is currently available.
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.
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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, 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.
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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 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 
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required for the “adverse 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 
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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.”)).
 
*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 
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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 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 
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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 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.
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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 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 
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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.
 
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.
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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.

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 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 
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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 © 2022 Thomson Reuters. No claim to original U.S. Government Works.
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United States District Court, C.D. California.

Frank W. CUTLER, et al.
v.

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).
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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

*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 © 2022 Thomson Reuters. No claim to original U.S. Government Works.
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United States District Court, N.D. California,
San Jose Division.

Anita HUNTER, et al., Plaintiffs,
v.

CITIBANK, N.A., et al., Defendants.

No. C 09–02079 JW.
|

Feb. 3, 2010.

Attorneys and Law Firms

Anthony Robert Zelle, Brian P. McDonough, Thomas W.
Evans, Zelle Mcdonough & Cohen LLP, Boston, MA,
Michael P. Denver, Robert Louis Brace, Hollister & Brace,
Santa Barbara, CA, Robert A. Curtis Thomas G. Foley, Jr.
Foley Bezek Behle & Curtis, LLP, Santa Barbara, CA, for
Plaintiffs.

Carol Lynn Thompson, R. Van Swearingen, Sidley Austin
LLP, San Francisco, CA, John Kenneth Van De Weert, Jr.,
Sidley Austin LLP, Washington, DC, Kevin Michael Fee,
Mark Bruce Blocker, Thomas Reynolds Heisler, II, Sidley
Austin LLP, Chicago, IL, for Defendants.

ORDER GRANTING IN PART AND
DENYING IN PART DEFENDANTS'
VARIOUS MOTIONS TO DISMISS

JAMES WARE, District Judge.

*1  Presently before the Court are (1) Defendant United
Western Bank's (“UWB”) Motion to Dismiss Amended

Complaint, 1  (2) Defendant Citibank's Motion to Dismiss, 2

(3) Cordell Defendants' Motion to Dismiss the Complaint; 3

(4) Defendant Silicon Valley Law Group's (“SVLG”) Motion

to Dismiss Plaintiffs' Complaint, 4  (5) Defendant Jorden Burt
LLP's (“Jorden Burt”) Motion to Dismiss Plaintiffs' Amended

Complaint, 5  and (6) Defendants Kutak Rock LLP and Joseph
O. Kavan's (collectively, “Kutak Rock”) Motion to Dismiss

Amended Complaint and Motion to Strike. 6  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 GRANTS Defendants UWB and
Citibank's Motions with leave to amend, DENIES Cordell
Defendants' Motion, and GRANTS in part and DENIES in
part Lawyer Defendants' Motions.

A. Background

In an Amended Complaint filed May 14, 2009, 7  Plaintiffs
allege as follows:

Qualified Intermediaries (“QIs”) were established for the
purpose of holding funds in trust during the process of
carrying out a property exchange pursuant to 26 U.S.C.
§ 1.1031(k) (“1031 Exchange”). (AC ¶¶ 40–41.) 1031
Exchanges permit deferred capital gains tax for like-kind
transfers of property if the seller does not take possession
or control of sale proceeds at any time prior to completing
the property exchange. (Id.)

In 2005, Edward Okun (“Okun”) purchased six QIs
and formed a parent corporation, the 1031 Tax Group,
as to the other six QIs. (AC ¶ 2.) He gained access
to the Exchange Funds held in trust in each QI and
appropriated most of those funds to his own use. (Id.)
Okun concealed his theft by using incoming deposits
of new Exchange Funds to fund older escrows at the
various QIs. (Id.) Okun operated a Ponzi scheme which
was exposed when the real estate market cooled, and
the infusion of new funds slowed, imposing a de facto
audit. (Id.) On May 14, 2007, the QIs filed for Chapter 11
bankruptcy, and a Trustee was appointed on October 26,
2007. (Id.) On March 19, 2009, a jury convicted Okun
on twenty-three counts. (Id. ¶ 5.)

Plaintiffs executed Exchange Agreements with their
respective QIs, which provided that Exchange Funds
deposited with each QI upon the sale of relinquished
property would be held in trust on deposit in an insured
bank or national depository institution, and used solely
to fund the purchase of replacement property identified
by the specific depositor. (AC ¶ 6.) Okun's looting of
funds created deficits in the trust account at each QI.
(Id.) Okun's plan required the participation of banks,
“hard money” lenders, and lawyers who actively assisted
Okun in committing these crimes, aiding and abetting his
breach of fiduciary duties owed to Plaintiffs. (Id. ¶ 5.)
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On the basis of the allegations outlined above, Plaintiffs
allege eight causes of action: (1) Conversion; (2) Aiding and
Abetting a Conversion; (3) Breach of Fiduciary Duty; (4)
Aiding and Abetting a Breach of Fiduciary Duty; (5) Aiding
and Abetting Fraud; (6) Conspiracy to Convert Exchange
Funds and Commit Fraud; (7) Intentional Interference with
Contract; (8) Breach of Contract; (9) Negligence; and (10)
Negligent Supervision.

B. Standards
*2  Pursuant to Federal Rule of Civil Procedure 12(b)(6), a

complaint may be dismissed against a defendant for failure
to state a claim upon which relief may be granted against
that defendant. Dismissal may be based on either the lack of
a cognizable legal theory or the absence of sufficient facts
alleged under a cognizable legal theory. Balistreri v. Pacifica
Police Dep't, 901 F.2d 696, 699 (9th Cir.1990); Robertson
v. Dean Witter Reynolds, Inc., 749 F.2d 530, 533–34 (9th
Cir.1984). For purposes of evaluating a motion to dismiss, the
court “must presume all factual allegations of the complaint
to be true and draw all reasonable inferences in favor of the
nonmoving party.” Usher v. City of Los Angeles, 828 F.2d
556, 561 (9th Cir.1987). Any existing ambiguities must be
resolved in favor of the pleading. Walling v. Beverly Enters.,
476 F.2d 393, 396 (9th Cir.1973).

However, mere conclusions couched in factual allegations are
not sufficient to state a cause of action. Papasan v. Allain,
478 U.S. 265, 286, 106 S.Ct. 2932, 92 L.Ed.2d 209 (1986);
see also McGlinchy v. Shell Chem. Co., 845 F.2d 802, 810
(9th Cir.1988). The complaint must plead “enough facts to
state a claim for relief that is plausible on its face.” Bell Atl.
Corp. v. Twombly, 550 U.S. 544, 570, 127 S.Ct. 1955, 167
L.Ed.2d 929 (2007). 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.” Ashcroft v. Iqbal, ––– U.S. ––––, ––––,
129 S.Ct. 1937, 1949, 173 L.Ed.2d 868 (2009). Thus, “for a
complaint to survive a motion to dismiss, the non-conclusory
‘factual content,’ and reasonable inferences from that content,
must be plausibly suggestive of a claim entitling the plaintiff
to relief.” Moss v. U.S. Secret Serv., 572 F.3d 962, 969 (9th
Cir.2009). Courts may dismiss a case without leave to amend
if the plaintiff is unable to cure the defect by amendment.
Lopez v. Smith, 203 F.3d 1122, 1129 (9th Cir.2000).

C. Bank and Hard Money Lender Defendants' Motions

1. Defendants UWB and Citibank's Motions to
Dismiss

Defendants UWB and Citibank move to dismiss the Amended
Complaint, inter alia, on the ground that UCC Article 4A
provides the exclusive source of any remedies for claims
arising out of unauthorized funds transfers. (UWB's Motion
at 8; Citibank's Motion at 4.)

a. Colorado and New York Statutory Provisions
Adopting UCC Article 4A

As a preliminary matter, the Court considers which state law
governs Plaintiffs' claims against the Defendant banks.

“In a diversity case, the district court must apply the choice-
of-law rules of the state in which it sits.” Abogados v. AT
& T, Inc., 223 F.3d 932, 934 (9th Cir.2000) (citing Klaxon
Co. v. Stentor Elec. Mfg. Co., 313 U.S. 487, 496, 61 S.Ct.
1020, 85 L.Ed. 1477 (1941)). “California applies a three-step
‘governmental interest’ analysis to choice-of-law questions.”
Id. The parties do not dispute that under the governmental
interest test, Colorado law applies to Plaintiffs' claims against

UWB, 8  and New York law applies to Plaintiffs' claims

against Citibank. 9

*3  Colorado and New York have both adopted Article 4A
of the UCC, which governs electronic funds transfers. See
Colo.Rev.Stat. Ann. § 4–4.5–202; N.Y. U.C.C. art. 4–A. The
applicable provisions of both states define a “funds transfer”
as “the series of transactions, beginning with the originator's
payment order, made for the purpose of making payment to
the beneficiary of the order. The term includes any payment
order issued by the originator's bank or an intermediary
bank intended to carry out the originator's payment order.”
Colo.Rev.Stat. Ann. § 4–4.5–104(a); N.Y. U.C.C. § 4–A–104.

Both states' provisions governing “authorized and verified
payment orders” provide:

(a) A payment order received by the receiving bank is the
authorized order of the person identified as sender if that
person authorized the order or is otherwise bound by it
under the law of agency.

(b) If a bank and its customer have agreed that the
authenticity of payment orders issued to the bank in the
name of the customer as sender will be verified pursuant
to a security procedure, a payment order received by the
receiving bank is effective as the order of the customer,
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whether or not authorized, if (i) the security procedure is
a commercially reasonable method of providing security
against unauthorized payment orders, and (ii) the bank
proves that it accepted the payment order in good faith
and in compliance with the security procedure and any
written agreement or instruction of the customer restricting
acceptance of payment orders issued in the name of the
customer.

Colo.Rev.Stat. Ann. § 4–4.5–202; N.Y. U.C.C. § 4–A–202.

Finally, both states have adopted the provision of Article 4A
which imposes a one-year notice requirement on claims that
a bank is not entitled to retain a payment order:

If a receiving bank has received payment from its customer
with respect to a payment order issued in the name of
the customer as sender and accepted by the bank, and
the customer received notification reasonably identifying
the order, the customer is precluded from asserting that
the bank is not entitled to retain the payment unless the
customer notifies the bank of the customer's objection to
the payment within one year after the notification was
received by the customer.

Colo.Rev.Stat. Ann. § 4–4.5–505; N.Y. U.C.C. § 4–A–505.

b. Preemption of Common Law Claims
Since the Colorado and New York state legislatures have
both adopted UCC Article 4A, the issue becomes whether
that Article preempts common law claims involving funds
transfers.

Under Colorado law, a UCC provision preempts a common
law cause of action “whenever both the code and the common
law would provide a means of recovery for the same loss.”
Clancy Sys. Int'l, Inc. v. Salazar, 177 P.3d 1235, 1237
(Colo.2008). Colorado law allows “the code to abrogate
common law rules without requiring unequivocal, explicit
reference to the common law in each statutory section that
effects a modification.” Id.

*4  Similarly, New York courts have recognized that UCC
Article 4A preempts some common law claims arising out of
electronic funds transfers. In Aleo Int'l, Ltd. V. Citibank, N.A.,
the court stated:

The Comment to UCC 4–A–102 states that the provisions
of article 4–A “are intended to be the exclusive means of
determining the rights, duties and liabilities of the affected

parties in any situation covered by particular provisions
of the article. Consequently, resort to principles of law or
equity outside of Article 4A is not appropriate to create
rights, duties and liabilities inconsistent with those stated
in this Article.”

160 Misc.2d 950, 612 N.Y.S.2d 540, 541 (N.Y.Supr.1994)
(quoting the Official Comment to UCC § 4A–102
(N.Y.U.C.C. § 4–A–102)); see also ReAmerica, S.A. v. Wells
Fargo Bank Int'l, 577 F.3d 102, 106 (2d Cir.2009) ( “Article
4A ‘precludes common law claims when such claims would
impose liability inconsistent with the rights and liabilities
expressly created by Article 4–A.’ ”).

The policy underlying UCC Article 4A supports broad
preemption of related common law causes of action. The
Court of Appeals of New York stated:

National uniformity in the treatment
of electronic fund transfers is
an important goal, as are speed,
efficiency, certainty (i.e., to enable
participants in fund transfers to
have better understanding of their
rights and liabilities), and finality.
Establishing finality in electronic fund
wire transactions was considered a
singularly important policy goal.

Banque Worms v. BankAmerica Int'l, 77 N.Y.2d 362, 372,
568 N.Y.S.2d 541, 570 N.E.2d 189 (N.Y.1991). The Supreme
Court of California has described the underlying policy goals

of UCC Article 4A in similar terms: 10

[UCC Article 4A] provide[s] a detailed scheme for
analyzing the rights, duties and liabilities of banks and
their customers in connection with the authorization and
verification of payment orders. Analysis of a funds transfer
under these sections results in a determination of whether
or not the funds transfer was “authorized,” and provides a
very specific scheme for allocation of loss.
Zengen, Inc. v. Comerica Bank, 41 Cal.4th 239, 251–52,
59 Cal.Rptr.3d 240, 158 P.3d 800 (Cal.2007). The Zengen
court went on to quote extensively from the UCC Comment
to section 4A–102, which states in pertinent part:
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In the drafting of Article 4A, a deliberate decision was
made to write on a clean slate and to treat a funds
transfer as a unique method of payment to be governed
by unique rules that address the particular issues raised
by this method of payment. A deliberate decision was
also made to use precise and detailed rules to assign
responsibility, define behavioral norms, allocate risks
and establish limits on liability, rather than to rely on
broadly stated, flexible principles. In the drafting of
these rules, a critical consideration was that the various
parties to funds transfers need to be able to predict risk
with certainty, to insure against risk, to adjust operational
and security procedures, and to price funds transfer
services appropriately. This consideration is particularly
important given the very large amounts of money that
are involved in funds transfers.

*5  Funds transfers involve competing interests—those
of the banks that provide funds transfer services and
the commercial and financial organizations that use the
services, as well as the public interest. These competing
interests were represented in the drafting process and
they were thoroughly considered. The rules that emerged
represent a careful and delicate balancing of those
interests and are intended to be the exclusive means
of determining the rights, duties and liabilities of the
affected parties in any situation covered by particular
provisions of the Article.

Id.
Article 4A's displacement of common law causes of action,
however, is not complete. “The exclusivity of Article 4–A is
deliberately restricted to ‘any situation covered by particular
provisions of the Article.’ Conversely, situations not covered
are not the exclusive province of the Article.” Sheerbonnet,
Ltd. v. American Express Bank, Ltd., 951 F.Supp. 403, 407–
08 (S.D.N.Y.1996).

c. Application of Article 4A
At issue is whether the situation presented here is covered by
the particular provisions of Article 4A.

Here, in relation to their claims against Defendant UWB,
Plaintiffs allege in pertinent part:

Investment Exchange Group (“IXG”), a QI for 1031
exchanges, deposited, $75 million in exchange funds at
UWB. In August 2006, IXG informed Judy Thornton, an
institutional sales employee at UWB who had researched

1031 exchanges and investigated the proper protocol for
treatment of QI funds by a bank, that Okun was acquiring
shares of IXG and would transfer the IXG exchange
funds on deposit to the 1031 Tax Group account at
Wachovia. (AC ¶¶ 100, 102.) UWB agreed to this proposal,
notwithstanding the fact that UWB knew that IXG held
exchange funds in trust for the benefit of each QI exchanger
in accounts established at UWB, that IXG's duties to
the IXG exchanges were non-delegable, and that IXG,
as Trustee, could transfer exchange funds only to an
exchanger holding an exchange account at IXG. (Id. ¶ 102.)

Beginning in August 2006, after the sale of IXG shares
to Okun's 1031 Tax Group, UWB began transferring
exchange funds from IXG accounts at UWB to accounts
at other financial institutions owned by entities other
than IXG. (AC ¶ 103.) Included were transfers of over
$80,000,000 from the IXG Omnibus Custodial Account
held at UWB to 1031 Tax Group's pooled account at
Wachovia where the money then disappeared. (Id.)

Pursuant to its Anti–Money Laundering Program, UWB
monitored the transfers of exchange funds out of the IXG
Omnibus Custodial Account to ensure the wire transfers to
third parties were not suspicious. (AC ¶ 104.) In August
2006, UWB designated IXG as a “high risk account,” but
nevertheless approved multiple wire transfers from IXG
to the 1031 Tax Group. (Id. ¶ 105.) UWB approved these
transfers knowing that they were not used to close escrows
of any of the known exchangers doing business at IXG. (Id.
¶ 106.) These transfers substantially depleted the account.
(Id.)

*6  With regard to their claims against Defendant Citibank,
Plaintiffs allege in pertinent part:

Security 1031 Services, LLC (“SOS”) was a QI that
deposited its funds at Citibank. (AC ¶ 44.) Citibank knew
that SOS was under a legal duty to act as a fiduciary to
each exchanger doing business at SOS. Citibank also knew
that SOS's deposits at Citibank were the legal property of
each exchanger to be held in trust, subject to the obligations
provided by the Exchange Agreements executed with SOS.
(Id.) Citibank knew that exchange funds could not be
loaned, borrowed, or used for any purpose other than
funding the replacement property identified by the QI
exchanger client. (Id.)

Okun acquired SOS on November 15, 2005. (AC ¶ 47.)
In late January and February 2006, Okun ordered Todd
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Pajonas, the former owner of SOS and newly named
President of AEC Exchange Company, LLC (“AEC”),
another of Okun's recently acquired QIs, to transfer
SOS exchange funds on deposit at Citibank to Bank
of America to close AEC escrows. (Id. ¶¶ 50–51.) The
SOS exchange funds were then disbursed to waiting AEC
exchangers in order to conceal Okun's past looting of
AEC exchange funds. (Id. ¶ 52.) Citibank knew that these
transfers contravened the terms of Exchange Agreements
and the rights of SOS QI exchangers with accounts held
at Citibank, but nonetheless cooperated in this transfer
willingly. (Id.)

The gravamen of Plaintiffs' Complaint is that both UWB
and Citibank allowed Okun to transfer exchange funds in a
manner that violated the Exchange Agreements between the
QIs and their exchanger clients. Knowing that the requested
wire transfers violated those Exchange Agreements, and
otherwise had at least the appearance of impropriety,
Plaintiffs essentially contend that the Defendant banks should
have further investigated the circumstances of the transfers
and refused to execute them. Refusing to execute a wire
transfer because of a belief or suspicion that it would violate
the Exchange Agreement or constitute a breach of fiduciary
duty amounts to a determination that the wire transfer was
unauthorized. Thus, the Court finds that the circumstances
that gave rise to Plaintiffs' claims against UWB and Citibank
fall under the purview of UCC Article 4A.

Plaintiffs contend that the situation here is not covered under
Article 4A on the grounds that (1) Article 4A only establishes
the duties and liabilities of the parties to a funds transfer, and
thus its provisions do not apply to Plaintiffs who are third
parties, and (2) Plaintiffs do not allege that the funds transfers
were not authorized, but instead contend that the banks' failure
to intervene, despite the fact that the QI owner requested the

transactions, should subject them to liability. 11  The Court
finds both contentions unpersuasive.

First, although Article 4A does not explicitly place any
rights or obligations on third parties, it does squarely
define the bank's liability stemming from an unauthorized
funds transfer. Article 4A encourages quick and inexpensive
wire transfers, and in turn facilitates the voluminous daily
financial transactions upon which the nation's economy
depends, by setting out a definite set of requirements for
banks to adhere to when engaging in such wire transfers.
Subjecting banks to liability to third parties in spite of
their adherence to the provisions of Article 4A would

severely undermine the important policy goals underlying its
enactment. Furthermore, none of the cases that Plaintiffs cite
hold that Article 4A does not preclude common law claims
brought by non-parties to the wire transfer. For example,
Plaintiffs rely on Banque Worms for the proposition that
Article 4A “define[s] the rights and liabilities of all parties
involved in [a wire transfer].” (See Citibank's Opp'n at 7.) By
defining the respective duties and liabilities of the parties to
the transaction, however, Article 4A will inherently also affect
the rights of third parties to bring suit based on claims arising
out of the transaction.

*7  Second, merely labeling the transaction “authorized”
does not remove it from Article 4A's purview. In fact,
Plaintiffs' admission that IXG “was an ‘authorized person’
to submit wire instructions to [UWB]” appears to preclude
rather than establish UWB's liability for executing the
requested wire transfers. (UWB's Opp'n at 7.) Given the
broad policy goals enunciated by the drafters of Article 4A
in its Official Comments, the Court declines to take the
narrow view that Section 202 is only intended to specifically
address situations in which one party claims a transaction was
unauthorized. Were that the case, a litigant would only have
to plead that the transaction was in fact authorized to avoid
coverage under Article 4A.

Accordingly, the Court finds that UCC Section 4A covers the
facts as alleged in Plaintiffs' Complaint, and thus Plaintiffs'
common law claims are preempted.

d. Sufficiency of Plaintiffs' Claim Under Article 4A
Upon review, the Court finds that Plaintiffs do not allege any
facts that would establish liability under Article 4A, such as
an unauthorized wire transfer or the lack of commercially
reasonable security measures. Furthermore, Plaintiffs have
not alleged that they notified the receiving bank of any
objection to the payment within one year of receiving
notification of the transfer, as required under Section 505.
Thus, the Court finds that Plaintiffs have not alleged sufficient
facts to state a claim under UCC Article 4A.

Accordingly, the Court GRANTS Defendants' Motions to
Dismiss with leave to amend.

2. Cordell Defendants' Motion to Dismiss

The Cordell Defendants 12  move to dismiss on the ground
that all Plaintiffs' claims against them are barred by an
injunction order of the United States Bankruptcy Court for
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the Southern District of New York (“Bankruptcy Court”).
(Cordell's Motion at 6 .)

On December 1, 2008, the Bankruptcy Court approved a
Settlement Agreement between the Cordell Defendants and
the chapter 11 trustee and issued a channeling injunction
which provided, in pertinent part:

[A]ll persons or entities, who have
held, hold or may hold claims against
or interests in the estates of the 1031
Debtors and [Investment Properties
of America LLC (“IPofA”) ]
Debtors are permanently enjoined
from (i) commencing, conducting or
continuing in any manner, directly
or indirectly, and suit, action, cause
of action or other proceeding of any
kind ... against or affecting the Cordell
Parties or the Collateral on account
of or respecting any claim, interest,
obligation, debt, right, cause of
action, remedy or liability discharged,
released, to be released, governed
by or relating to the Settlement
Agreement that is based upon or
derivative of any claim or cause of
action that could have been asserted
against the Cordell Parties by, or injury
to, the estates of the 1031 Debtors and/

or the IPofA Debtors. 13

Under the express terms of the injunction, only actions that
are based upon or derivative of claims that could have been
asserted by the Debtors are barred. Thus, the issue becomes
whether the Trustee could have asserted Plaintiffs' claims
against the Cordell Defendants for damages due to their loss
of exchange funds.

*8  “It is well settled that a bankruptcy trustee has no standing
generally to sue third parties on behalf of the estate's creditors,
but may only assert claims held by the bankrupt corporation
itself.” Smith v. Arthur Andersen LLP, 421 F.3d 989, 1002–03
(9th Cir.2005) (internal citations omitted). The Ninth Circuit
has explained that:

Although the line between “claims of the debtor,” which
a trustee has statutory authority to assert, and “claims of
creditors,” which Caplin bars the trustee from pursuing, is
not always clear, the focus of the inquiry is on whether the
Trustee is seeking to redress injuries to the debtor itself
caused by the defendants' alleged conduct. If the debtor
suffered an injury, the trustee has standing to pursue a claim
seeking to rectify such injury. But, “[w]hen a third party
has injured not the bankrupt corporation itself but a creditor
of that corporation, the trustee in bankruptcy cannot bring
suit against the third party.”

Id.

Similarly, Bankruptcy Judge Glenn recognized these basic
principles of bankruptcy law when he found, in an order
dismissing the complaint in an adversary proceeding filed by
the Trustee against Citibank, that:

[T]he Trustee does not have constitutional standing to
recover damages for injuries that are particular to creditors.
Specifically, the Trustee does not have constitutional
standing to recover ... money lost by the 1031 Debtor's
exchange participants who were waiting to complete their
1031 exchange transactions when Okun looted funds from
the Citibank bank accounts.

....

[T]he Trustee has constitutional standing to recover funds
belonging to the 1031 Debtors that Citibank allegedly
aided and abetted Okun in looting, to the extent this
alleged injury is separate from the injury to the creditors.
For example, even if the exchange participants own the
claims against Citibank for loss of their Exchange Deposits,
the Debtors have constitutional standing to assert claims
against Citibank to the extent the looted funds belonged to
the Debtors as a result of revenue earned from exchange

transactions. 14

Here, Plaintiffs allege in pertinent part:

Over the course of thirteen months,
Cordell made five separate loans
to Okun and Okun Entities, and
ultimately loaned them more than
$50,000,000. (AC ¶ 140.) The Cordell
loans to Okun formed a large part
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of the Cordell loan portfolio, and
these loans assisted Okun and his co-
conspirators in perpetuating Okun's
Ponzi scheme. (Id.) Okun's purpose
was to withdraw equity from real
estate through refinancing in order
to make payments owed to pending
QI exchangers. Okun's intention was
communicated to Cordell, which
assisted Okun in effectuating this
purpose for Cordell's own individual
advantage and significant financial
gain. (Id.)

The Court finds the reasoning that Judge Glenn applied to
find that the Trustee could not bring an action to recover from
Citibank for the loss of their exchange funds applies with
equal force to a hypothetical Trustee suit against the Cordell
Defendants. Although the Trustee has standing to bring a
claim against the Cordell Defendants for aiding abetting
Okun's looting of exchange funds to the extent that he seeks to
recover revenue the QIs would have earned as a result of the
transactions, the Trustee cannot bring suit to recover the lost
exchange funds. Thus, the Court finds that the claims against
the Cordell Defendants seeking to recover the lost exchange
funds belong exclusively to the exchanger Plaintiffs, and are
not barred by the channeling injunction.

*9  The Cordell Defendants contend that allowing the
Plaintiffs to proceed with their claims would upset the final
orders of the Bankruptcy Court and potentially call into
question the enforceability of all injunctions entered into

under the Reorganization Plan. 15  The Cordell Defendants
further present the Trustee's testimony from the Bankruptcy
Court's proceedings that in entering into the channeling
injunction, they did not intend to leave themselves open to

“lawsuits with individual exchangers.” 16  However, the Court
finds that the plain language of the Settlement Agreement and
Bankruptcy Court Order do not give the channeling injunction
as broad a scope as the Cordell Defendants would like to give
it. Specifically, the Order does not bar the exchangers' direct
claims. The Cordell Defendants could have bargained for a
Rule 23 bar Order that would have precluded a class action
complaint like the one that Plaintiffs now bring against them,

as did the Wave I Settling Defendants, 17  but they did not do
so.

Accordingly, the Court DENIES the Cordell Defendants'
Motion to Dismiss on the ground that Plaintiffs' claims
against them are barred by the Bankruptcy Court's channeling
injunction order. However, nothing in this Order is intended to
bar the Cordell Defendants from later challenging the merits
of Plaintiffs' claims based on evidence as to the nature of the
funds at issue.

D. Lawyer Defendants' Motions

1. Statutes of Limitations
Lawyer Defendants move to dismiss Plaintiffs' claims on the
ground that they are time-barred. (See Kutak Rock's Motion
at 8–11; SVLG's Motion at 4–8; Jorden Burt's Motion at 5–
8.) Plaintiffs contend that their claims are timely, and that the
statutes of limitations of California, Florida, and Nebraska

variously apply. 18

a. Choice of Law
As a preliminary matter, the Court considers which state law
governs Plaintiffs' claims against the Lawyer Defendants.

California applies the “governmental interest” approach to
conflict of law issues. Abogados, 223 F.3d at 934. “Where the
conflict concerns a statute of limitations, the governmental
interest approach generally leads California courts to apply
California law.” Deutsch v. Turner Corp., 324 F.3d 692, 716
(9th Cir.2003). “California's interest in applying its own law
is strongest when its statute of limitations is shorter than that
of the foreign state, because a state has a substantial interest
in preventing the prosecution in its courts of claims which
it deems to be ‘stale.’ Hence, subject to rare exceptions, the
forum will dismiss a claim that is barred by its statute of
limitations.” Id. at 717.

In California, “[a]n action against an attorney for a wrongful
act or omission, other than for actual fraud, arising in the
performance of professional services shall be commenced
within one year after the plaintiff discovers, or through the
use of reasonable diligence should have discovered, the facts
constituting the wrongful act or omission, or four years from
the date of the wrongful act or omission, whichever occurs
first.” Cal.Civ.Proc.Code § 340.6(a). In analyzing the time
at which a statute of limitations commences running, the
relevant question is “whether the plaintiff has information of
circumstances sufficient to put a reasonable person on inquiry,
or has the opportunity to obtain knowledge from sources
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open to his or her investigation.” McGee v. Weinberg, 97
Cal.App.3d 798, 803, 159 Cal.Rptr. 86 (Cal.Ct.App.1979).

*10  Plaintiffs contend that California's limitations period
applies to their claims against Defendant Silicon Valley Law
Group, that Florida's limitations period applies to claims
against Defendant Jorden Burt LLP, and that Nebraska's
limitations period applies to claims against Defendants
Kutak Rock LLP and Joseph Kavan. Florida and Nebraska's
limitations periods conflict with California's because the

former are two years and California's is one year. 19  Under
these circumstances, where California's limitations period is
shorter, the Court finds that California's statute of limitations

applies. 20

b. Application of California's Statute of Limitations
Lawyer Defendants contend that the statute of limitations
period started running, at the latest, when Okun's businesses
filed for bankruptcy on May 14, 2007 because Plaintiffs lost
their exchange funds at that time. (See Kutak Rock Motion at
9–10.) Plaintiffs contend that they could not have discovered
facts regarding the legal advice rendered by the Lawyer
Defendants prior to March and April of 2009, at which
time Plaintiffs gained access to many privileged documents
pursuant to a Common Interest Agreement and Class/Trustee

Agreement with the bankruptcy Trustee. 21

A statute of limitations may be tolled if the plaintiff
did not have information of circumstances sufficient to
put a reasonable person on inquiry, or did not have the
opportunity to obtain knowledge from sources open to his
or her investigation. See McGee, 97 Cal.App.3d at 803, 159
Cal.Rptr. 86. The question of whether a plaintiff discovered,
or should have discovered through reasonable diligence,
information sufficient to put a reasonable person on notice
is generally a question of fact. See Bank of Am. Nat'l Trust
and Sav. Ass'n v. Allstate Ins. Co., 29 F.Supp.2d 1129, 1135
(C.D.Cal.1998). However, a “statute-of-limitations defense
may be raised in a motion to dismiss when the running of the
statute is apparent from the face of the complaint.” Vernon v.
Heckler, 811 F.2d 1274, 1278 (9th Cir.1987).

Here, Plaintiffs allege as follows:

Plaintiffs have only recently
discovered the facts alleged after
actively and prudently investigating

the causes of their losses. The
initial bankruptcies filed by Okun
for the qualified intermediaries
were intended by Okun to delay
discovery of losses by Plaintiffs.
Okun fraudulently promised to obtain
loans to complete outstanding 1031
Exchange transactions pending at the
seven QIs. These purported loans did
not exist, but caused delay in the
appointment of a Trustee. Plaintiffs
were further hampered in obtaining
case information, including accurate
and timely account information, due
to the pending criminal trial of Okun.
After Okun's conviction on March 19,
2009, Plaintiffs gained access to true
and correct information from Okun
and other witnesses who have helped
to develop the facts contained in the
First Amended Complaint.

(AC ¶ 38.) Based on these allegations, the Court finds that it
is not apparent from the face of the First Amended Complaint
when Plaintiffs discovered, or should have discovered, the
facts constituting the alleged wrongful acts. Rather, Plaintiffs'
allegations indicate that they were not able to discover,
“through the use of reasonable diligence[,] ... the facts
constituting the wrongful act.” See Cal.Civ.Proc.Code §
340.6(a).

*11  Although Defendant Silicon Valley Law Group
contends that the bankruptcy was a “storm warning” that
should have put Plaintiffs on notice of their claims, no
Defendant has provided the Court with, and the Court is not
aware of any, controlling precedent for this proposition. (See
SVLG Motion at 7–8.) Lawyer Defendants' point to the fact
that Plaintiff Hunter filed suit against Okun on May 30, 2007
and contend that she should have been on notice of her claims

from at least that point in time. 22  However, that suit pertained
to Okun's alleged wrongdoing; it is at best unclear whether the
allegations in that action would put Plaintiff Hunter on notice
of any potential wrongdoing by Lawyer Defendants. Thus, the
Court finds that Plaintiffs' claims against Lawyer Defendants
are not barred by the applicable statute of limitations.

Accordingly, Lawyer Defendants' Motions are DENIED as to
this ground.
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2. Plaintiffs' Standing Based on a Duty Owed to
Plaintiffs

Lawyer Defendants move to dismiss Plaintiffs' Third, Fourth,
Eighth, Ninth and Tenth Causes of Action for breach of
fiduciary duty, aiding and abetting a breach of fiduciary

duty, 23  breach of contract, 24  negligence, and negligent
supervision on the grounds that (1) the QIs were not trusts,
and, even if they were, the mere fact that Lawyer Defendants
represented the trusts did not create a duty owed by Lawyer
Defendants to Plaintiffs as beneficiaries of the trusts; and (2)
Plaintiffs have not sufficiently alleged that they were third
party beneficiaries of the legal services agreements between
Lawyer Defendants and the QIs. (See Kutak Rock's Motion at
13–17; SVLG's Motion at 8–12; Jorden Burt's Motion at 8–

11.) The Court addresses each ground in turn. 25

a. Duty Arising from Plaintiffs' Status as Trust
Beneficiaries

At issue is whether the QIs were trusts, and, if so, whether
the fact that Lawyer Defendants represented the trustees
created a duty owed by the Lawyer Defendants to Plaintiffs
as beneficiaries of the trusts.

As a preliminary matter, the Court determines the applicable
law. Plaintiffs contend that the laws of California, Florida,

Massachusetts, Virginia, and New York apply to its claims. 26

(See, e.g., Opp'n Re Jorden Burt at 5–7; Opp'n Re Kutak
Rock at 16–18.) However, as demonstrated below, the Court
finds that the laws of these jurisdictions are not in conflict on
the relevant substantive issues of law. Since the laws of the
various foreign jurisdictions do not conflict with California
law, the Court applies California law. See Paulsen v. CNF Inc.,

559 F.3d 1061, 1080–81 (9th Cir.2009). 27

An attorney engaged by a trustee owes no fiduciary duty to the
trust beneficiaries. See Berg & Berg Enters., LLC v. Sherwood
Partners, Inc., 131 Cal.App.4th 802, 827 n. 11, 32 Cal.Rptr.3d
325 (Cal.Ct.App.2005); Spinner v. Nutt, 417 Mass. 549, 544–
46 (Mass.1994); Dotson v. Lillard, NO. 135209, 1994 WL
1031449, *3 (Va.Cir.Ct.1994); Silver Dunes Condominium
of Destin, Inc. v. Beggs and Lane, 763 So.2d 1274, 1276–
77 (Fla.Dist.Ct.App.2000). Thus, generally, the beneficiaries
of a trust do not have standing to assert malpractice claims
against an attorney hired by the fiduciary. Borissoff v. Taylor
& Faust, 33 Cal.4th 523, 530, 15 Cal.Rptr.3d 735, 93 P.3d
337 (Cal.2004); Spinner, 417 Mass. at 544–46, 631 N.E.2d

50; Dotson, 1994 WL 1031449, at *3; Silver Dunes, 763
So.2d at 1276–77. However, trust beneficiaries have standing
to sue the fiduciary's attorney if they were intended third
party beneficiaries of the contract to provide legal services.
Borissoff, 33 Cal.4th at 530, 15 Cal.Rptr.3d 735, 93 P.3d 337;
Spinner, 417 Mass. at 544–46, 631 N.E.2d 50; Copenhaver
v. Rogers, 238 Va. 361, 384 S.E.2d 593, 596–97 (Va.1989);
Dotson, 1994 WL 1031449, at *3; Silver Dunes, 763 So.2d
at 1276–77.

*12  Here, Plaintiffs allege as follows:

Lawyers, serving as counsel to fiduciaries, owe a fiduciary
duty to the beneficiaries of the trust. Lawyer Defendants,
serving as counsel to the QIs, breached their fiduciary
duties of loyalty, care and fair dealing owed to the QI
exchanger clients. Lawyer Defendants assisted Okun and
the seven QIs in breaching their fiduciary duties. Each
Lawyer Defendant owed a legal duty of care to the QI
exchangers, which arose out of their respective affirmative
acts in assuming such duty, or which arose by operation
of law from the fiduciary nature of their relationship with
Okun and the QIs that he controlled.

Defendant SVLG entered into a written contract with 1031
Advance [a qualified intermediary] to provide competent
legal advice concerning the potential sale of 1031 Advance
to Okun. 1031 Advance retained SVLG for the intended
benefit of Plaintiffs, as lawful fiduciary to the exchange
funds on deposit at 1031 Advance and to each QI
exchanger. SVLG breached the terms of its contract of
engagement by providing grossly negligent advice and
counsel, advising Dashiell [an owner of 1031 Advance] to
sell 1031 Advance to Okun and to transfer the exchange
funds to Okun's 1031 Tax Group. Plaintiffs were intended
third party beneficiaries of the contract between 1031
Advance and SVLG.

Lawyer Defendants retained and used the services of
individual lawyers to perform services as employees,
agents and servants without adequately training and
supervising them about conflicts of interest, and specific
duties of loyalty, care and acting for the exclusive benefit
of the client, which duties were owed to the beneficiaries
of a trust, and the trust itself, when providing legal
representation to the corporate trustee of a trust.

The Hunter Plaintiffs have standing to assert tort claims
on behalf of themselves directly against Defendant Kutak
Rock because the fiduciary duties Kutak owed to the QIs,
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as trustees of the Exchange Funds, ran directly to Plaintiffs
as beneficiaries. Kutak owed duties of competence, loyalty,
fair dealing, and full disclosure to the QIs and to the
Exchangers, not to Okun. In fact, Kutak's duties to
Exchangers and to the QIs created an irreconcilable conflict
of interest in the firm's representation of Okun.

(AC ¶¶ 175–76, 240–44, 254–62.)

Assuming that QIs are trusts, Plaintiffs appear to base their
standing in part on the fact that they were beneficiaries of
the trusts that retained Lawyer Defendants. To the extent that
Plaintiffs rely on their status as trust beneficiaries as the basis
for their standing to sue Lawyer Defendants, the Court finds,
as a matter of law, that basis is insufficient to confer standing
on Plaintiffs. Rather, Plaintiffs must allege something more
—that they were intended third party beneficiaries of the
legal services agreements between Lawyer Defendants and
the QIs. Thus, the issue becomes whether Plaintiffs have
sufficiently pleaded that they were in fact intended third party
beneficiaries.

b. Duty Arising from Plaintiffs' Status as Third Party
Beneficiaries

*13  At issue is whether Plaintiffs were intended third
party beneficiaries of the legal services agreements between
Lawyer Defendants and their clients (i.e., Okun and the QIs),
and if so, whether Plaintiffs have standing to sue Lawyer
Defendants on that basis.

A claim of professional malpractice against an attorney
requires the establishment of a duty between the attorney
and the plaintiff. See Moore v. Anderson Zeigler Disharoon
Gallagher & Gray, 109 Cal.App.4th 1287, 1294, 135
Cal.Rptr.2d 888 (Cal.Ct.App.2003); Lorraine v. Grover,
Ciment, Weinstein & Stauber, P.A., 467 So.2d 315, 317
(Fla.Dist.Ct.App.1985); Bank of Am. v. Musselman, 240
F.Supp.2d 547, 553–54 (E.D.Va.2003); Miller v. Mooney, 431
Mass. 57, 725 N.E.2d 545, 549 (Mass.2000). Although a
lawyer owes a duty of professional care to his client, the
lawyer owes “no such duty to [third parties] in the absence of
any showing that the legal advice was foreseeably transmitted
to or relied upon by [the third parties] or that [the third parties]
were intended beneficiaries of a transaction to which the
advice pertained.” Goodman v. Kennedy, 18 Cal.3d 335, 336,
134 Cal.Rptr. 375, 556 P.2d 737 (Cal.1976); see also Horowitz
v. Laske, 855 So.2d 169, 173 (Fla.Dist.Ct.App.2003); Bank of
Am., 240 F.Supp.2d at 554; Miller, 725 N.E.2d at 549.

To establish that a duty was owed to a third party
beneficiary of a legal services agreement, the third party
must show that the parties entered into the agreement
with the intent to benefit the third party. Zenith Ins.
Co. v. Cozen O'Connor, 148 Cal.App.4th 998, 1008, 55
Cal.Rptr.3d 911 (Cal.Ct.App.2007); B.L.M. v. Sabo &
Deitsch, 55 Cal.App.4th 823, 832, 64 Cal.Rptr.2d 335
(Cal.Ct.App.1997); see Silver Dunes, 763 So.2d at 1276
(Fla.Dist.Ct.App.2000); Rosenstone v. Satchell, 560 So.2d
1229, 1229–30 (Fla.Dist.Ct.App.1990); Bank of Am., 240

F.Supp.2d at 553; Miller, 725 N.E.2d at 549. 28  The mere
fact that a third party stood to benefit from legal services
to the attorney's client is not sufficient. Zenith Ins. Co., 148
Cal.App.4th at 1008, 55 Cal.Rptr.3d 911; see also B.L.M., 55
Cal.App.4th at 832, 64 Cal.Rptr.2d 335; Bank of Am., 240
F.Supp.2d at 554; Silver Dunes, 763 So.2d at 1277; Miller,
725 N.E.2d at 549–50. Additionally, where a potential conflict
of interest exists between the attorney's client and the party
claiming third party beneficiary status, courts will not find
such status. Zenith Ins. Co., 148 Cal.App.4th at 1009, 55
Cal.Rptr.3d 911; Silver Dunes, 763 So.2d at 1277; Miller, 725
N.E.2d at 550.

The Court analyzes the allegations as to each Lawyer
Defendant in turn.

i. Defendant Kutak Rock
As to Defendant Kutak Rock, Plaintiffs allege as follows:

In January of 2005, Defendants Joseph O. Kavan and Kutak
Rock (collectively, ‘Kutak’) began providing extensive
legal representation to [Investment Properties of America].
Kutak understood IPofA to be in the business of acquiring
real property and then selling partial interests in the real
estate to buyers seeking to purchase real estate to complete
1031 exchanges. Kutak understood that IPofA was owned
and controlled by Okun.

*14  In August of 2005, Okun engaged Kutak to
performed legal work regarding the financing of Okun's
purchase of AEC [a qualified intermediary], including
review of the AEC acquisition loan from Defendant
Boulder Capital. Kutak was informed that ‘Okun
was considering using AEC client funds as a loan.’
Nevertheless, Kutak agreed to act as counsel for IPofA and
Okun in documenting the loans.

In September of 2005, Kutak was retained as counsel for
AEC in employment matters—specifically, to assist in the
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termination of Dowdall, the former owner of AEC whom
Okun hired to serve as president of AEC after it was
acquired by Okun. Kutak assisted Okun in concealing his
improper borrowing from the AEC exchange funds by
carrying out the Okun-directed termination of Dowdall.
Kutak, as counsel for AEC, became a fiduciary to the
AEC exchangers, as beneficiaries of the trust. Thus, Kutak
owed fiduciary duties directly to the exchangers. Kutak
breached its fiduciary duties, which included the duties
of full disclosure, loyalty, and fair dealing. Instead, Kutak
actively concealed the prior $33.1 million in loans from
Dowdall and from the exchangers to its own financial gain.

In November of 2005, Kutak assisted Okun by negotiating
and preparing the documentation for Okun's purchase of
SOS [a qualified intermediary]. In December of 2005,
Okun formed the 1031 Tax Group to act as the holding
company for the qualified intermediaries acquired by
Okun. Kutak represented the 1031 Tax Group in corporate
matters and in the integration of newly acquired qualified
intermediaries.

The Hunter Plaintiffs have standing to assert tort claims
on behalf of themselves directly against Kutak because the
fiduciary duties Kutak owed to the QIs, as trustees of the
Exchange Funds, ran directly to Plaintiffs as beneficiaries.
Kutak owed duties of competence, loyalty, fair dealing, and
full disclosure to the QIs and to the Exchangers, not to
Okun. In fact, Kutak's duties to Exchangers and to the QIs
created an irreconcilable conflict of interest in the firm's
representation of Okun.

(AC ¶¶ 156–76.)

Based on the above allegations, the Court finds that Plaintiffs
have not pleaded sufficient factual allegations to show that
they were intended third party beneficiaries of the legal
services contract between Defendant Kutak Rock and any
of its clients—Okun, 1031 Tax Group, IPofA, or AEC. Of
the alleged clients, only AEC was a qualified intermediary,
and Defendant Kutak Rock represented it only with regard

to the firing of its president. 29  Plaintiffs do not allege
that Defendant Kutak Rock and AEC expressly intended
that representation to benefit Plaintiffs as clients of AEC.
Likewise, the Amended Complaint does not attach the
retention agreement or allege that the retention agreement
expressly states that Plaintiffs were intended beneficiaries
of the representation. To the contrary, Plaintiffs allege that
Defendant Kutak Rock assisted Okun in acting adverse to
Plaintiffs' interests.

*15  Accordingly, the Court GRANTS Defendant Kutak
Rock's Motion as to the Third, Ninth and Tenth Causes
of Action. Since Plaintiffs' allegations cut directly against
the notion that Plaintiffs were intended beneficiaries, any
amendment would be futile. Thus, Plaintiffs' Third, Ninth and
Tenth Causes of Action against Defendants Kutak Rock and
Kavan are DISMISSED with prejudice.

ii. Defendant Jorden Burt
As to Defendant Jorden Burt, Plaintiffs allege as follows:

Richard Simring was a partner at Jorden Burt throughout
the period of January 1, 2000 to December 31, 2006. On
May 11, 2006, IPofA signed the first of two engagement
letters with Jorden Burt. The engagement concerned
IPofA's potential acquisition of First Montauk Securities
Corp.

In November and December of 2006, Simring, while still
a partner at Jorden Burt, acted as counsel to Okun, IPofA,
and Okun's QIs. On November 29, 2006, Simring informed
Hoctor (IPofA's in-house counsel at that time) that Jorden
Burt was counsel to Okun, personally, and to ‘all of Ed's
companies,’ which included the QIs.

On December 1, 2006, Simring and Jorden Burt sent
Okun an engagement letter that stated: ‘Thank you for
selecting Jorden Burt LLP to represent you, in your
individual capacity, with regard to potential litigation
matters, including potential litigation involving Todd
Pajonas.’ Todd Pajonas was employed by the 1031 Tax
Group and was the president of SOS and AEC. On
December 18, 2006, with counsel and assistance from
Jorden Burt, Okun, through his 1031 Tax Group, acquired
ownership of 1031 Advance [a qualified intermediary].

Starting on January 1, 2007, Simring became ‘of counsel’
at Jorden Burt and general counsel to Okun Holdings,
which was owned a controlled by Okun and which ‘held’
the 1031 Tax Group (which in turn ostensibly owned
the various qualified intermediaries acquired, owned and
controlled by Okun).

(AC ¶¶ 193–214.)

Based on the above allegations, the Court finds that Plaintiffs
have not pleaded sufficient facts to show that they were
intended third party beneficiaries of the legal services contract
between Defendant Jorden Burt and any of its clients—Okun,
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IPofA, or Okun's QIs. Plaintiffs have not attached any of the
retention agreements to the Amended Complaint or alleged
that the retention agreements expressly state that Plaintiffs
were intended beneficiaries of the representation. In fact, the
allegations are that neither Defendant Jorden Burt nor its
clients had any intention of entering into the contracts to
benefit Plaintiffs.

Accordingly, the Court GRANTS Defendant Jorden Burt's
Motion as to the Third, Ninth and Tenth Causes of Action.
Since Plaintiffs' allegations cut directly against the notion that
Plaintiffs were intended beneficiaries, any amendment would
be futile. Thus, Plaintiffs' Third, Ninth and Tenth Causes of
Action against Defendant Jorden Burt are DISMISSED with
prejudice.

iii. Defendant Silicon Valley Law Group
*16  As to Defendant Silicon Valley Law Group, Plaintiffs

allege as follows:

In December of 2006, Okun acquired 1031 Advance,
a California qualified intermediary owned by Dashiell,
Allred, and others. Dashiell, Allred, and 1031 Advance
were represented in the sale transaction by Michael
Schacter and James Chapman, lawyers at Defendant
Silicon Valley Law Group. Dashiell understood that, upon
completion of the sale transaction, Okun intended to make
further loans to himself or other entities he owned and
controlled, from exchange funds held by 1031 Advance.
Dashiell and Allred communicated these facts to SVLG.

Dashiell requested advice from SVLG, for the intended
benefit of 1031 Advance Exchangers, as to whether the
proposed sale of 1031 Advance to Okun was lawful or
prudent. Despite SVLG's knowledge that Okun intended to
misappropriate the exchange funds held by 1031 Advance
to his own use and for his own purposes, SVLG failed
to counsel Dashiell to reject the sale of 1031 Advance
to Okun. Instead, SVLG approved the proposed sale and
inserted clauses into the Purchase and Sale Agreement
regarding the total sum that Okun could ‘borrow’ from
exchange funds. The sale was completed on December 18,
2006.

SVLG knew that 1031 Advance was a trustee and as such,
owed fiduciary duties of loyalty and care to its clients.
Defendant SVLG entered into a written contract with 1031
Advance to provide competent legal advice concerning the
potential sale of 1031 Advance to Okun. 1031 Advance

retained SVLG for the intended benefit of Plaintiffs, as
lawful fiduciary to the exchange funds on deposit at 1031
Advance and to each QI exchanger. SVLG breached the
terms of its contract of engagement by providing grossly
negligent advice and counsel, advising Dashiell to sell 1031
Advance to Okun and to transfer the exchange funds to
Okun's 1031 Tax Group. Plaintiffs were intended third
party beneficiaries of the contract between 1031 Advance
and SVLG.

(AC ¶¶ 215–21, 255–56 (emphasis added).)

Based on the above allegations, the Court finds that Plaintiffs
have not pleaded sufficient facts to show that they were
intended third party beneficiaries of the legal services contract
between Defendant SVLG and 1031 Advance. Although
Plaintiffs conclusorily allege that 1031 Advance intended to
benefit them, they have not alleged that Defendant SVLG
knew of, much less intended, the same. Rather, the allegations
are that Defendant SVLG knowingly acted directly adverse
to Plaintiffs' interest. Additionally, the retention agreement
between SVLG and 1031 Advance does not express any intent
by the parties to enter into the agreement for the benefit of

Plaintiffs. (See Brace Decl., Ex. 4.) 30

Accordingly, the Court GRANTS Defendant Silicon Valley

Law Group's Motion as to the Third, 31  Eighth, Ninth
and Tenth Causes of Action. Since Plaintiffs' allegations
cut directly against the notion that Plaintiffs were intended
beneficiaries, any amendment would be futile. Thus,
Plaintiffs' Third, Eighth, Ninth and Tenth Causes of Action
against Defendant SVLG are DISMISSED with prejudice.

3. First Cause of Action for Conversion
*17  Defendants Kutak Rock and Jorden Burt move to

dismiss Plaintiffs' claim for conversion on the ground that
Plaintiffs have not adequately pleaded facts constituting

conversion. 32  (Kutak Rock's Motion at 23–24; Jorden Burt's
Motion at 13–14.)

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. Burlesci v.
Petersen, 68 Cal.App.4th 1062, 1065, 80 Cal.Rptr.2d 704
(Cal.Ct.App.1998); see also Mayo v. Allen, 973 So.2d 1257,
1258–59 (Fla.Dist.Ct.App.2008); Cahaly v. Benistar Property
Exchange Trust Co., Inc., 68 Mass.App.Ct. 668, 864 N.E.2d
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548, 559 (Mass.App.Ct.2007); Simmons v. Miller, 261 Va.
561, 544 S.E.2d 666, 679 (Va.2001). One who receives
stolen money in good faith and for good consideration
will not be liable for conversion. See Kelley Kar Co. v.
Maryland Cas. Co., 142 Cal.App.2d 263, 264, 298 P.2d 590
(Cal.Ct.App.1956) (citing State Nat'l Bank v. United States,
114 U.S. 401, 20 Ct.Cl. 537, 5 S.Ct. 888, 29 L.Ed. 149
(1885)); c.f. Swim v. Wilson, 90 Cal. 126, 130–31, 27 P. 33
(Cal.1891); Federal Ins. Co. v. Smith, 63 Fed. Appx. 630 (4th
Cir.2003) (applying Virginia law).

Here, Plaintiffs allege as follows:

Lawyer Defendants exercised dominion and control over
exchange funds without the Exchangers' consent, and
contrary to the use of these funds as articulated in each
exchange agreement. The converted exchange funds were
deposited as a specific and identifiable sum that Plaintiffs
were entitled to recover in a period no more than 180 days
after deposit with the QIs.

During the exchange process, legal title to exchange funds
(the proceeds from selling the real property) is transferred
to the QI. However, the QI's clients retain full equitable
interest and rights to the sums on deposit, but for the use
and benefit of the money during the exchange period. IRC §
1031 prohibits the seller of property from taking possession
or control of sale proceeds at any time prior to completion
of the 1031 transaction.

Defendant Kutak Rock was motived by pecuniary gain and
collected over $1,000,000 in fees in 2005 and 2006 from
Okun and the entities he owned and controlled. The bulk
of payments for these services can be traced back to stolen
exchange funds. Kutak knew that Okun's cash came from
usurious bank loans or exchange funds.

On November 22, 2006, Simring emailed his partners at
Defendant Jorden Burt, stating that Okun's business “is
essentially an unregulated Ponzi scheme.” In November
and December of 2006, Simring, while still a partner at
Jorden Burt, acted as counsel for Okun, IPofA, and Okun's
QIs. On January 1, 2007, Simring became ‘of counsel’ at
Jorden Burt and general counsel of Okun Holdings with
promised compensation in excess of $800,000 per year.
Simring's willingness to advance Okun's interests at the
expense of the QIs and the exchangers while a partner at
Jorden Burt was based, in part, on Okun's promise to pay
him an exorbitant salary after he became ‘of counsel’ at
Jorden Burt and general counsel of Okun Holdings.

*18  (AC ¶¶ 41, 43, 174, 200, 202, 214, 235.)

Based on the allegations above, the Court finds that Plaintiffs
have adequately pleaded a claim for conversion. Plaintiffs
allege that they had equitable ownership of the exchange
funds, a right to possess the funds (180 days from date of
deposit at the latest), and that Defendants Kutak Rock and
Jorden Burt wrongfully exercised control over those funds
by way of collecting legal fees from Okun and his entities
with knowledge that Okun was using exchange funds to pay
them. Plaintiffs do not allege that Defendants Kutak Rock
and Jorden Burt received the money in good faith. The fact
that Plaintiffs were not entitled to the funds until the property
exchange was completed or 180 days after deposit, whichever
came first, does not preclude a cause of action for conversion.
See Cahaly, 864 N.E.2d at 559. Thus, the Court finds that the

allegations are sufficient to state a claim for conversion. 33

Accordingly, the Court DENIES Lawyer Defendants'
Motions to Dismiss Plaintiffs' First Cause of Action for
conversion.

4. Fourth and Fifth Causes of Action for Aiding and
Abetting

Lawyer Defendants move to dismiss the Fourth and Fifth
Causes of Action for aiding and abetting breach of fiduciary
duty and aiding and abetting fraud on the grounds that (1)
Plaintiffs fail to allege sufficient facts to support their claims,
and (2) Plaintiffs failed to obtain a pre-filing court order
required under California law in order to assert claims of
aiding and abetting against Lawyer Defendants. (See SVLG's
Motion at 12–14; Kutak Rock's Motion at 21–23; Jorden
Burt's Motion at 11–13.)

a. Sufficiency of Allegations
A plaintiff may state a claim for aiding and abetting an
intentional tort if (1) the defendant knew that the primary
tortfeasor's conduct constitutes a breach of duty, and (2) the
defendant gave substantial assistance or encouragement to
the other to so act. See Austin, 149 Cal.App.4th at 879, 57
Cal.Rptr.3d 454; Spinner, 417 Mass. at 546, 631 N.E.2d 50;
Hogan v. Provident Life and Accident Ins. Co., No. 6:08–
cv–1897–Orl–19KRS, 2009 WL 3367327, at *10 (M.D.Fla.
Oct.15, 2009); AvalonBay Communities, Inc. v. Willden, No.
1:08–cv–777, 2009 WL 2431571, at *11 (E.D.Va. Aug.7,
2009).
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Here, Plaintiffs allege as follows:

Okun and the 7 QIs owed fiduciary duties to the QI
Exchangers. Lawyer Defendants knew that Okun and
the QIs he controlled engaged in material breaches of
their fiduciary duties owed to the QI Exchangers. Lawyer
Defendants assisted Okun and the 7 QIs in breaching their
fiduciary duties.

Okun and the 7 QIs that he controlled offered exchange
agreements for signature by Exchangers, knowing that they
contained false promises. Lawyer Defendants knew that
the exchange agreements contained false promises, but
nonetheless willfully assisted Okun and the QIs in making
these false promises for the sole and exclusive purpose of
assisting Okun in perpetrating his Ponzi scheme, and with
the intent of economic gain for each Lawyer Defendant.

*19  In August and September of 2005, Defendant Kutak
Rock was informed that ‘Okun was considering using AEC
client funds as a loan .’ Kutak knew that such ‘loans' would
not be proper without consent from AEC's clients. Kutak
nevertheless drafted the documents for such loans from
AEC to Okun personally and to Okun-controlled entities. In
that same time frame, Kutak also provided legal assistance
to Okun and AEC in terminating Dowdall in order to assist
Okun in concealing his illegal activity. Kutak's own legal
research confirmed that Okun's actions constituted a breach
of fiduciary duty. Kutak assisted Okun in breaching his
fiduciary duties.

On November 22, 2006, Simring emailed his partners at
Defendant Jorden Burt, stating that Okun's business ‘is
essentially an unregulated Ponzi scheme.’ Simring and
Jorden Burt continued to represent Okun through at least
the end of 2006. In December of 2006, Simring and
Jorden Burt provided counsel to the 1031 Tax Group in
its efforts to acquire 1031 Advance, knowing that 1031
Advance would serve as a further source of funds for
Okun's scheme. Simring also convinced Dashiell [an owner
of 1031 Advance] to eliminate all borrowing limitations
from the 1031 Tax Group Purchase Agreement.

Despite Defendant SVLG's knowledge that Okun intended
to misappropriate the exchange funds held by 1031
Advance to his own use and for his own purposes, SVLG
failed to counsel Dashiell to reject the sale of 1031 Advance
to Okun. Instead, SVLG approved the proposed sale and
inserted clauses into the Purchase and Sale Agreement
regarding the total sum that Okun could ‘borrow’ from
exchange funds.

(AC ¶¶ 159–74, 200–18, 243–47.)

Based on the above allegations, the Court finds that Plaintiffs
have pleaded facts sufficient to state claims for aiding and
abetting. Plaintiffs allege that Lawyer Defendants knew that
Okun and his QIs were defrauding and breaching their duties
to the clients of the QIs, including Plaintiffs. Plaintiffs also
allege in detail the manner in which Lawyer Defendants
provided substantial assistance to Okun and his QIs in
breaching their duties and committing fraud. Thus, the Court
finds that Plaintiffs' claims for aiding and abetting are
sufficiently alleged.

Accordingly, the Court DENIES Lawyer Defendants'
Motions to Dismiss Plaintiffs' Fourth and Fifth Causes of
Action for aiding and abetting intentional torts.

b. Pre-filing Court Order
At issue is whether Plaintiffs were required to obtain a pre-
filing court order under California law prior to asserting

claims for aiding and abetting against Lawyer Defendants. 34

California Civil Code § 1714.10(a) states:

No cause of action against an attorney
for a civil conspiracy with his or
her client arising from any attempt
to contest or compromise a claim or
dispute, and which is based upon the
attorney's representation of the client,
shall be included in a complaint or
other pleading unless the court enters
an order allowing the pleading that
includes the claim for civil conspiracy
to be filed after the court determines
that the party seeking to file the
pleading has established that there is
a reasonable probability that the party
will prevail in the action.

*20  Claims for aiding and abetting fall within section
1714.10. Berg & Berg Enters., 131 Cal.App.4th at 823 n. 10,
32 Cal.Rptr.3d 325. Section 1714.10 does not apply where the
claims are based on allegations that the attorney “participated
in a breach of duty owed by the [attorney's] client and did so
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for his or her own personal financial advantage.” Id. at 826,
32 Cal.Rptr.3d 325; Cal. Civ.Code § 1714.10(c)(2).

Based on the allegations above (see Section D.4.a), the Court
finds that Plaintiffs' claims of aiding and abetting do not fall
within section 1714.10(a) because they are premised on the
notion that Lawyer Defendants assisted Okun and his QIs in
breaching their duties to Plaintiffs. In assisting Okun, Lawyer
Defendants were allegedly motivated by personal financial
gain. Thus, the Court finds that Plaintiffs' claims for aiding
and abetting are not barred for failure to obtain a pre-filing
court order under section 1714.

Accordingly, the Court DENIES Defendant SVLG's Motion
to Dismiss on this ground.

E. Conclusion
In sum, the Court ORDERS as follows:

(1) Defendants UWB and Citibank's Motions to Dismiss
are GRANTED with leave to amend.

(2) The Cordell Defendants' Motion to Dismiss is DENIED
without prejudice.

(3) The Lawyer Defendants' Motions to Dismiss are

GRANTED in part and DENIED in part as follows: 35

(a) The Lawyer Defendants' Motions as to the Third,
Eighth, Ninth and Tenth Causes of Action as alleged
against Defendants Kutak Rock LLP, Joseph Kavan,

Jorden Burt LLP, and Silicon Valley Law Group are
GRANTED with prejudice;

(b) The Lawyer Defendants' Motions to Dismiss as to
all other causes of action are DENIED.

In addition, since the grounds for dismissal raised by Lawyer
Defendants are also raised in Defendants Foley & Lardner
LLP and Stephen Burr's Motion to Dismiss currently set

for hearing on March 22, 2010, 36  the Court finds that its
disposition of Lawyer Defendants' Motions applies equally to
the issues raised in the Foley's Motion. Accordingly, the Court
GRANTS in part and DENIES in part the Foley Defendants'
Motion as articulated above in the Lawyer Defendants'
Motions.

On or before March 3, 2010, Plaintiffs shall file a Second
Amended Complaint consistent with the terms of this Order.
In light of this Order, the Court finds that it is premature
to conduct a Case Management Conference at this time.
Accordingly, the February 8, 2010 Conference is VACATED.
The Court will set a new conference date in its Order
addressing Defendants' anticipated motions to dismiss the

amended complaint, if necessary. 37

Finally, because a Second Amended Complaint is forth
coming, the Boulder Defendants and Roy S. Macdowell, Jr.'s

Motion to Dismiss is DENIED as moot. 38  (Docket Item No.
176.)

All Citations

Not Reported in F.Supp.2d, 2010 WL 2509933

Footnotes

1 (hereafter, “UWB's Motion,” Docket Item No. 131.)
2 (hereafter, “Citibank's Motion,” Docket Item No. 132.)
3 (hereafter, “Cordell's Motion,” Docket Item No. 168.)
4 (hereafter, “SVLG's Motion,” Docket Item No. 136.)
5 (hereafter, “Jorden Burt's Motion,” Docket Item No. 190.)
6 (hereafter, “Kutak Rock's Motion,” Docket Item No. 195.) Defendants SVLG, Jorden Burt, and Kutak Rock

are collectively referred to in this Order as “Lawyer Defendants.”
7 (hereafter, “AC,” Docket Item No. 3.)
8 (See UWB's Motion at 8 n. 1; Opposition to UWB's Motion to Dismiss Amended Complaint at 5–9, hereafter,

“UWB's Opp'n,” Docket Item No. 236.)
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9 (See Citibank's Motion at 5 n. 2; Opposition to Citibank's Motion to Dismiss at 5–12, hereafter, “Citibank's
Opp'n,” Docket Item No. 211.)

10 While the Court recognizes that California law does not govern the issue of whether UCC Article 4A preempts
Plaintiffs' common law claims here, the Court relies on Zengen only to the extent that it provides a useful
analysis of the policy considerations underlying Article 4A.

11 (UWB's Opp'n at 7; Citibank's Opp'n at 10.)
12 The Cordell Defendants are Cordell Funding, LLLP, Cordell Consultants, Inc., Cordell Money Purchase Plan,

Cordell Consultants New York, LLC, and Robin Rodriguez. Plaintiffs allege that Cordell is a “hard money”
lender, specializing in asset based lending, where higher rates of interest are charged relative to loans based
on cash flow. (AC ¶ 138.)

13 (December 1, 2008 Bankruptcy Court Order ¶ 2, Cordell Defendants' Request for Judicial Notice in Support of
Motion to Dismiss the Complaint, Ex. A, Docket Item No. 169.) Since the Bankruptcy Court Order is “capable
of accurate and ready determination by resort to sources whose accuracy cannot reasonably be questioned,”
the Court GRANTS Cordell Defendants' Request for Judicial Notice as to that document. See Fed.R.Evid.
201(b).

14 (Opinion and Order Granting Motion to Dismiss with Leave to Amend at 20, 24, Request for Judicial Notice
in Support of Plaintiffs' Opposition to Cordell's Motion to Dismiss, Ex. 2, Docket Item No. 217.) Since the
Bankruptcy Court Order is “capable of accurate and ready determination by resort to sources whose accuracy
cannot reasonably be questioned,” the Court GRANTS Plaintiffs' Request for Judicial Notice as to that
document. See Fed.R.Evid. 201(b). For the same reason, the Court GRANTS Defendants Kutak Rock, LLP
and Joseph O. Kavan's Request for Judicial Notice. (Docket Item No. 250.)

15 (Reply in Further Support of Cordell Defendants' Motion to Dismiss Plaintiffs' Complaint at 3–4, hereafter,
“Cordell's Reply,” Docket Item No. 254.)

16 (Cordell's Reply at 5 (quoting December 1, 2009 Bankruptcy Court Hearing Transcript at 22:12–18, Cordell
Defendant's Request for Judicial Notice in Support of Reply in Further Support of Motion to Dismiss, Ex. D,
Docket Item No. 255).) Since the Bankruptcy Court Hearing Transcript is “capable of accurate and ready
determination by resort to sources whose accuracy cannot reasonably be questioned,” the Court GRANTS
Plaintiffs' Request for Judicial Notice as to that document. See Fed.R.Evid. 201(b).

17 The Wave I Settling Defendants are a group of defendants that entered into Settlement Agreements with
plaintiffs in the related case of In re: Edward H. Okun Internal Revenue Service Tax Deferred Exchange
Litigation. On October 8, 2009, the Court entered a Final Approval Order of Wave I Settlements. (See C 07–
2795 JW, Docket Item No. 304.)

18 (See Opposition to Kutak Rock's and Joseph Kavan's (i) Motion to Dismiss Amended Complaint for Lack
of Subject Matter Jurisdiction and for Failure to State a Claim upon Which Relief may be Granted and (ii)
Motion to Strike at 19, hereafter, “Opp'n Re Kutak Rock,” Docket Item No. 238; Plaintiffs' Opposition [to]
Defendant Jorden Burt's Motion to Dismiss at 3–5, hereafter, “Opp'n Re Jorden Burt,” Docket Item No. 230;
Plaintiffs' Opposition to Defendant Silicon Valley Law Group's Motion to Dismiss at 10–12, hereafter, “Opp'n
Re SVLG,” Docket Item No. 228.)

19 See Fla. Stat § 95.11(4)(a) (two years); Neb. Rev. Stat § 25–222 (two years).
20 Plaintiffs contend that the Court should apply Florida and Nebraska's statutes of limitations because Plaintiffs

contend that California's statute of limitations was not enacted to prevent litigation of stale claims, but to
protect California lawyers. (See Opp'n Re Jorden Burt at 3–4.) Plaintiffs rely on Restatement (Second) of
Conflict of Laws § 142, comment “f,” which states:

[W]here the forum has a short statute of limitations whose primary purpose is not to protect the local
courts against stale evidence but rather to insure that a specified claim involving either local persons or
local events should be brought in a brief space of time ... the forum might refrain from applying its local
statute to bar a similar action involving only foreign persons and foreign events on the ground that local
policy does not require otherwise.

(emphasis added).
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The Court rejects Plaintiffs' contention because the case relied on by Plaintiffs states merely that protection
of California lawyers was “one of the Legislature's purposes” in enacting the California statute. See Samuels
v. Mix, 22 Cal.4th 1, 15–16, 91 Cal.Rptr.2d 273, 989 P.2d 701 (Cal.1999) (emphasis added). Furthermore,
comment “f” to the Restatement only provides that a court has discretion to choose the foreign law where
the forum's statute would bar a claim. To the contrary, the Court finds that Plaintiffs' claims are not barred
by California's statute of limitations.

21 (See Opp'n Re SVLG at 12; Declaration of Robert L. Brace in Support of Plaintiffs' Opposition to Defendant
Silicon Valley Law Group's Motion to Dismiss ¶¶ 3–9, hereafter, “Brace Decl.,” Docket Item No. 228.)

22 (See Kutak Rock Motion at 10; Defendant Kutak Rock's Request for Judicial Notice, Ex. 1, Complaint in
Hunter v. Okun, No. 5:07–CV–02795 (N.D.Cal.), Docket Item No. 196.) The Court GRANTS Kutak Rock's
RJN because the subject documents are “capable of accurate and ready determination by resort to sources
whose accuracy cannot reasonably be questioned.” Fed.R.Evid. 201(b).

23 Since Lawyer Defendants move on the ground of lack of duty, the Court finds that this ground is inapplicable
to the Fourth Cause of Action for aiding and abetting a breach of fiduciary duty. A claim of aiding and
abetting does not require a duty directly owed to Plaintiffs by Lawyer Defendants; rather, it focuses on Lawyer
Defendants' intent in assisting another in breaching their duty. See, e.g., Austin B. v. Escondido Union School
Dist., 149 Cal.App.4th 860, 879, 57 Cal.Rptr.3d 454 (Cal.Ct.App.2007). The Court addresses Plaintiffs' aiding
and abetting claims below, in Section D.4.

24 The Eighth Cause of Action for breach of contract is alleged only against Defendant SVLG and is based on an
allegation that Plaintiffs are intended beneficiaries of SVLG's legal services agreement with 1031 Advance
(a qualified intermediary). (See AC ¶ 255–57.)

25 Lawyer Defendants also contend that Plaintiffs lack standing because they cannot adequately allege a causal
link between Lawyer Defendants and the alleged injury. (See Kutak Rock's Motion at 11–12; SVLG's Motion
at 8–12; Jorden Burt's Motion at 8–11.) However, in light of the Court's disposition of the standing issue based
on duty, the Court does not reach Lawyer Defendants' ground as to causation.

26 Plaintiffs contend that “New York law applies to the torts at SOS [a qualified intermediary]” because Kutak
Rock allegedly provided legal assistance to Okun in acquiring SOS.” (See Opp'n Re Kutak Rock at 11, 19.)
However, since the First Amended Complaint alleges that Defendant Kutak Rock represented Okun, not
SOS, and that SOS was in fact the adverse party in the transaction in which Kutak represented Okun, the
Court finds no reason, based on the allegations, to include New York law in its choice of law analysis. (See
AC ¶¶ 167–170.)

27 Indeed, in the remaining sections of this Order, the Court finds that the laws of the foreign jurisdictions do
not conflict with California law, and thus, the Court applies California law in considering Lawyer Defendants'
grounds for dismissal.

28 Although some Florida courts have framed the analysis as whether the client intended to benefit the third party
and the attorney was aware that the third party was an intended beneficiary, other Florida courts have stated
that the parties to the contract must clearly express an intent to benefit the third party. Compare Rosenstone,
560 So.2d at 1229–30 with Federal Ins. Co. v. Bonded Lightning Protection Sys., Inc., No. 07–80767–CIV,
2008 WL 5111260, at *7 (S.D.Fla. Dec.3, 2008).

29 The Amended Complaint describes the 1031 Tax Group not as a qualified intermediary, but as a “holding
company for the multiple QIs acquired by Okun.” (See AC ¶ 171.) However, even if the 1031 Tax Group could
itself be considered a qualified intermediary, it would not change the Court's analysis.

30 In deciding a motion to dismiss, a court may consider documents referenced in the complaint whose
authenticity no party questions. See Branch v. Tunnell, 14 F.3d 449, 453–54 (9th Cir.1994), overruled on
other grounds by Galbraith v. County of Santa Clara, 307 F.3d 1199 (9th Cir.2002).

31 Plaintiffs concede that dismissal of the Third Cause of Action is appropriate as to Defendant SVLG. (See
Opp'n Re SVLG at 27.)

32 Plaintiffs' conversion claim is not alleged against Defendant Silicon Valley Law Group. (See AC at 64.)
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33 However, to the extent that Lawyer Defendants were paid fees prior to any of Plaintiffs (or the putative class
members) depositing any money with the QIs, such payments could not constitute conversion of Plaintiffs'
property.

34 Only Defendant Silicon Valley Law Group moves on this ground. (See SVLG's Motion at 13–14.)
35 The Court DENIES Defendant Jorden Burt's request to strike Plaintiffs' prayer for certain consequential

damages, punitive damages, and attorney fees because Defendant Jorden Burt has not stated grounds
warranting the requested relief. (See Jorden Burt Motion at 16.)

36 (Docket Item No. 192.)
37 In light of this Order, Defendants Kutak Rock's Motion to Continue hearing is DENIED as moot. (Docket Item

No. 262.)
38 The Court notes that the Boulder Defendants' Motion raises important personal jurisdiction issues.

Accordingly, Plaintiffs' amended complaint shall clearly state factual allegations to support the Court's
jurisdiction over these Defendants.

End of Document © 2022 Thomson Reuters. No claim to original U.S. Government Works.
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ORDER RE. PARTIES' VARIOUS MOTIONS

JAMES WARE, Chief Judge.

*1  Presently before the Court are: (1) Cordell Defendants'

Motion to Dismiss the Third Amended Complaint; 1  (2)
Defendant Silicon Valley Law Group's (“SVLG”) Motion

for Summary Judgment; 2  and (3) Defendant United Western

Bank's (“UWB”) 3  Motion to Dismiss the Third Amended

Complaint. 4  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
GRANTS in part and DENIES in part the Cordell Motion,
DENIES the SVLG Motion, and GRANTS the UWB Motion.

A. Background
A detailed outline of the factual allegations in this case may
be found in the Court's February 3, 2010 Order Granting
in part and Denying in part Defendants' Various Motions to

Dismiss. 5  The Court reviews the relevant procedural history
as it relates to the present Motions.

On July 20, 2010, the Court issued an Order that denied the
Cordell Defendants' Motion for Reconsideration, granted in
part and denied in part UWB's Motion to Dismiss, and denied

various Defendants' Motions to Strike. 6  On September 10,
2010, Plaintiffs filed a Third Amended Complaint. (hereafter,
“TAC,” Docket Item No. 381.)

1. Cordell Defendants
In its February 3 Order, the Court found that Plaintiffs'
claims against the Cordell Defendants were not derivative
of claims that could have been asserted by the Debtor
Qualified Intermediaries (“QIs”) and thus were not barred
by the channeling injunction issued by the Bankruptcy
Court. (February 3 Order at 10–13.) In its July 20 Order,
the Court considered the Cordell Defendants' Motion for
Reconsideration of the February 3 Order. (July 20 Order at 4.)
The Court found that California law applied in determining
whether Plaintiffs' claims against the Cordell Defendants
were derivative or direct. (Id. at 6.) In determining that
Plaintiffs had a direct claim against the Cordell Defendants
for aiding and abetting a breach of fiduciary duty, the
Court determined that under California law, the QIs owed a
fiduciary duty directly to Plaintiffs. (Id. at 9.) In addition, the
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Court found that the Cordell Defendants' alleged participation
in the breach of the QIs' fiduciary duties to Plaintiffs
caused direct harm, as the allegations stated that the Cordell
Defendants facilitated the “Ponzi” investment scheme that
resulted in Plaintiffs losing large sums of money. (Id. at
10.) Thus, the Court found that Plaintiffs' claims were
still not barred by the channeling injunction and denied
the Cordell Defendants' Motion for Reconsideration. (Id. at
11.) In addition, the Court declined to certify the issue for
interlocutory appeal. (Id.)

2. SVLG
In its February 3 Order, the Court found that California's
statute of limitations applied to the claims against Lawyer
Defendants, which included SVLG, and that Plaintiffs' claims
were not time-barred under California law. (February 3 Order
at 14, 16.) In addition, the Court found that Plaintiffs needed
to allege that they were intended third-party beneficiaries of
the legal service agreements between Lawyer Defendants and
the QIs in order to have standing to sue Lawyer Defendants.
(Id. at 19.) In analyzing Plaintiffs' allegations against SVLG,
the Court found that Plaintiffs did not plead sufficient facts
to show that they were intended third-party beneficiaries,
but rather, that SVLG knowingly acted directly adverse to
Plaintiffs' interest. (Id. at 23.) Thus, the Court granted SVLG's
Motion to Dismiss as to Plaintiffs' Third, Eighth, Ninth and
Tenth Causes of Action with prejudice. (Id. at 24.) However,
the Court found that Plaintiffs pleaded sufficient facts to state
claims for aiding and abetting intentional torts. (Id. at 27.)
Specifically, Plaintiffs' allegations that Lawyer Defendants

knew of the activities of Edward Okun 7  and his QIs and that
Lawyer Defendants provided substantial assistance to Okun
and his QIs were sufficiently pleaded to state claims for aiding
and abetting. (Id .)

3. UWB
*2  In its February 3 Order, the Court found that Plaintiffs'

common law claims against Defendant UWB based on
electronic funds transfers were preempted by U.C.C. Article
4A and that Plaintiffs' allegations were insufficient to state
a claim under Article 4A. (February 3 Order at 9–10.) In
its July 20 Order, the Court found that Plaintiffs' amended
factual allegations, taken as true, affirmatively showed that
the transactions at issue were “authorized” within the meaning
of U.C.C. Article 4A and thus Plaintiffs could not state a claim
under Article 4A as a matter of law. (July 20 Order at 14.)
Further, the Court found that Plaintiffs' claims for aiding and
abetting were preempted to the extent that they were based on

electronic transfers of funds and were insufficiently alleged
to the extent that they were based on non-electronic transfers.
(Id. at 15.) Thus, the Court granted UWB's Motion to Dismiss
with leave to amend for the sole purpose of providing factual
support for the common law claims based on non-electronic
transfers. (Id. at 16.)

Presently before the Court are various Motions by
Defendants.

B. Standards

1. Motion for Summary Judgment
Summary judgment is proper 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). 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....”
Celotex, 477 U.S. at 323. “A party asserting that a fact cannot
be or is genuinely disputed must support the assertion by: (a)
citing to particular parts of materials in the record, including
depositions, documents, electronically stored information,
affidavits or declarations, stipulations (including those made
for purposes of the motion only), admissions, interrogatory
answers, or other materials; or (b) showing that the materials
cited do not establish the absence or presence of a genuine
dispute, or that an adverse party cannot produce admissible
evidence to support the fact .” Fed.R.Civ.P. 56(c)(1). “If a
party fails to properly support an assertion of fact or fails to
properly address another party's assertion of fact as required
by Rule 56(c), the court may ... grant summary judgment
if the motion and supporting materials—including the facts
considered undisputed—show that the movant is entitled to
it.” Fed.R.Civ.P. 56(e).

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
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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.”
Matsushita Elec. Indus. Co. v. Zenith Radio, 475 U.S. 574,
587, 106 S.Ct. 1348, 89 L.Ed.2d 538 (1986).

2. Motion to Dismiss
*3  Pursuant to Federal Rule of Civil Procedure 12(b)(6), a

complaint may be dismissed against a defendant for failure
to state a claim upon which relief may be granted against
that defendant. Dismissal may be based on either the lack of
a cognizable legal theory or the absence of sufficient facts
alleged under a cognizable legal theory. Balistreri v. Pacifica
Police Dep't, 901 F.2d 696, 699 (9th Cir.1990); Robertson
v. Dean Witter Reynolds, Inc., 749 F.2d 530, 533–34 (9th
Cir.1984). For purposes of evaluating a motion to dismiss, the
court “must presume all factual allegations of the complaint
to be true and draw all reasonable inferences in favor of the
nonmoving party.” Usher v. City of Los Angeles, 828 F.2d
556, 561 (9th Cir.1987). Any existing ambiguities must be
resolved in favor of the pleading. Walling v. Beverly Enters.,
476 F.2d 393, 396 (9th Cir.1973).

However, mere conclusions couched in factual allegations are
not sufficient to state a cause of action. Papasan v. Allain,
478 U.S. 265, 286, 106 S.Ct. 2932, 92 L.Ed.2d 209 (1986);
see also McGlinchy v. Shell Chem. Co., 845 F.2d 802, 810
(9th Cir.1988). The complaint must plead “enough facts to
state a claim for relief that is plausible on its face.” Bell Atl.
Corp. v. Twombly, 550 U.S. 544, 570, 127 S.Ct. 1955, 167
L.Ed.2d 929 (2007). 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.” Ashcroft v. Iqbal, 556 U.S. 662,
129 S.Ct. 1937, 1949, 173 L.Ed.2d 868 (2009). Thus, “for a
complaint to survive a motion to dismiss, the non-conclusory
‘factual content,’ and reasonable inferences from that content,
must be plausibly suggestive of a claim entitling the plaintiff
to relief.” Moss v. U.S. Secret Serv., 572 F.3d 962, 969 (9th
Cir.2009). Courts may dismiss a case without leave to amend
if the plaintiff is unable to cure the defect by amendment.
Lopez v. Smith, 203 F.3d 1122, 1129 (9th Cir.2000).

C. Discussion

1. Cordell Defendants' Motion to Dismiss
The Cordell Defendants move to dismiss the seven causes

of action alleged against them 8  on the grounds that: (1)
the Cordell Defendants cannot be held liable for aiding and
abetting Okun's tortious conduct; (2) Plaintiffs have failed
to plead any facts that would establish that the Cordell
Defendants conspired with Okun; (3) Plaintiffs have failed to
plead any facts that would impose a duty of care upon the
Cordell Defendants or a breach of that duty; (4) Plaintiffs'
causes of action for conversion and aiding and abetting
conversion must be dismissed because Plaintiffs failed to
plead any facts that they had legal ownership or an immediate
and superior right of possession over the Subject QI funds;
(5) Plaintiffs have not sufficiently pleaded that the Cordell
Defendants had actual knowledge about each of the Exchange
Agreements with Plaintiffs; and (6) some of Plaintiffs' claims

are barred by the applicable statutes of limitations. 9  (Cordell
Motion at 4–5.) Additionally, the Cordell Defendants move
to dismiss certain claims against Defendant Robin Rodriguez
on the ground that Plaintiffs do not state a claim against
Rodriguez in his individual capacity. (Id. at 34.) The Court
addresses each ground in turn.

a. Choice of Law
*4  As a preliminary matter, the parties dispute the

appropriate choice of law. 10  The Cordell Defendants contend
that Plaintiffs' claims against them are governed by New York
and Florida law because those states would suffer the greatest
impairment if their laws were not applied. (Cordell Motion
at 8.) Plaintiffs respond that California law applies because
there is no material difference in law between California, New

York and Florida with respect to Plaintiffs' causes of action. 11

(Opp'n to Cordell Motion at 12–13.)

In diversity cases, courts apply the choice-of-law rules of the
forum state, in this case, California. Abogados v. AT & T,
Inc., 223 F.3d 932, 934 (9th Cir.2000) (citing Klaxon Co. v.
Stentor Elec. Mfg. Co., 313 U.S. 487, 496, 61 S.Ct. 1020,
85 L.Ed. 1477 (1941)). California courts follow “a three-
step ‘governmental interest analysis' to address conflict of
laws claims and ascertain the most appropriate law applicable
to the issues where there is no effective choice-of-law
agreement.” Washington Mutual Bank, FA v. Superior Court,
24 Cal.4th 906, 919, 103 Cal.Rptr.2d 320, 15 P.3d 1071
(Cal.2001). First, “the foreign law proponent must identify
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the applicable rule of law in each potentially concerned
state and must show that it materially differs from the law
of California.” Id. Second, a court must determine “what
interest, if any, each state has in having its own law applied
to the case.” Id. at 920, 103 Cal.Rptr.2d 320, 15 P.3d 1071
(citing Hurtado v. Superior Court, 11 Cal.3d 574, 580, 114
Cal.Rptr. 106, 522 P.2d 666 (Cal.1974)). “If application of
a foreign decisional rule will not significantly advance the
interests of the foreign state, a California court will conclude
that the conflict is ‘false’ and apply its own law.” Strassberg
v. New England Mut. Life Ins. Co., 575 F.2d 1262, 1264 (9th
Cir.1978). The third step, which a court only reaches upon
the determination that a foreign decisional rule significantly
advances the interests of the foreign state, requires a court
to examine the “comparative impairment” to each states'
interest that would result from the choice of one rule over the
other. Washington Mutual, 24 Cal.4th at 920, 103 Cal.Rptr.2d
320, 15 P.3d 1071; Downing v. Abercrombie & Fitch, 265
F.3d 994, 1005 (9th Cir.2004). “In making this comparative
impairment analysis, the trial court must determine ‘the
relative commitment of the respective states to the laws
involved’ and consider ‘the history and current status of the
states' laws' and the ‘function and purpose of those laws.’ ”
Washington Mutual, 24 Cal.4th at 920, 103 Cal.Rptr.2d 320,
15 P.3d 1071 (quoting Offshore Rental Co. v. Continental Oil
Co., 22 Cal.3d 157, 166, 148 Cal.Rptr. 867, 583 P.2d 721
(Cal.1978).)

Here, for all but one of the causes of action at issue, neither
party points to any material difference between the laws
of California, New York and Florida. Indeed, for many
of Plaintiffs' claims, such as negligence and conspiracy to
commit fraud, the Cordell Defendants outline the applicable
rule and cite to all three jurisdictions for the same legal
principle. (See, e.g., Cordell Motion at 25, 30.) Moreover, as
the Court previously noted, all of Plaintiffs' claims against the
Cordell Defendants arise from common law, and thus there
are no claims based on a statute or rule particular to any one
state. (July 20 Order at 5.)

*5  The Court rejects the Cordell Defendants' contention that
New York and California law differ as to aiding and abetting
liability. (Cordell Motion at 19 n. 15.) As both New York and
California require substantial assistance to impose aiding and
abetting liability, the Court discerns no true conflict between

these jurisdictions. 12  Moreover, the fact that New York and
California courts have applied the same rule to different
fact patterns to reach different results does not amount to a
“material difference” in law.

Accordingly, because the Cordell Defendants have failed to
meet their preliminary burden to show a material difference
with respect to foreign law, the Court applies California law
to Plaintiffs' causes of action against the Cordell Defendants.

b. Aiding and Abetting
The Cordell Defendants move to dismiss Plaintiffs' Third
and Fifth Causes of Action based on aiding and abetting
liability on the grounds that: (1) these claims are an improper
circumvention of the discredited “deepening insolvency”

theory; 13  (2) lenders are not generally liable for a borrower's
misconduct; and (3) Plaintiffs fail to satisfy the actual
knowledge and substantial assistance elements required to
state a claim for aiding and abetting. (Cordell Motion at 10.)

Under California law, to state a claim for aiding and abetting
the commission of an intentional tort, a plaintiff must allege
facts sufficient to show that the defendant: (1) “[knew] the
[primary tortfeasor's] conduct constitute[d] a breach of duty
and [gave] substantial assistance or encouragement to the
other to so act”; or (2) “[gave] substantial assistance to
the [primary tortfeasor] in accomplishing a tortious result
and the [defendant's] own conduct, separately considered,
constitutes a breach of duty to the third person.” Casey, 127
Cal.App.4th at 1144, 26 Cal.Rptr.3d 401 (quoting Saunders
v. Superior Court, 27 Cal.App.4th 832, 846, 33 Cal.Rptr.2d
438 (Cal.Ct.App.1994)). To satisfy the first Casey prong, a
plaintiff must allege that “the defendant had actual knowledge
of the specific primary wrong the defendant substantially
assisted.” Id. at 1145, 26 Cal.Rptr.3d 401.

Here, Plaintiffs allege in pertinent part:

Cordell was well aware that the
monies were being used to perpetuate
Okun's Ponzi scheme. (TAC ¶
167.) Despite notice that Okun was
wrongfully appropriating Exchange
Funds, the Cordell Defendants assisted
Okun and the Okun Entities by
loaning millions of dollars to enable
him to continue this misconduct
through lulling payments. (Id.¶ 168,
26 Cal.Rptr.3d 401.) The Cordell
Defendants benefitted significantly
from the participation in the scheme,
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as it generated substantial fees for
the Cordell Defendants, increased
their loan portfolio to the point
where the Okun loans constituted
a substantial portion of Cordell's
entire loan portfolio, and provided the
Cordell Defendants with liens on many
properties owned by Okun or Okun
Entities. (Id.)

Based on the allegations above, the Court finds that Plaintiffs
have adequately alleged that the Cordell Defendants had
actual knowledge of Okun's alleged Ponzi scheme, which they
assisted by providing Okun with loans. Moreover, Plaintiffs'
claims are based on a theory that the Cordell Defendants
knew that Okun was stealing money but loaned him money

anyway, as opposed to a “deepening insolvency” theory. 14

Finally, contrary to the Cordell Defendants' contention,
there is no per se rule that lenders cannot be liable for a
borrower's misconduct. Casey, 127 Cal.App.4th at 1149–50,
26 Cal.Rptr.3d 401. Rather, if a lender knows the borrower's
conduct constitutes a breach of duty and gives substantial
assistance or encouragement to the other to so act, a lender
may be held liable. See, e.g., id. at 1144, 26 Cal.Rptr.3d 401.

*6  Accordingly, the Court DENIES the Cordell Defendants'
Motion to Dismiss Plaintiffs' Third and Fifth Causes of Action
for aiding and abetting liability.

c. Conspiracy
The Cordell Defendants move to dismiss Plaintiffs' Ninth
Cause of Action for conspiracy on the ground that Plaintiffs
have failed to plead sufficient facts to show an agreement or
overt act. (Cordell Motion at 26–27.)

Civil conspiracy is not itself an independent cause of action.
Rusheen v. Cohen, 37 Cal.4th 1048, 1062, 39 Cal.Rptr.3d
516, 128 P.3d 713 (Cal.2006). Rather, to state a claim for
civil conspiracy, a plaintiff must plead facts to show that
“an independent civil wrong has been committed.” Id. “The
elements of an action for civil conspiracy are (1) formation
and operation of the conspiracy and (2) damage resulting to
plaintiff (3) from a wrongful act done in furtherance of the
common design.” Id.

Here, Plaintiffs allege in pertinent part:

Over the course of 13 months,
Cordell made five separate loans
to Okun and/or Okun entities....
(TAC ¶ 153.) The Cordell loans
to Okun ... assisted Okun and his
coconspirators in perpetuating Okun's
Ponzi scheme. (Id.) Okun's intention
was communicated to Cordell, which
assisted Okun in effectuating this
purpose for Cordell's own individual
advantage and significant financial
gain. (Id.) The Hard Money Lender
Defendants, which include the Cordell
Defendants, conspired with Okun
to convert the Exchange Funds to
Okun's use, and after such conversion,
these Defendants conspired to commit
fraud through false and misleading
Exchange Agreements. (Id. ¶ 326,
39 Cal.Rptr.3d 516, 128 P.3d 713.)
For example, the Cordell Defendants
assisted Okun and the Okun Entities
by loaning them millions of dollars to
enable him to continue his misconduct
through lulling payments, despite
notice that Okun was wrongfully
appropriating Exchange Funds. (Id. ¶
168, 39 Cal.Rptr.3d 516, 128 P.3d
713.) As a result of their conspiracy,
Plaintiffs lost not less than $150
million. (Id . ¶ 327, 39 Cal.Rptr.3d 516,
128 P.3d 713.)

Based on the allegations above, the Court finds that Plaintiffs
have adequately alleged a cause of action for conspiracy to
convert Exchange Funds and to commit fraud. Plaintiffs have
alleged both an overt act and an agreement between Okun
and the Cordell Defendants. Specifically, Plaintiffs allege
that the Cordell Defendants made multiple loans to Okun to
enable the “Ponzi” scheme when Okun had communicated
his intentions to the Cordell Defendants. Whether Plaintiffs
will gather sufficient evidence to prove such conduct is more
appropriate for a summary judgment motion.
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Accordingly, the Court DENIES the Cordell Defendants'
Motion to Dismiss Plaintiffs' Ninth Cause of Action for
conspiracy.

d. Negligence
The Cordell Defendants move to dismiss Plaintiffs' Twelfth
Cause of Action for negligence on the ground that Plaintiffs
have failed to plead facts sufficient to show that the Cordell
Defendants owed Plaintiffs a duty of care or proximately
caused Plaintiffs' injuries. (Cordell Motion at 30–32.)

*7  To establish a claim for negligence under California law,
a plaintiff must plead facts sufficient to show that: (1) the
defendant owed the plaintiff a legal duty; (2) the defendant
breached the duty; and (3) the breach was a proximate or legal
cause of injuries suffered by the plaintiff. Ann M. v. Pacific
Plaza Shopping Ctr., 6 Cal.4th 666, 673, 25 Cal.Rptr.2d 137,
863 P.2d 207 (Cal.1993). While the existence of a legal duty
to use reasonable care in a particular factual situation is a
question of law for the court to decide, the elements of breach
of that duty and causation are ordinarily questions of fact for
the jury's determination. Barber v. Chang, 151 Cal.App.4th
1456, 1463, 60 Cal.Rptr.3d 760 (Cal.Ct.App.2007).

Here, Plaintiffs allege in pertinent part:

Despite notice that Okun was
wrongfully appropriating Exchange
Funds, the Cordell Defendants assisted
Okun and the Okun Entities by loaning
millions of dollars to enable him
to continue this misconduct through
lulling payments. (TAC ¶¶ 151–68.)
The Cordell Defendants benefitted
significantly from the participation in
the scheme, as it generated substantial
fees for the Cordell Defendants,
increased their loan portfolio to the
point where the Okun loans constituted
a substantial portion of Cordell's
entire loan portfolio, and provided the
Cordell Defendants with liens on many
properties owned by Okun or Okun
Entities. (Id. ¶ 168, 60 Cal.Rptr.3d
760.) Each of the Defendants owed a
legal duty of care to the QI Exchanges,
which arose out of their respective

affirmative acts in assuming such duty,
or which arose by operation of law
from the fiduciary nature of their
relationship with Okun and the QIs he
controlled. (Id. ¶ 335, 60 Cal.Rptr.3d
760.) Each Defendant breached his/
her or its legal duty of due care and
each breach was a direct and proximate
cause of the resulting economic injury
to the Exchangers. (Id. ¶ 336, 60
Cal.Rptr.3d 760.)

As the Court previously explained, Plaintiffs' claims against
the Cordell Defendants are not for breach of a duty owed
to the QIs, but breach of any duty owed directly to Plaintiff
Exchangers as trust beneficiaries. (July 20 Order at 9.)
Plaintiffs further allege that, due to the breach, with the
active assistance of the Cordell Defendants, Plaintiffs lost
their respective Section 1031 exchange deposits. Assuming
that these allegations are true, the Court finds that Plaintiffs
have adequately stated a claim against the Cordell Defendants
for negligence.

Accordingly, the Court DENIES the Cordell Defendants'
Motion to Dismiss Plaintiffs' Twelfth Cause of Action for
negligence.

e. Conversion and Aiding and Abetting Conversion
The Cordell Defendants move to dismiss Plaintiffs' two
causes of action based on conversion on the ground that
Plaintiffs have failed to plead any facts that Plaintiffs have
legal ownership or a superior right of possession to the
Exchange Funds. (Cordell Motion at 21–25.)

The Court has previously considered and rejected a similar
contention in its February 3 Order, specifically finding that
“[t]he fact that Plaintiffs were not entitled to the funds until the
property exchange was completed or 180 days after deposit,
whichever came first, does not preclude a cause of action for
conversion.” (February 3 Order at 25.)

*8  Accordingly, the Court DENIES the Cordell Defendants'
Motion to Dismiss Plaintiffs' conversion claims.

f. Interference with Contract
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The Cordell Defendants move to dismiss Plaintiffs' cause
of action for interference with contract on the ground that
Plaintiffs have not sufficiently pleaded that the Cordell
Defendants had actual knowledge about each of the Exchange
Agreements with Plaintiffs. (Cordell Motion at 27–30.)

Under California law, to state a claim for intentional
interference with contract, a plaintiff must plead facts
sufficient to show: (1) “a valid contract between plaintiff and
a third party”; (2) “defendant's knowledge of the contract”;
(3) “defendant's intentional acts designed to induce a breach
or disruption of the contractual relationship”; (4) “actual
breach or disruption of the contractual relationship”; and (5)
“resulting damage.” Quelimane Co. v. Stewart Title Guar.
Co., 19 Cal.4th 26, 55, 77 Cal.Rptr.2d 709, 960 P.2d 513
(Cal.1998).

Here, Plaintiffs allege in pertinent part:

Each Defendant knew that each
Plaintiff had entered such an Exchange
Agreement. (TAC ¶ 329.) Each
Defendant, wrongfully, willingly and
unlawfully committed intentional acts
designed to avoid the QIs proper
performances, pursuant to the terms
of the Exchange Agreements, and
actual disruption of performance did
occur. (Id.) For example, the Cordell
Defendants requested and received
information regarding the nature of
the QIs, including the AEC Exchange
Agreement. (Id. ¶ 155, 77 Cal.Rptr.2d
709, 960 P.2d 513.) The Cordell
Defendants, through Gardy Bloomers,
investigated the AEC QI thoroughly.
(Id.) As a result of its due diligence, the
Cordell Defendants knew no later than
May 3, 2005 that Okun's QI Exchange
funds were required contractually to
be used solely to perform Okun's
obligations to Exchanges. (Id.) Despite
notice that Okun was wrongfully
appropriating Exchange Funds, the
Cordell Defendants assisted Okun and
the Okun Entities by loaning them
millions of dollars to enable him
to continue his misconduct through

lulling payments. (Id. ¶ 168, 77
Cal.Rptr.2d 709, 960 P.2d 513.)

Accepting these allegations as true, the Court finds that
Plaintiffs have alleged facts sufficient to state a claim for
intentional interference with contract. Contrary to the Cordell
Defendants' contention, Plaintiffs specifically allege that the
Cordell Defendants were aware of the Exchange Agreements
between Okun and Plaintiffs. (See, e.g., TAC ¶ 155.) Plaintiffs
further allege that the Cordell Defendants helped Okun and
the Okun Entities to breach those contracts by providing
a number of “lulling payment” loans in order to continue
to support Okun's use of the Exchange funds for improper
purposes to perpetuate his “Ponzi” scheme. (See, e.g., id. ¶
168, 77 Cal.Rptr.2d 709, 960 P.2d 513.)

Accordingly, the Court DENIES the Cordell Defendants'
Motion to Dismiss Plaintiffs' claim for intentional
interference with contract.

g. Statute of Limitations
The Cordell Defendants move to dismiss all of Plaintiffs'
claims asserted against the Cordell Defendants as barred by
the applicable statutes of limitations. (Cordell Motion at 32–
33.)

*9  Under California law, a plaintiff's causes of action for
aiding and abetting, conversion and conspiracy to commit
fraud are subject to a three year statute of limitations.
Cal.Civ.Proc.Code § 338. A plaintiff's causes of action for
interference with contract and negligence are barred after
two years. Id. § 339. However, a statute of limitations may
be equitably tolled if the plaintiff did not have knowledge
of the circumstances sufficient to put a reasonable person
on inquiry notice, or did not have the opportunity to obtain
such information. McGee v. Weinberg, 97 Cal.App.3d 798,
803, 159 Cal.Rptr. 86 (Cal.Ct.App.1979). The question of
whether a plaintiff discovered, or should have discovered
through reasonable diligence, information sufficient to put a
reasonable person on notice is generally a question of fact.
See Bank of Am. Nat'l Trust and Sav. Ass'n v. Allstate Ins. Co.,
29 F.Supp.2d 1129, 1135 (C.D.Cal.1998) (citing Prudential–
LMI Com. Ins. v. Superior Court, 51 Cal.3d 674, 687, 274
Cal.Rptr. 387, 798 P.2d 1230 (Cal.1990)).

Here, Plaintiffs allege in pertinent part:
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Plaintiffs have only recently
discovered the facts alleged after
actively and prudently investigating
the causes of their losses. (TAC ¶ 37.)
The initial bankruptcies filed by Okun
for the QIs were intended by Okun to
delay discovery of losses by Plaintiffs.
(Id.) Okun fraudulently promised to
obtain loans to complete outstanding
1031 Exchange transactions pending
at the seven QIs. (Id.) These
purported loans did not exist, but
caused delay in the appointment
of a Trustee. (Id.) Plaintiffs were
further hampered in obtaining case
information, including accurate and
timely account information, due to
the pending criminal trial of Okun.
(Id.) Despite diligent efforts, Plaintiffs
were unable to gain access to the
information which allowed them to
prepare and file their claims against
Defendants until March and April
2009, just one or two months before
the action was filed. (Id. ¶ 38, 274
Cal.Rptr. 387, 798 P.2d 1230 .)

Consistent with its February 3 Order, the Court finds
that these allegations are sufficient to support equitable
tolling. Although the first loan at issue that the Cordell
Defendants made to Okun occurred in 2006, Plaintiffs
allege that it was not until March 2009 that they finally
obtained the information necessary to file their claim. (TAC
¶ 38.) Plaintiffs further allege that two events occurred in
March 2009 which finally allowed Plaintiffs to obtain the
information they needed to file their Complaint: (1) Plaintiffs
began to get access to documents in possession of the
bankruptcy trustee; and (2) the criminal trial of Okun occurred
in Virginia. (Id. ¶¶ 39–40, 274 Cal.Rptr. 387, 798 P.2d 1230.)

Accordingly, the Court DENIES the Cordell Defendants'
Motion to Dismiss on the ground that Plaintiffs' claims are
barred by the applicable statute of limitations.

h. Individual Defendant Robin Rodriguez

The Cordell Defendants move to dismiss Plaintiffs' claims
for conspiracy and aiding and abetting, all of which sound
in fraud, against Defendant Robin Rodriguez (“Rodriguez”),
a principal and founder of the Cordell Defendants, on the
ground that Plaintiffs do not state a claim against Rodriguez
in his individual capacity. (Cordell Motion at 34.)

*10  “Directors or officers of a corporation do not incur
personal liability for torts of the corporation merely by
reason of their official position, unless they participate in the
wrong or authorize or direct that it be done.” United States
Liability Ins. Co. v. Haidinger–Hayes, Inc., 1 Cal.3d 586, 595,
83 Cal.Rptr. 418, 463 P.2d 770 (Cal.1970). However, such
officers may be held liable, “under the rules of tort and agency,
for tortious acts committed on behalf of the corporation.” Id.

Here, Plaintiffs allege in pertinent part:

Rodriguez personally authorized each
of the loans by the “Cordell Entities”
to Okun and the fraudulent Okun
Entities and was knowledgeable about,
approved of and directed each
of the activities of the “Cordell
Entities.” (TAC ¶ 29.) Rodriguez
was intimately involved in approving
the terms and conditions of each
loan Cordell made to Okun and
Okun Entities, whose due diligence
reviews he personally performed or
reviewed for Cordell. (Id. ¶ 152, 83
Cal.Rptr. 418, 463 P.2d 770.)[O]ne
of Rodriguez's potential investors
questioned Rodriguez's estimate of
Okun's net worth and the need for
continued financing.... Ignoring the
obvious, Cordell remained committed
to assisting Okun to reap the profits
generated from patching Okun's
escalating financial predicament. (Id. ¶
160, 83 Cal.Rptr. 418, 463 P.2d 770.)
In April 2007, Okun's Ponzi scheme
was about to collapse, sending Okun to
jail. (Id. ¶ 165, 83 Cal.Rptr. 418, 463
P.2d 770.) At that time, in an attempt
to gain much needed liquidity, Okun
and Rodriguez traveled to Columbus,
Ohio to meet unsuccessfully with a
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number of hedge fund owners for
a $125 million loan. (Id.) In April
2007, Cordell made one final loan
to Okun, days after the failed pitch
to the hedge funds. (Id .) Rodriguez
[approved] a $7 million loan to Okun
personally ... within a few hours.
(Id.¶ 166, 83 Cal.Rptr. 418, 463 P.2d
770.) Rodriguez extracted terms very
favorable to Cordell on this loan,
namely $1 million dollars in fees,
an 18% annual interest rate.... (Id.)
From the proceeds of the $7 million
[dollar loan], Cordell immediately
transferred $6.7 million to Okun's
personal account.... (Id.¶ 167, 83
Cal.Rptr. 418, 463 P.2d 770.) Cordell
was well aware that the monies were
being used to perpetuate Okun's Ponzi
scheme. (Id.)

Based on the allegations above, the Court finds that Plaintiffs'
allegations of intentional wrongdoing primarily address the
actions of the Cordell Defendants, and treat the Cordell
Defendants and Defendant Rodriguez interchangeably. While
some allegations address conduct specific to Defendant
Rodriguez's participation in the Cordell Entities as principal,
the allegations fail to state conduct specific to Defendant
Rodriguez that would support a claim for aiding and abetting
against Defendant Rodriguez individually. Rather, Plaintiffs
allege that the Cordell Defendants directly aided and abetted
Okun in the alleged commission of fraud by authorizing
certain loans to Okun and the Okun entities. Defendant
Rodriguez may have allegedly approved loans in the course
of his duties as principal, but the allegations do not state that
Defendant Rodriguez was personally aware that the monies
were being used to perpetuate the “Ponzi” scheme. Thus,
the Court finds that Plaintiffs have failed to allege facts
sufficient to state a claim against Defendant Rodriguez in
his individual capacity. Accordingly, the Court GRANTS
the Cordell Defendants' Motion to Dismiss as to the claims
against Defendant Rodriguez.

2. SVLG's Motion for Summary Judgment
*11  Defendant SVLG moves for summary judgment on

Plaintiffs' three remaining causes of action against Defendant
SVLG, all for aiding and abetting, on the grounds that: (1)

there is no proof that Defendant SVLG had actual knowledge
of the specific primary wrongdoing; and (2) there is no proof
that Defendant SVLG provided substantial assistance. (SVLG
Motion at 1.) The Court addresses each ground in turn.

a. Actual Knowledge
At issue is whether Defendant SVLG had actual knowledge
of the alleged scheme to fraudulently transfer and eventually
convert 1031 trust funds in breach of the Exchange
Agreements.

Under the first Casey prong for aiding and abetting liability,
a plaintiff must present “proof the defendant had actual
knowledge of the specific primary wrong the defendant
substantially assisted.” Casey, 127 Cal.App.4th at 1145, 26
Cal.Rptr.3d 401. Further, aiding and abetting “necessarily
requires a defendant to reach a conscious decision to
participate in tortious activity for the purpose of assisting
another in performing a wrongful act.” Id. at 1146, 26
Cal.Rptr.3d 401 (internal quotations omitted) (emphasis in
original).

Here, Plaintiffs present evidence in support of their claim that
Defendant SVLG had actual knowledge of the alleged scheme
to defraud in the form of: (1) a deposition from Defendant
Chapman, an employee of Defendant SVLG, testifying that
he pushed Defendant Dashiell to conduct due diligence on
the financial health of any buyer, and particularly Defendant
Okun, in order to protect the business and the exchange funds

post-closing; 15  (2) a deposition from Defendant Dashiell, co-
founder of 1031 Advance, testifying that SVLG was told that
Okun refused to provide his financials and that SVLG advised
Defendant Dashiell that the financials were not needed for

due diligence approval of an all-cash transaction; 16  (3) a
deposition from Defendant Dashiell testifying that Defendant
SVLG approved the sale of 1031 Advance to Okun despite

Okun's refusal to submit financials; 17  (4) a deposition from
Defendant Allred testifying that Defendant SVLG approved
the transfer of 1031 funds from an account held in trust by
1031 Advance to an account held by 1031 Tax Group, and
that he would not have made the transfer without Defendant

SVLG's knowledge and consent; 18  (5) a deposition from
Defendant Chapman testifying that he knew it was possible
that the 1031 funds could be transferred out of the trust

account and into an account held by the 1031 Tax Group; 19

and (6) a deposition from Defendant Coleman, Okun's
employee, testifying that she had participated in conference
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calls discussing the transfer of 1031 funds out of the trust
account into an account held by 1031 Tax Group where

Defendant SVLG also participated in the call. 20

Based on the evidence presented, the Court finds that material
issues of fact exist as to whether Defendant SVLG had actual
knowledge of Okun's alleged scheme to defraud the 1031
investors. In particular, Plaintiffs' evidence casts into dispute
whether Defendant SVLG knew that the intent behind the
purchase of 1031 Advance was the appropriation of 1031
funds, as inferred from Defendant Okun's refusal to release
financials and insistence on transfer of the 1031 funds out of
the trust account held by 1031 Advance and into an account
that may or may not have been held in trust by 1031 Tax
Exchange.

*12  Further, Defendant SVLG's contention that it could not
have had knowledge that the conduct at issue constituted a
breach of duty, as they were unaware that the relationship of
a qualified intermediary to the 1031 investors was a trustee

relationship, is called into question by Plaintiffs' evidence. 21

First, Plaintiffs present deposition testimony of Defendant
Chapman that Defendant SVLG was aware of its own duty,
as well as an obligation on the part of Defendant Dashiell,
to perform sufficient due diligence prior to the transaction to

ensure the future security of the exchange funds. 22  Second,
Plaintiffs present evidence in the form of an email from
Defendant Schachter to Defendant Dashiell inquiring into the
security of a 1031 account in regard to 1031 funds belonging

to another of Defendant SVLG clients. 23  In the email,
Defendant Schachter requests evidence regarding the security
of the exchange proceeds as held by Defendant Dashiell, thus
raising an issue of material fact as to whether Defendant
Schachter knew of the trust obligations of a 1031 qualified
intermediary. (Id.) Further, Plaintiffs present testimony from
Defendant Chapman that he was aware that certain fiduciary
rules governed the actions of qualified intermediaries of 1031

exchange funds. 24  Thus, the Court finds that there exists a
genuine factual dispute as to whether Defendant SVLG had
knowledge of Defendant Okun's alleged scheme, and aided
the transaction despite that knowledge.

b. Substantial Assistance
At issue is whether Defendant SVLG provided substantial
assistance to the alleged scheme to fraudulently transfer 1031
funds.

Under the first Casey prong, “ordinary business transactions”
may satisfy the substantial assistance element of an aiding
and abetting claim, if the defendant “actually knew those
transactions were assisting the customer in committing a
specific tort.” Casey, 127 Cal.App.4th at 1145, 26 Cal.Rptr.3d
401.

Here, Plaintiffs present evidence in support of their
claims that Defendant SVLG substantially assisted in the
commission of a tort as follows: (1) 1031 Advance's retention

letter of Defendant SVLG; 25  and (2) the closing documents
of the sale of 1031 Advance to 1031 Tax Group, including a
wire transfer receipt documenting the sale proceeds deposited

into Defendant SVLG's client trust account. 26  Further,
Defendant SVLG does not dispute that it represented 1031

Advance throughout its purchase by 1031 Tax Group. 27

Based on the evidence presented, the Court finds that material
issues of fact predominate as to whether Defendant SVLG
provided substantial assistance in the course of representing
the sale of 1031 Advance. While is it clear that Defendant
SVLG conducted ordinary business transactions in the
representation of a customer that allegedly resulted in the
commission of a specific tort, a dispute exists over whether
Defendant SVLG knew those ordinary business transactions
were assisting the primary tortfeasor. Thus, the Court finds
that there exists a genuine factual dispute as to whether
Defendant SVLG provided substantial assistance.

*13  Accordingly, the Court DENIES Defendant SVLG's
Motion for Summary Judgment as to Plaintiffs' remaining
claims for aiding and abetting.

3. UWB's Motion to Dismiss
Defendant UWB moves to dismiss Plaintiffs' remaining

causes of action 28  against it on the ground that Plaintiffs
have failed to plead sufficient facts to state claims for aiding
and abetting breach of fiduciary duty, aiding and abetting
fraud, and aiding and abetting conversion based on non-
electronic transfers of funds that are plausible on the face of
the Complaint. (UWB Motion at 1, 8–10.)

Here, Plaintiffs allege in pertinent part:

After August 2006, IXG stayed in business by operating
a Ponzi scheme, using newly deposited exchange funds to
pay for older escrows. (TAC ¶ 96.) As set out in Exhibit
6, $5.5 million of these Ponzi scheme lulling payment
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transfers were by check. (Id. (emphasis added).) [UWB]
knew that the IXG Exchange Funds had been transferred ...
because [UWB] made the transfers while monitoring the
account as a high-risk account. (Id.)

[UWB] knowingly continued to assist the QIs' breaches by,
inter alia, assisting in the misuse of newer QI clients' funds
to close older clients' escrows through non-electronic
(and electronic) transfers of Exchange Funds on deposit
with them, thereby concealing and perpetuating the Ponzi
scheme. (TAC ¶ 307 (emphasis added).) [UWB] aided
and abetted the QIs' breaches of fiduciary duties through
non-electronic (and electronic) transfers of Exchange
Funds for their own personal advantage and economic
gain. (Id. (emphasis added).) [UWB] substantially assisted
[Defendant] Okun's fraud by providing depository services
and through non-electronic (and electronic) transfers of
Exchange Funds for their own personal advantage and
economic gain. (Id. ¶ 313, 26 Cal.Rptr.3d 401 (emphasis
added).)

As an initial matter, the Court had previously found that
Plaintiffs' common law claims predicated on electronic
transfers are preempted by U.C.C. Article 4A. (See February
3 Order at 9.) In addition, the Court previously dismissed
Plaintiffs' claims for aiding and abetting against UWB
because Plaintiffs failed to provide factual details of any non-
electronic transfers, such as “even basic details as to when
such transfers occurred.” (July 20 Order at 15.) The Court
granted leave to amend, allowing Plaintiffs to cure the defect
of the factual disparity as to the non-electronic transfers, but
dismissed Plaintiffs' claims with prejudice to the extent that
the claims were based on electronic transfers. (Id. at 16, 26
Cal.Rptr.3d 401.)

Based on the allegations above, the Court finds that Plaintiffs'
Third Amended Complaint suffers from the same infirmities
that caused the Court to dismiss Plaintiffs' claims against

Defendant UWB in the first instance. 29  While Plaintiffs do
provide details such as “the dates on which the electronic
transfers occurred” and “the amount of each such transfer”
that the Court previously found lacking, still absent from
Plaintiffs' Third Amended Complaint are any allegations
which connect the transfers by check to any wrongful activity
on the part of Defendant UWB. Rather, Plaintiffs' Third
Amended Complaint repeats the same conclusory language
without any further detail as to how the alleged non-electronic
transfers establish liability against Defendant UWB for aiding

and abetting. 30  Thus, Plaintiffs have again failed to provide

“factual content that allows the court to draw the reasonable
inference that the defendant is liable for the misconduct
alleged.” Iqbal, 129 S.Ct. at 1949.

*14  Plaintiffs respond that they “have followed the Court's
instructions and included allegations in the Third Amended
Complaint that support aiding and abetting claims which are
not dependent upon [UWB's] electronic transfers of exchange

funds.” 31  However, devoid from Plaintiffs' Opposition are
any arguments relating to the alleged $5.5 million in transfers
by check or any further discussion whatsoever of non-
electronic transfers of funds. Instead, Plaintiffs seemingly
dedicate the entirety of their Opposition to arguments that the

Court's prior Orders finding preemption were incorrect. 32

Accordingly, the Court GRANTS UWB's Motion to Dismiss
Plaintiffs' Second, Fourth and Sixth Causes of Action for
aiding and abetting. Since Plaintiffs have failed to sufficiently
amend their allegations to correct the deficiencies identified
in the Court's previous Orders, the Court finds that further
amendment would be futile. Thus, Plaintiffs' Second, Fourth,
and Sixth Causes of Action against Defendant UWB are
dismissed with prejudice.

D. Conclusion
The Court orders as follows:

(1) The Court DENIES the Cordell Defendants' Motion
to Dismiss as to the Third, Eighth and Ninth Causes
of Action, as well as to the claims for negligence,
conversion and intentional interference with contract;

(2) The Court GRANTS the Cordell Defendants' Motion to
Dismiss as to the claims against Defendant Rodriguez;

(3) The Court DENIES Defendant SVLG's Motion for
Summary Judgment as to Plaintiffs' remaining claims for
aiding and abetting; and

(4) The Court GRANTS UWB's Motion to Dismiss
Plaintiffs' Second, Fourth and Sixth Causes of Action for
aiding and abetting with prejudice.

The parties shall appear for a Preliminary Pretrial Conference,
previously set for June 27 at 11 a.m. On or before June
17, 2011, the parties shall file a Joint Preliminary Pretrial
Statement including an update on any settlement efforts and
a good faith proposed schedule on how this case should
proceed.
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Footnotes

1 (hereafter, “Cordell Motion,” Docket Item No. 401.)
2 (hereafter, “SVLG Motion,” Docket Item No. 402.)
3 At the February 28, 2011 hearing on Settlement, Plaintiffs' counsel indicated that the FDIC has recently been

appointed as receiver for Defendant UWB. “[12 U.S.C.] Section 1821(d)(12)(A) provides that the FDIC as
receiver is entitled to a stay for up to 90 days in any judicial action to which it becomes a party.” Cipponeri v.
FDIC, 2009 U.S. Dist. LEXIS 59554, at *4 (E.D.Cal. Jun. 26, 2009). Here, to date, the FDIC has not moved
the Court to stay this action pursuant to Section 1821(d)(12)(A). Further, the Court finds that the disposition
of this Motion is not adverse to the interests of the FDIC and, thus, the Court does not find good cause to
stay the case sua sponte.

4 (hereafter, “UWB Motion,” Docket Item No. 405.)
5 (hereafter, “February 3 Order,” Docket Item No. 264.)
6 (See Order Re: Defendants' Various Motions, hereafter, “July 20 Order,” Docket Item No. 354.)
7 Edward Okun (“Okun”) operated the “Ponzi” scheme. (See February 3 Order at 2.)
8 Specifically, Plaintiffs allege the following causes of action against the Cordell Defendants: (1) Third Cause

of Action for Aiding and Abetting a Breach of Fiduciary Duty; (2) Fifth Cause of Action for Aiding and Abetting
Fraud; (3) Seventh Cause of Action for Conversion; (4) Eighth Cause of Action for Aiding and Abetting
Conversion; (5) Ninth Cause of Action for Conspiracy to Convert Exchange Funds and Commit Fraud; (6)
Tenth Cause of Action for Interference with Contract; and (7) Twelfth Cause of Action for Negligence. (See
TAC ¶¶ 308–336.)

9 The Cordell Defendants have filed Objections to the Declaration of Michael P. Denver Regarding Plaintiffs'
Opposition to the Cordell Defendants' Motion to Dismiss the Third Amended Complaint. (hereafter,
“Objections,” Docket Item No. 450.) As the Court did not rely on the Denver Declaration in rendering its
opinion, the Cordell Defendants' Objections are OVERRULED as moot.

10 (Cordell Motion at 8–9; Opposition to the Cordell Defendants' Motion to Dismiss the Third Amended Complaint
at 12, hereafter, “Opp'n to Cordell Motion,” Docket Item No. 436.)

11 The parties agree, however, that California statutes of limitations apply to all of Plaintiffs' causes of action
against the Cordell Defendants. (Cordell Motion at 32–33; Opp'n to Cordell Motion at 19.)

12 Compare Casey v. U.S. Bank Nat. Assn., 127 Cal.App.4th 1138, 1144, 26 Cal.Rptr.3d 401 (Cal.Ct.App.2005)
with Ryan v. Hunton & Williams, No. C 99–5938, 2000 U.S. Dist. LEXIS 13750, at *25 (E.D.N.Y. Sept. 20,
2000).

13 In re SI Restructuring, Inc., 532 F.3d 355, 362–63 (5th Cir.2008).
14 A “deepening insolvency” theory is generally a claim by creditors that the value of a company deteriorates

as a result of a loan transaction, decreasing the amount of funds available for creditors, and is defined as
“prolonging an insolvent corporation's life through bad debt.” See In re SI Restructuring, Inc., 532 F.3d at
362–63; see also Official Committee of Unsecured Creditors v. R.F. Lafferty & Co., Inc., 267 F.3d 340, 344
(3d Cir.2001).

15 (Second Declaration in Support of Plaintiffs' Opposition to Silicon Valley Law Group's Motion for Summary
Judgment, Ex. 1, Chapman Deposition at 203:16–212:1, hereafter, “Chapman Depo.,” Docket Item No. 443.)
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16 (Amended First Declaration of Robert L. Brace in Support of Plaintiffs' Opposition to Silicon Valley Law
Group's Motion for Summary Judgment, hereafter, “Brace Decl.,” Ex. D, Dashiell Deposition at 414:23–
418:19, 479:15–19, 520:11–18, hereafter, “Dashiell Depo.,” Docket Item No. 444.)

17 (Dashiell Depo. at 415:17–20.)
18 (Brace Decl., Ex. A, Allred Deposition at 172:9–173:1.)
19 (Chapman Depo. at 293:13–21.)
20 (Brace Decl., Ex. L, Coleman Deposition at 205:3–209:17.) It is significant to the Court that there is a dispute

in the evidence over whether Defendant SVLG had knowledge that the funds would not be as protected by
the purchasing company, 1031 Tax Exchange.

21 (SVLG's Reply Brief in Support of Motion for Summary Judgment at 5–7, Docket Item No. 447.)
22 (Chapman Depo. at 203:16–211:22.)
23 (Brace Decl., Ex. 421.)
24 (Chapman Depo. at 274:3–275:19.)
25 (Brace Decl., Ex. 425.)
26 (Brace Decl., Ex. 254.)
27 (SVLG Motion at 4–13.)
28 Plaintiffs' Second, Fourth and Sixth Causes of action remain. The Court previously dismissed Plaintiffs'

Fourteenth Cause of Action for Violation of U.C.C. Article 4A as a matter of law and Plaintiffs' Third, Fifth,
Seventh, Eighth, Tenth and Twelfth Causes of Action as preempted by U.C.C. Article 4A. (July 20 Order at
14; February 3 Order at 9.)

29 The Court previously dismissed Plaintiffs' allegations that “[UWB] knowingly continued to assist the QIs'
breaches by, inter alia, assisting in the misuse of newer QI clients' funds to close out older clients' escrows
through non-electronic (and electronic) transfers of Exchange Funds,” and “[t]he majority of these transfers
were electronic, but some of the transfers, including at least $7 million in transfers after Okun acquired IXG,
were accomplished by non-electronic (e.g., paper check) means.” (July 20 Order at 15–16.)

30 (Compare Second Amended Complaint ¶¶ 306, 312, 317 with TAC ¶¶ 307, 313.)
31 (Opposition to UWB's Motion to Dismiss the Third Amended Complaint at 5, hereafter, “Opp'n to UWB

Motion,” Docket Item No. 438.)
32 (See Opp'n to UWB Motion at 7 (“The Exchangers are able to recover the improperly wired Exchange Funds

under the Uniform Fiduciaries Act”); at 10 (“U.C.C. Article 4A is not to be read in a manner which contradicts
the plain language of the UFA”); and at 12 (“the TAC allegations support common law claims to recover other
damages, such as the $14 million in Exchange Funds deposited due to IXG's fraud, assisted by [UWB]”).)

End of Document © 2022 Thomson Reuters. No claim to original U.S. Government Works.
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Only the Westlaw citation is currently available.
United States Bankruptcy Court, S.D. New York.

IN RE: ACREX, INC., Debtor.

Case No. 13–13133 (ALG)
|

Signed 07/21/2014

Attorneys and Law Firms

Alan E. Gamza, Christopher Gresh, Moses & Singer LLP, 
New York, NY, for Debtor.

Chapter 11

MEMORANDUM OF DECISION AND ORDER

Allan L. Gropper, UNITED STATES BANKRUPTCY 
JUDGE

*1 Before the Court is an objection by Acrex Inc. (the 
“Debtor”) to two proofs of claim filed by Budow Sales 
Corp., The Budow Group, and Allison Budow Sales, Inc. 
(collectively, “Budow”). As further discussed below, at a 
June 26, 2014 hearing on the objection, both the Debtor 
and Budow agreed to treat the objection to claim and 
Budow’s response as cross motions for summary 
judgment. For the reasons stated below, the Court grants 
the Debtor’s motion for summary judgment and denies 
Budow’s motion for the same relief, thus expunging 
Budow’s proofs of claim.
 

Facts

In December, 2011, the Debtor entered into a commercial 
lease with 214 West 39th Street, LLC (the “Landlord”) 

for premises at 214 West 39th Street, Suite 403, New 
York, New York (the “Premises”). Pursuant to the terms 
of the lease, a tenant could only sublet with the 
Landlord’s written consent. On or about June 26, 2012, 
with the Landlord’s written consent, Debtor entered into a 
written agreement to sublet all of the Premises to Eli 
Dahan, the owner of a fashion and apparel company 
called Studio 33.
 
Barry Budow, Terri Budow, and Alison Budow, are the 
principals of Budow, a chain of fashion product 
marketing companies. Barry Budow asserts that on a 
business trip to New York in 2012 he spoke with Dahan 
about becoming a “co-subtenant” of the Premises. 
According to Mr. Budow, he also met, “John,” who was 
allegedly a representative of Acrex in charge of 
“managing” the Premises. He says the three men reached 
an oral agreement regarding Budow becoming a 
“co-subtenant” along with Studio 33. Mr. Budow says he 
was under the belief that a written sublease would be sent 
to him shortly, but there is no dispute that a written 
agreement was never transmitted or executed.
 
In January, 2013, Mr. Budow was informed that Dahan 
had moved out of the Premises and that all tenants of the 
Premises had been locked out. Budow’s belongings were 
removed from the Premises and placed in possession of 
the building’s superintendent.
 
Following the eviction from the Premises, Budow twice 
sought reinstatement in New York Landlord–Tenant 
Court, which was denied. It then sued in New York State 
Supreme Court alleging breach of contract, illegal 
eviction, business interruption and fraud against multiple 
defendants, including Dahan and the Debtor. On motions 
to dismiss by several of the defendants, all of Budow’s 
charges against the Debtor were dismissed except for the 
fraud claim. As to this claim, Justice Singh held in an oral 
decision that Budow had satisfied New York State’s 
heightened pleading standard for fraud, pursuant to CPLR 
3016(b). See Budow’s Response, Ex. E.
 
On the Debtor’s motion to dismiss, Budow does not argue 
that the State court erred in dismissing its other claims, 
and there appears to be no dispute that in light of the 
action of the Supreme Court, the only remaining claim by 
Budow against the Debtor is one for fraud. As noted, the 
State court denied the motion to dismiss the fraud claim 
for failure to state fraud with the requisite particularity 
under CPLR 3016(b) (similar to F.R. Civ. P. 9(b)). The 
issue here, however, is different—whether either party is 
entitled to summary judgment based on the record.
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Discussion

*2 In accordance with Bankruptcy Rule 7056, which 
incorporates Fed.R.Civ.P. 56, summary judgment may be 
granted “if 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 
judgment as a matter of law.” Fed.R.Civ.P. 56(c); see 
Celotex Corp. v. Catrett, 477 U.S. 317, 322 (1986); 
Morenz v. Wilson–Coker, 415 F.3d 230, 234 (2d 
Cir.2005); In re Ticketplanet.com, 313 B.R. 46, 58 
(Bankr.S.D.N.Y.2004). The movant must establish the 
absence of any genuine issues of material fact, and the 
court must draw all inferences in a light most favorable to 
the non-moving party. Anderson v. Liberty Lobby, Inc., 
477 U.S. 242, 249 (1986); see also In re Ames Dep’t 
Stores, Inc., 161 B.R. 87, 89 (Bankr.S.D.N.Y.1993). 
However, “a complete failure of proof concerning an 
essential element of the nonmoving party’s case 
necessarily renders all other facts immaterial.” Celotex 
Corp. v. Catrett, 477 U.S. at 323.
 
Budow’s pleadings and papers in this Court focus on the 
alleged agent of the Debtor named “John.” According to 
Mr. Budow’s New York State Supreme Court affidavit 
submitted here, Mr. Budow believes that “John’s” last 
name was Kim, but he repeatedly says that he was not 
sure if that is actually his last name. The only information 
Mr. Budow could provide about “John” is his phone 
number—improbably said to be a cell phone number with 
a “212” area code (not ordinarily used in New York City 
for cell phones)—and a vague description; according to 
Mr. Budow, John was an Asian–American, approximately 
40 years old with dark hair, roughly 5’8″ and with a 
medium build. In response, the Debtor states that it was 
not aware of Budow’s occupation of the Premises until 
just prior to the State court proceedings and that the 
Debtor never entered into a sublease agreement with 
Budow or consented to Budow’s sub-tenancy. Aff’d. of 
Hanho Choi, ¶ 5–6.
 
The Debtor’s claim objection put in issue Budow’s 
assertion that it was fraudulently induced by Acrex to 
become a “co-subtenant” of the Premises. In response, 
Budow merely submitted the affidavits it had earlier 
submitted in the State Court. Assuming that for pleading 
purposes Budow sufficiently charged “John” with fraud, 
on the instant summary judgment motion Budow failed to 
submit any admissible evidence charging the Debtor with 
“John’s” alleged actions. The only evidence in the record 
as to John’s agency is John’s purported statement that he 

was a representative of Acrex. An agency cannot be 
proved solely through the declarations or admissions of 
the agent. Moore v. Leaseway Transp. Corp., 65 A.D.2d 
697, 698, 409 N.Y.S.2d 746, 747 (1st Dept.1978) aff’d, 
49 N.Y.2d 720, 402 N.E.2d 1160 (1980) (“the 
declarations of an alleged agent may not be shown for the 
purpose of proving the fact of agency.”); see also 
Chandler v. Lincoln Capital Corp. (In re Chandler), 76 
B.R. 927, 931 (Bankr.E.D.N.Y.1987). “[T]he party 
asserting that a relationship of agency exists generally has 
the burden in litigation of establishing its existence.” 
Nippon Yusen Kaisha v. FIL Lines USA Inc., 977 
F.Supp.2d 343, 350 (S.D.N.Y.2013), quoting Restatement 
(Third) of Agency § 1.02 cmt. d (2006). There is nothing 
in the record to charge the Debtor with “John’s” 
misrepresentations (if any) or to indicate that “John” was 
authorized by the Debtor to make them.
 
Moreover, assuming arguendo that John was an officer of 
the Debtor with authority to enter into leasing 
arrangements, and that he colluded with Dahan to make 
the representations that Budow claims, he was apparently 
acting adversely to his employer. It is not contested that 
the Debtor’s lease with the Landlord required the 
Landlord’s permission for any subletting, and that this 
requirement had been complied with when Dahan 
subleased the premises from the Debtor. If “John” 
colluded with Dahan to induce Budow to take a portion of 
the Premises, and assuming arguendo “John” existed and 
was an employee of the Debtor, he opened the Debtor to 
liability to the Landlord without any benefit to the Debtor 
in return—even Budow does not claim that it ever made 
any payment to the Debtor, whether denominated rent or 
anything else. A corporate agent engaged in a fraud 
against the corporation does not bind the corporation. See 
3 Fletcher Cyclopedia of the Law of Corporations § 826 
(2010); see also Kirschner v. KPMG LLP, 15 N.Y.3d 446, 
480, 938 N.E.2d 941, 961 (2010) (“An agent’s actions 
and knowledge cannot be imputed to the principal, 
however, if the ‘agent is engaged in a scheme to defraud 
his principal, either for his own benefit or that of a third 
person.’ ”), quoting Ctr. v. Hampton Affiliates, Inc., 66 
N.Y.2d 782, 784, 488 N.E.2d 828, 829 (1985).
 
*3 Moreover, assuming Budow has on this record 
sufficiently charged the Debtor with the misdeeds of 
“John,” the five basic elements necessary to sustain a 
claim of fraud under New York law are: (1) a 
misrepresentation of an existing material fact; (2) 
knowingly or recklessly made by one party to another; (3) 
with the intent to deceive, or scienter; (4) which 
misrepresentation is justifiably relied upon; (5) to the 
detriment of the party relying on it. Murray v. Xerox 
Corp., 811 F.2d 118, 121 (2d Cir.1987); In re Embers 
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86th Street, Inc., 184 B.R. 892, 898 
(Bankr.S.D.N.Y.1995). Courts have repeatedly held that 
an essential element of a fraud claim is that there must be 
reasonable reliance on the misrepresentation. Water St. 
Leasehold LLC v. Deloitte and Touche LLP, 19 A.D.3d 
183, 185, 796 N.Y.S.2d 598, 599 (1st Dept.2005); 
Meyercord v. Curry, 38 A.D.3d 315, 316, 832 N.Y.S.2d 
29, 30 (1st Dept.2007); 246 Sears Rd. Realty Corp. v. 
Exxon Mobil Corp., No. 09–CV–8892012 NGC JMA, 
2012 WL 4174862, *12 (E.D.N.Y. Sept. 18, 2012). 
Budow cannot satisfy the fourth element of fraud, 
reasonable and justifiable reliance, even drawing all 
inferences in a light most favorable to it.
 
Assuming arguendo all of the facts asserted by Budow, it 
is not reasonable for a business entity to move into a 
commercial space on the oral representations of a “John,” 
without speaking to the Landlord, signing a lease, or 
viewing the master lease. Essentially, Budow is claiming 
that it was justifiable and reasonable for it to rely on an 
oral conversation and a handshake exchanged with “John” 
and Dahan. However, the master lease required the 
Landlord’s written consent to sublease the Premises, and 
there is no dispute that consent was never requested or 
given. Even if this Court were to accept Budow’s 
contention that “John,” an agent of Acrex, told Budow 
that it could move in, Budow could not have reasonably 
or justifiably relied on this representation because 
“[w]here ... a lease contains a clause requiring 
modification of its terms to be in a writing signed by the 
landlord, oral modification is generally precluded.” Aris 
Indus., Inc. v. 1411 Trizechahn Swig, LLC, 294 A.D.2d 
107, 744 N.Y.S.2d 362, 363 (1st Dept.2002); Joseph P. 
Day Realty Corp. v. Jeffrey Lawrence Associates, Inc., 

270 A.D.2d 140, 141, 704 N.Y.S.2d 587, 588 (1st 
Dept.2000) (same). In Int’l Plaza Associates, L.P. v. 
Lacher, 63 A.D.3d 527, 528, 881 N.Y.S.2d 414, 415 (1st 
Dept.2009), the Court held that reasonable reliance on an 
alleged misrepresentation for a fraud claim was precluded 
by a lease term requiring modifications to a lease to be in 
writing.
 
In addition, New York courts have also held that “[w]here 
a party has means available to him for discovering, ‘by 
the exercise of ordinary intelligence’, the true nature of a 
transaction he is about to enter into, ‘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.’ ” Vermeer Owners, Inc. v. Guterman, 
169 A.D.2d 442, 445, 564 N.Y.S.2d 335 (1st Dept.1991), 
aff’d, 78 N.Y.2d 1114, 585 N.E.2d 377 (1991). Budow 
presumably is a sophisticated entity, and its failure to 
investigate is unexplained. As in the cases cited above, 
there were explicit terms in the master lease for the 
Premises that forbade subletting without the Landlord’s 
written consent, and Budow could have easily discovered 
this requirement by reviewing the master lease. Budow’s 
failure to act reasonably or in a professional manner 
precludes its fraud claim against Acrex.
 
ORDERED, that Acrex’s motion for summary judgment 
is granted, thus expunging Budow’s proofs of claim 
numbers one and two.
 

All Citations

Not Reported in B.R. Rptr., 2014 WL 3586533
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2014 WL 12597148
Only the Westlaw citation is currently available.

United States District Court, C.D. California.

IN RE EPD INVESTMENT COMPANY, LLC, et al.

Case No.: CV 13–08768 SJO
|

Signed 08/29/2014

Attorneys and Law Firms

Robert Gardner Wilson, Landau Gottfried and Berger LLP,
Los Angeles, CA, Autumn D. Spaeth, Weiland Golden Smiley
Wang and Strok LLP, Costa Mesa, CA, for Appellant.

Corey Ryan Weber, Larry Wayne Gabriel, Michael Wolfe
Davis, Steven T. Gubner, Ezra Brutzkus Gubner LLP,
Woodland Hills, CA, for Appellee.

PROCEEDINGS (in chambers): ORDER AFFIRMING
THE BANKRUPTCY COURT'S ORDER

DENYING MOTION TO COMPEL ARBITRATION
AND STAY ADVERSARY PROCEEDING

THE HONORABLE S. JAMES OTERO, UNITED STATES
DISTRICT JUDGE

*1  This matter is before the Court on Appellant John
C. Kirkland's (“Appellant”) appeal of the United States
Bankruptcy Court for the Central District of California's (the
“Bankruptcy Court”) Order (the “Order”) Denying Motion
of Appellant to Compel Arbitration and Stay Adversary
Proceeding (the “Motion”). Appellant filed his opening
brief (“Brief”) on March 13,2014. Appellee Jason M.
Rund (“Appellee”), the Chapter 7 Trustee, filed a brief in
opposition (“Opposition”) on March 27, 2014. Appellant first
responded to Appellee's Opposition on April 10,2014, but
twice amended his reply brief. In light of Appellee raising a
new issue on appeal, the Court accepts Appellant's overlength
Second Amended Reply (“Reply”), filed April 13, 2014. For
the following reasons, the Court AFFIRMS the Bankruptcy
Court's Order.

I. FACTUAL AND PROCEDURAL BACKGROUND
Appellee makes the following allegations in the underlying
adversary proceeding against Appellant, his wife Poshow
Ann Kirkland, and their family trust: the Bright Conscience

Trust, Dated September 9,2009 (the “BC Trust”). (See
generally Appellant's App. of Exs. (“App.”) 57–84 (“SAC”),
ECF No. 13.) From 1970 to 2003, EPD Investment Company
(“EPD”) operated as an unincorporated sole proprietorship
run by Jerrold S. Pressman (“Pressman”) (collectively
with EPD, the “Debtors”). (SAC ¶ 12.) In 2003, EPD
became a California limited liability company, and the sole
proprietorship's assets and liabilities were transferred from
Pressman to EPD. (SAC ¶ 12.) EPD operated asa Ponzi
scheme, using funds from investors either to pay obligations
due to other investors or to invest in other business entities
partially owned and controlled by Pressman. (SAC ¶ 24.)
Beginning in 2009, EPD had insufficient operating cash flow
to pay its obligations. (SAC ¶ 25.)

Appellant, in his individual capacity and through the various
law firms at which he was employed, served as outside
counsel for Pressman, EPD, and other business entities
partially owned and controlled by Pressman. (SAC ¶ 28.)
In July 2009, although Appellant was aware of the Ponzi
scheme and the Debtors' insolvency, he entered into a funding
agreement wherein he invested $100,000 in EPD ostensibiy
“due to [EPD's] temporary cash flow constraints.” (SAC ¶
30.c.) In September 2009, Appellant assigned his interest in
EPD to the BC Trust. (SAC ¶ 29.)

On December 7, 2010, an involuntary bankruptcy petition
was filed against EPD by several creditors. (SAC ¶ 8.)
On February 1,2012, Pressman fiied a voluntary Chapter 7
petition. (SAC ¶ 9.) The EPD bankruptcy estate and the
Pressman bankruptcy estate were consoiidated on June 4,
2012. (SAC ¶ 10.) On May 24, 2013, Appellee fiied the
SAC seeking to avoid and recover property transferred by
the Debtors to Appellant, his wife, and the BC Trust. The
SAC seeks (1) disallowance or subordination of Appellant
and the BC Trust's proofs of claim pursuant to 11 U.S.C. §§
502 and 510(c); (2) avoidance of fraudulent transfers made
with actual intent pursuant to 11 U.S.C. § 544 and California
Civil Code (“Civil Code”) sections 3439.04(a) and 3439.07;
(3) avoidance of fraudulent transfers made with actual intent
pursuant to 11 U.S.C. § 548(a)(1)(A); (4) avoidance of
constructively fraudulent transfers pursuant to 11 U.S.C.
§ 544 and Civil Code sections 3439.04(b), 3439.05, and
3439.07; (5) avoidance of constructively fraudulent transfers
pursuant to 11 U.S.C. § 548(a)(1)(B); and (6) recovery of
avoided transfers pursuant to various provisions of Title 11
and the Civil Code. (See generally SAC.)
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*2  On September 26, 2013, Appellant filed the Motion
(see App. 162–235 (Motion)), which his wife joined on
October 17, 2013, both individually and as named trustee of
the BC Trust (see App. 236–43). In the Motion, Appellant
sought to compel arbitration of the claims asserted in the
adversary proceeding because “[t]he claims ... uniformly
arise out of [Appellant's] relationships with ... EPD and/or
Pressman, which ... are governed by written agreements ...
contain[ing] very broad arbitration provision[s].” (Motion
3.) The Bankruptcy Court denied the Motion, ruling that
all of Appellee's claims were core bankruptcy matters and
that “enforcing the arbitration provisions ... would conflict
with the purpose underlying the Bankruptcy Code” (the
“Code”). (App. 286–87.) After the Bankruptcy Court denied
the Motion, Appellant filed an answer (the “Answer”) to the
adversary proceeding SAC, wherein appellant requested a
jury trial and declined to consent to the Bankruptcy Court
entering final judgment. (App. 324–32 (Answer) ¶1, Demand
for Jury Trial.) Appellant also moved for, and was granted,
a stay in the adversary proceeding pending resolution of the
instant appeal (the “Motion to Stay”). (See generally App.
373–85.)

II. DISCUSSION
“The district courts of the United States shall have jurisdiction
to hear appeals ... from final judgments, orders, and
decrees ... of bankruptcy judges.” 28 U.S.C. § 158(a)(1).
Appellant contends that the Bankruptcy Court erred because
it did not have the discretion to decline to enforce the
arbitration agreements in the written contracts between the
Debtors and Appellant. (Br. 2.) “[A] bankruptcy court has
discretion to decline to enforce an otherwise applicable
arbitration provision only if arbitration would conflict with
the underlying purposes of the [Code].” In re Thorpe
Insulation Co., 671 F.3d 1011, 1021 (9th Cir. 2012) (citing
Shearson/Am. Express, Inc. V. McMahon, 482 U.S. 220, 227
(1987)), cert. denied, 133 S. Ct. 119 (2012). “Whether a
bankruptcy court has discretion to deny a motion to compel
arbitration is a question of law [reviewed] de novo.” Id. at
1019–20.

A. Applicability of the Arbitration Provisions
Appellee's chief argument on appeal is that the arbitration
provisions contained in agreements between Appeliant and
the Debtors are not enforceable with respect to Appellee's
claims. (Opp'n 9–15, EGF No. 16.) The Court need not reach
the question of whether Appellee's claims conflict with the
purposes of the Code unless the arbitration provisions apply

to his claims. Thorpe, 671 F.3d at 1021. Appellee contends
that, as a matter of law, arbitration provisions can only bind a
trustee to the extent that he brings his claims in the shoes of
the debtor. In other words, arbitration agreements executed by
the debtor are unenforceable against a trustee asserting claims
that the debtor could never possess, such as claims brought
on behalf of the estate's creditors. As Appellant correctly
points out, however. Appellee raises the issue of applicability
for the first time on appeal. (Reply 4–10, ECF No. 26.) The
Bankruptcy Court noted in the Order that Appellee did “not
challenge the applicability of the arbitration provisions cited
by [Appeliant].” (App. 286.) Therefore, the Court begins by
determining whether it is appropriate to consider the merits
of Appellee's belated argument.

1. Raising New Arguments on Appeal

Courts generally do not entertain arguments raised for the first
time on appeal; they are considered waived. Dream Palace
v. Cnty. of Maricopa, 384 F.3d 990, 1005 (9th Cir. 2004).
However, “[s]uch waiver is a discretionary, not jurisdictional,
determination,” In re Mercury Interactive Corp. Sec. Litig.,
618 F.3d 988, 992 (9th Cir. 2010), and there are three
exceptions to the general rule:

(1) in the exceptionai case in which
review is necessary to prevent a
miscarriage of justice or to preserve
the integrity of the judicial process ...;
(2) when a new issue arises while
appeal is pending because of a change
in the law ...; or (3) when the
issue presented is purely one of law
and either does not depend on the
factual record developed below, or
the pertinent record has been fully
developed.

Int'l Ass'n of Indep. Tanker Owners (Intertanko) v. Locke, 148
F.3d 1053, 1063 (9th Cir. 1998) (internal citations omitted),
rev'd on other grounds sub nom. United States v. Locke, 529
U.S. 89 (2000). “Even when a case falls into one of the
exceptions to the rule against considering new arguments
on appeal, [courts] must still decide whether the particular
circumstances of the case overcome [the] presumption against
hearing new arguments.” Dream Palace, 384 F.3d at 1005.
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*3  Appellee's applicability argument falls squarely within
the third exception. It is a purely legal question whether
arbitration agreements executed by a debtor apply post-
petition to specific claims brought by the trustee that the
debtor could not have brought independently. The Record
contains all the factual information potentially relevant to
this inquiry: Appellant submitted the contracts containing the
arbitration provisions as exhibits to the Motion (Motion, Exs.
A–H); and the SAC describes the legal and factual bases for
Appellee's claims in the adversary proceeding (see generally
SAC). No supplement to the Record is likely to facilitate the
Court's analysis.

Appellant contends that the Court must make a number of
factual findings about the intent of the contracting parties and
the scope of the arbitration agreements before the Court can
render judgment on the agreements' applicability to Appellee.
(Reply 8–9.) This argument is misguided. The question
at issue is whether any arbitration agreement executed by
a debtor, no matter how broadly defined, can apply to
fraudulent transfer, equitable subordination, or disallowence
claims brought by the trustee. As such, it is the legal
relationship between the debtor, the trustee, and the estate's
creditors at the center of the inquiry. These relationships
are established by substantive bankruptcy law, and not, as
Appellant contends, by the intentions of the contracting

parties. 1  Appellant's further argument that the question of
applicability is really one of arbitrability to be decided by an
arbitrator, fails for essentially the same reason. (See Reply
20.) Here, the particular claims for which arbitration is sought
are only relevant insofar as they help explain the capacity
in which the trustee is acting. It is bankruptcy—rather than
contract—law that determines whether the trustee is acting
in a capacity that would allow his adversary to subject him
to the same obligations undertaken by the debtor. The Court
need not determine the scope of the arbitration agreements or
the intent of the parties in order to answer the purely legal
question of whether Appellee's specific post-petition claims
are subject to the pre-petition arbitration agreements entered
into by the debtor.

Furthermore, consideration of the applicability argument
will not prejudice Appellant. The Court permitted Appellant
to file an overlength Reply so that he might thoroughly
address this argument. See Dream Palace, 384 F.3d at
1005. In addition, applicability is related to—and often
discussed in tandem with—the central question addressed
in the Bankruptcy Court's Order, whether enforcing these

arbitration agreements conflicts with the purposes underlying
the Code. See Thorpe, 671 F.3dat1021 (citing In re Nat'l
Gypsum Co., 118 F.3d 1056,1067–68 (5th Cir. 1997)); In
re Gandy, 299 F.3d 489, 495 (5th Cir. 2002); Hays & Co.
v. Merrill Lynch, Pierce, Fenner & Smith, Inc., 885 F.2d
1149, 1155–57 (3d Cir. 1989); In re First Alliance Mortg.
Co., No. SACV 01–00971 DOC, 2002 WL1303036, at *3
(C.D. Cal. Jan. 9,2002). Appellee also raised the issue of
applicability in opposition to Appellant's Motion to Stay.
(Appellee's Excerpts of R. (“Appellee R.”) 92–97, ECF No.
17.) Although the Bankruptcy Court did not decide the issue
of applicability in ruling on the Motion to Stay, it informed
the parties at the hearing that the issue might be appropriately
addressed on the instant appeal. (Appellee R. 97.) Appellee
also raised the applicability argument in opposition to the BC
Trust's earlier appeal of the same Bankruptcy Court Order
contested here. See In re EPD Inv. Co. & Jerrold S. Pressman,
No. CV 13–09023 SJO (C.D. Cal. Apr. 9, 2014) (order
affirming bankruptcy court's order). Appellant acknowledges
having drafted his Reply with the aid of the Court's order
affirming the Bankruptcy Court in the BC Trust's appeai.
(Reply 1.) As such, there is no prejudice.

*4  Appellant argues that the circumstances of this case
do not overcome the presumption against consideration of
a new issue, even though the Court finds that applicability
is a purely legal question and that Appellant will not be
prejudiced. (Reply 9–10.) Appellant points to Dream Palace,
where the Ninth Circuit cited an intervening change in the
law as grounds for permitting the appellant to advance
new arguments. See Dream Palace, 384 F.3d at 1005.
The Court does not understand Dream Palace to hold,
as Appellant would have it, that an intervening change
in the law is required before the Court can exercise its
discretion to hear new arguments. Rather, Dream Palace
simply requires that “the particular circumstances of the case
overcome [the] presumption against hearing new arguments,”
Id., and in this case they do. The Court will not turn
a blind eye to a potentially meritorious argument when
the outcome of this appeal is likely to impact the raft of
adversary actions continuing to emerge from the underlying
bankruptcy proceedings. (See App. 380.) The Dream Pa/
ace court entertained new arguments to ensure that its
decision comported with the law as it stood, and this Court
entertains the applicability argument to ensure that it does not
disrupt the underlying bankruptcy proceedings by compeliing
the arbitration of inextricably inteoA/oven issues based on
unenforceable arbitration agreements.
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2. Merits of the Applicability Argument

a. Avoidance and Recovery Claims

Appellee first argues that the arbitration agreements do not
apply to his avoidance and recovery claims. (Opp'n 9–10.)
The Code provides that “the trustee may avoid any transfer
of an interest of the debtor in property or any obligation
incurred by the debtor that is voidable under applicable law by
a creditor holding an unsecured claim.” 11 U.S.C. § 544(b)
(1) (emphasis added). Appellee asserts his second, fourth, and
part of his sixth claims for relief pursuant to this avoidance
power. (SAC ¶¶ 48–50, 54–56,60–61.) Although Appellee's
avoidance claims brought under § 544(b) are predicated on
state-law causes of action, the underlying California statutes
make clear that such claims are for the protection of present
and future creditors, not the debtor. See, e.g., Cal. Civ. Code
§ 3439.07(a)(1) (“[A] creditor ... may obtain ... [a]voidance
of the transfer or obligation to the extent necessary to satisfy
the creditor's ciaim.”).

Several courts have held that a trustee is only bound by a
debtor's arbitration agreements insofar as the claims he asserts
are derived or inherited from the debtor. See, e.g., Hays,
885 F.2d at 1155; In re Hagerstown Fiber Ltd. P'ship, 277
B.R. 181, 206–07 (Bankr. S.D.N.Y. 2002) (citing Allegaert v.
Perot, 548 F.2d 432, 436 (2d Cir. 1977)). In Hays, the Third
Circuit reasoned that “there is no justification for binding
creditors to an arbitration clause with respect to claims that
are not derivative from the one who was a party to it.” Hays,
885 F.2d at 1155. The Court finds this reasoning persuasive.
Where other creditors are not party to an arbitration agreement
between the debtor and a fraudulent transferee, and where the
trustee is asserting the creditors' claims, the trustee should not
be bound by the arbitration agreement any more than would
the creditors whose claims he asserts. To do otherwise would
pervert the law of contacts undergirding the federal policy
favoring arbitration. See Rent–A–Ctr., W., Inc. v. Jackson, 561
U.S. 63, 67 (2010) (“The [Federal Arbitration Act] thereby
places arbitration agreements on an equal footing with other
contracts.”): Hays, 885 F.2d at 1155 (“it is the parties to
an arbitration agreement who are bound by it and whose
intentions must be carried out.” (emphasis in original) (citing
Mitsubishi Motors Corp. v. Soler Chrysler–Plymouth, Inc.,
473 U.S. 614, 625 (1985))). Accordingly, the Court finds
that the arbitration provisions between Appellant and the
Debtors are inapplicable to Appellee's second, fourth, and
sixth claims.

Appellee goes on to argue that the arbitration provisions
are also inapplicable to the avoidance claims brought solely
under the authority of the Code—his third, fifth, and the other
part of his sixth causes of action. (Opp'n 10–13.) A trustee
may “avoid any transfer ... of an interest of the debtor in
property, or any obligation ... incurred by the debtor” if the
debtor made the transfer “with actual intent to hinder, delay,
or defraud any [creditor],” or if the debtor was in financial
distress such that the transaction constitutes a constructive
fraud. 11 U.S.C. § 548(a)(1). Like actions under § 544(b),
actions brought pursuant to § 548(a) are designed to benefit
the estate's creditors, especially the unsecured ones. See In re
N. Merch., Inc., 371 F.3d 1056, 1059 (9th Cir. 2004); In re
DeMarah, 62 F.3d 1248,1252 (9th Cir. 1995). Thus, the same
logic outlined above applies to avoidance actions brought
under § 548. Cf. In re JTS Corp., 617 F.3d 1102,1116 (9th
Cir. 2010) (discussing the “symmetry” between § 544 and §
548 in the context of good faith transferees). Appellee is not
avoiding the transfer on behalf of a specific individual, and the
unsecured creditors on whose behalf he asserts the claim were
not party to any pre-petition arbitration agreement between
the debtor and the transferee. Thus, the arbitration provisions
do not apply to Appellee's remaining avoidance claims.

b. Disallowance and Equitable Subordination Claim

*5  Finally, Appellee contends that the arbitration provisions
do not apply to his request for disallowance or subordination
of Appellant and the BC Trust's proofs of claim because
such causes of action are “unique to the bankruptcy process
and would not exist but for the bankruptcy.” (Opp'n 13–
15.) In support of this proposition. Appellee provides lengthy
block quotes from three decisions accompanied by several
sentences of conclusory argumentation. The first two cases
cited by Appellee are not binding authority, and the Court
does not find them persuasive. (See Opp'n 13–14.) One of the
two, from this District, found that an equitable subordination
claim could not be compelled into arbitration because “[s]uch
a claim is a core proceeding, as it is central to the Court's
equitable power to administer the assets of the estate.” First
Alliance, 2002 WL 1303036, at *3. However, the First
Alliance decision is not persuasive because it relies entirely
on the core/non-core distinction that the Ninth Circuit has
since heid to be “relevant” but “not alone dispositive” in
determining whether arbitration conflicts with the Code. See
Thorpe, 671 F.3d at 1021. The second non-binding case
comes from outside this Circuit, was decided over a decade
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ago, and also appears to rely entirely on the core/non-core
distinction. See In re Transp. Assocs., Inc., 263 B.R. 531, 536
(Bankr. W.D. Ky. 2001) (citing In re Barney's, Inc., 206 B.R.
336, 343 (Bankr. S.D.N.Y. 1997)).

In addition to these cases. Appellee includes a long
block quote from Thorpe without analysis. (Opp'n 14–
15.) The passage quoted occurs during the Ninth Circuit's
consideration of whether the core bankruptcy claim at issue
conflicted with the Code. See Thorpe, 671 F.3d at 1023–
24. The excerpt, therefore, does not stand for the proposition
that arbitration agreements executed by the debtor can never
be enforced against a trustee bringing core claims under the
Code. If that were true, it would render moot the Ninth
Circuit's entire analysis of whether arbitration of the core
claim at issue created a conflict with the Code. Moreover,
the Thorpe court was confronted with the disallowance of a
proof of claim but ignored the issue of applicability, instead
laying the framework for the analysis of when arbitration
conflicts with the Code. See generally Thorpe, 671 F.3d
1011. Thus, Thorpe indicates that a pre-petition arbitration
agreement can bind the trustee or debtor-in-possession to
arbitrate disallowance and equitable subordination claims
under some conditions. Appellee has failed to meet his burden
of showing that the relationship between the debtor and
trustee is too tenuous to impute the former's promise to
arbitrate to the letter's disallowance claim.

B. Presence of an Inherent Conflict
As set forth at the beginning of this discussion, “a bankruptcy
court has discretion to decline to enforce an otherwise
applicable arbitration provision only if arbitration would
conflict with the underlying purposes of the [Code].”
Thorpe, 671 F.3d at 1021. Typically, only core bankruptcy
proceedings present the possibility of a conflict. Id.; see
also Eber, 687 F.3d at 1130–31. Whether a conflict exists
is a question of law. Thorpe, 671 F.3d at 1019–20. The
Ninth Circuit has specifically identified at least two of the
Code's objectives; “centralization of disputes concerning a
debtor's legal obligations” and “protection of debtors and
creditors from piecemeal litigation.” In re Eber, 687 F.3d
1123, 1131 (9th Cir. 2012). The Bankruptcy Court found
that compelling arbitration in this case would conflict with
both of these objectives. (App. 287.) The Bankruptcy Court
also identified a third objective with which arbitration would
conflict: the need for “having bankruptcy law issues decided
by bankruptcy courts.” (App. 287 (citing In re Saigon Plaza
Ass'n, LLC, No. BK 07–40169 LT, 2007 WL 3357641, at *4
(Bankr. N.D. Cal. Nov. 5, 2007)).)

Although Appellee's disallowance and equitable
subordination claim is core on its face, 28 U.S.C. § 157(b)
(2), Appellant argues that “[o]nce the claims are examined
behind the mischaracterized labels, it is clear that this case is
really not core.” (Br. 17.) Appellant contends that Appellee is
attempting to circumvent the arbitration agreements between
Appellant and the Debtors by couching the state-law fraud
and breach-of-fiduciary-duty claims asserted in prior versions
of the complaint as a core bankruptcy cause of action in the
SAC. (Br. 17–18,24.) In support, Appellant points out that he
“has not fiied a proof of claim, does not intend to, and the
proof of claim filing deadline has passed.” (Br. 17.) Appellant
continues that without a proof of ciaim the Bankruptcy Court
does not have jurisdiction to hear the disallowance claim
against him, and therefore does not have the discretion to
decline to enforce the arbitration agreements. (Br. 17.)

*6  Appellee counters that Appellant mischaracterizes his
relationship with the BC Trust. (Opp'n 19–20.) The basis
for Appellee's disallowance claim against Appellant rests
solely on the BC Trust's proofs of claim because Appellant
has created the BC Trust as a shell entity to shieid his
interest in EPD from claims arising from the improper acts by
which Appellant obtained that interest. (SAC ¶¶ 29, 38–47.)
Appellee points to facts in the Record that might support this
legal theory. (Opp'n 19.) For example, although Appellant's
wife is nominally the BC Trust's trustee, in the bankruptcy
proceedings below Appeliant testified as the BC Trust's
designated person most qualified during an examination of
the BC Trust ordered by the Bankruptcy Court. (App. 251.)
Appellant implicitly recognizes Appeilee's theory when he
argues that “[r]educing the [e]state's distribution on account
of [the BC Trust's] proofs of claims is essentially the same as
obtaining an award for damages” on the abandoned state-law
claims brought against Appellant in his individuai capacity.

(Reply 13.) 2  Unless the SAC alleged that Appellant is using
the BC Trust as a shell for asserting his own claims, the
injuries of each entity would be distinct and Appellee could
not obtain satisfaction for Appellant's alleged bad acts by
disallowing the BC Trust's claims.

Thus, the question is whether Appellant and the BC Trust
should, based on the equities, be considered the same
legal entity for the purpose of analyzing the BC Trust's
proofs of claim. See Young v. United States, 535 U.S. 43,
50 (2002); Pepper v. Litton, 308 U.S. 295, 304 (1939)
(“[C]ourts of bankruptcy are essentially courts of equity, and
their proceedings inherently proceedings in equity.” (citation
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omitted)). If the Bankruptcy Court finds that Appellant
and the BC Trust are not distinct entities, then Appellee
could impute the BC Trust's claims to Appellant as well as
Appellant's alleged status as an EPD insider to the BC Trust.
As a result, the Bankruptcy Court could assert jurisdiction
over Appellant based on his consent, implied from his having
filed proofs of claim with the Bankruptcy Court through a
shell BC Trust. See In re PNP Holdings Corp., 184 B.R. 805,
806–07 (BAP 9th Cir. 1995) (filing proof of claim is generally
considered consent to a bankruptcy court's jurisdiction), aff'd,

99 F.3d 910 (9th Cir. 1996). 3  Appellant may dispute that
there is a sufficient factual nexus between him and the BC
Trust or that the law permits proofs of claim to be equitably
imputed to a nominally distinct entity, but such questions are
intertwined with and logically precede the Bankruptcy Court's
disposition on the BC Trust's proofs of claim. (See App. 286.)

Parallel proceedings in the Bankruptcy Court and arbitration
would produce the risk of contrary or inconsistent findings
—not only concerning Appellant's relationship with the BC
Trust, but also his relationship with the Debtors. (See App.
287.) The preclusive effect of such findings would hinder
the Bankruptcy Court's administration of the estate, or worse,
result in a de facto private bankruptcy presided over by
the arbitrator. See Eber, 687 F.3d at 1131 (“[A]llowing an
arbitrator to decide issues that are so closely intertwined with
dischargeability would ‘conflict with the underlying purposes
of the [Code].’ ”); Thorpe, 671 F.3d at 1022 (upholding
bankruptcy court's decision where arbitrable claims were
“inextricably intertwined” with bankruptcy administration);
Gandy, 299 F.3d at 500 (citing the “undisputed power of a
bankruptcy court to enforce its own orders” as an underlying
purpose of the Code); Saigon Plaza, 2007 WL 3357641, at *4

(“Enforcing pre-dispute agreements to waive the right to have
bankruptcy law issues determined by the bankruptcy court
would be contrary to the purposes for which the bankruptcy
court was created.”); cf Johnson v. England, 356 F.2d 44,
51 (9th Cir. 1966) (declining to enforce arbitration clause in
breached collective bargaining agreement because employees
had effectively become creditors of bankrupt employer and
arbitration would adversely impact creditors not party to
the agreement). This concern is especially acute where the
proofs of claim at issue amount to millions of dollars and
constitute a sizeable portion of the estate, making the delays,
extra expense, and preclusive findings arising from arbitration
more likely to adversely impact the claims of other creditors in
the underlying bankruptcy proceedings and related adversary
proceedings. See Gandy, 299 F.3d at 498 (“We note, first, that
Debtor's claims against the Gandys appear to represent very

nearly the entirety of Debtor's bankruptcy estate.”). 4  Thus,
arbitration of Appellee's disallowance claim is more likely
to result in the sort of piecemeal litigation and inconsistent
findings that the Ninth Circuit has held to be in conflict with
the purposes of the Code. See Thorpe, 671 F.3d at 1023 n.10.
The Bankruptcy Court did not abuse its discretion.

III. RULING
*7  For the foregoing reasons, the Court AFFIRMS the

Bankruptcy Court's Order.

IT IS SO ORDERED.

All Citations

Not Reported in Fed. Supp., 2014 WL 12597148

Footnotes

1 Appellant goes on to argue that he “was at times[ ] a prepetition creditor of the Debtor[s], and as such,
would have held the right to assert fraudulent transfer claims against the Debtor[s].” (Reply 9.) However,
Appellant fails to explain how this prepetition relationship has any bearing on the applicability of the arbitration
agreements to Appellee, or how it requires further development of the factual record.

2 The Court rejects the substance of this argument as it ignores the distinction between actions at law and
equity. See In re Granite Partners, LP, 210 B.R. 508, 517 & n.6 (Bankr. S.D.N.Y. 1997). Moreover, claim
preclusion shields Appellant from future actions based on Appellee's abandoned state-law claims. In re First
Alliance Mortg. Co., 298 B.R. 652, 666 n.2 (C.D. Cal. 2003), aff'd, 471 F.3d 977 (9th Cir. 2006).

3 Such a finding would then require the Bankruptcy Court to determine whether Appellant was entitled to jury
trial, as he claims. Am. Universal Ins. Co. v. Pugh, 821 F.2d 1352, 1355 (9th Cir. 1987) (“A bankruptcy court
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is an appropriate tribunal for determining whether there is a right to a trial by jury of issues for which a jury
trial is demanded.”).

4 The likely effect on the Debtors' many other creditors makes the instant action factually distinguishable from
the cases on which Appellant relies. See In re Rarities Grp., 434 B.R. 1,11 (D. Mass. 2010) (“There do not
appear to be any other creditors or third parties whose interests might be affected if the claims are resolved
by arbitration.”).

End of Document © 2022 Thomson Reuters. No claim to original U.S. Government Works.
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MEMORANDUM DECISION

TIMOTHY A. BARNES, Judge.

*1 The federal district courts have “original and exclusive 
jurisdiction” of all cases under title 11 of the United 
States Code (the “Bankruptcy Code ”). 28 U.S.C. § 
1334(a). The federal district courts also have “original but 
not exclusive jurisdiction” of all civil proceedings arising 
under title 11 of the Bankruptcy Code, or arising in or 
related to cases under title 11. 28 U.S.C. § 1334(b). 

District courts may, however, refer these cases to the 
bankruptcy judges for their districts. 28 U.S.C. § 157(a). 
In accordance with section 157(a), the District Court for 
the Northern District of Illinois has referred of all of its 
bankruptcy cases to the Bankruptcy Court for the 
Northern District of Illinois. N.D. Ill. Internal Operating 
Procedure 15(a).
 
A bankruptcy judge to whom a case has been referred 
may enter final judgment on any core proceeding arising 
under the Bankruptcy Code or arising in a case under title 
11. 28 U.S.C. § 157(b)(1). A proceeding to avoid and 
recover fraudulent conveyances arises in a case under title 
11 and is specified as a core proceeding. 28 U.S.C. § 
157(b)(2)(F) and (H).
 
Accordingly, final judgment is within the scope of the 
court’s authority.
 

PROCEDURAL HISTORY

This matter comes before the court on the motion of 
defendant, Suntrust Leasing Corporation (“Suntrust” or 
“Defendant ”), to dismiss (the “Motion To Dismiss ”) the 
amended adversary complaint (the “Complaint ”) filed by 
plaintiff, William Brandt, Jr., in his capacity as Plan 
Administrator for Equipment Acquisition Resources, Inc. 
(“EAR ”, “Debtor ”, or “Plaintiff ”). The Complaint, as 
described below, seeks the recovery of approximately 
$1.3 million in lease payments alleged to have been 
fraudulently transferred from EAR to Defendant as part of 
a fraudulent lease scheme orchestrated by one Sheldon 
Player (“Player ”). Defendant seeks dismissal under 
Federal Rule of Civil Procedure (“Rule ”) 12(b)(6) for 
failure to state a claim upon which relief may be granted 
or to plead fraud with the particularity required by Rule 
9(b).
 

BACKGROUND

Unless otherwise indicated, the following facts are taken 
from Plaintiff’s Complaint and are assumed to be true for 
purposes of the motion to dismiss, all reasonable 
inferences being drawn in Plaintiff’s favor. See, e.g., Cole 
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v. Milwaukee Area Technical College District, 634 F.3d 
901, 903 (7 th Cir.2011).
 
EAR was incorporated in 1997. It was designed to operate 
as a refurbisher of special machinery, a manufacturer of 
high-end technology parts, and a process developer for 
the manufacture of high-technology parts. The bulk of 
EAR’s stated revenue derived from refurbishing and 
selling high-tech machinery; it was set up to purchase 
high-tech equipment near the end of its useful life at 
prices that were low relative to the cost of new units, and 
then refurbish using a proprietary process the equipment 
for sale to end-users at substantial gross margins.
 
*2 Eventually, EAR’s apparent success came to an end, 
because of Player’s abuse of EAR. Player systematically 
and repeatedly caused EAR to enter into unnecessary and 
harmful agreements related to over-valued machinery. As 
part of his scheme, Player caused EAR to enter into 
financing and financing-type lease agreements with 
certain entities (the “Financial Entities ”) related to 
equipment that was allegedly owned by Machine Tools 
Direct, Inc. (“MTD ”). However, MTD was a mere 
strawman in Player’s scheme. Many, if not all, of the sale 
invoices from MTD to the Financial Entities grossly 
overstated the value of the underlying equipment. MTD 
“purchased” the equipment from EAR mere days before 
MTD sold the equipment to either EAR or the Financing 
Entity. In those instances, Player purportedly caused EAR 
to transfer title to the equipment to MTD, and MTD then 
sold that equipment to EAR (or the Financial Entity in the 
case of a lease) at an inflated purchase price. As a result 
of this scheme, Player caused EAR to lease equipment at 
a cost far in excess of its actual value.
 
EAR did not benefit from these circular transfers, as EAR 
paid far more for the equipment under the financing or 
lease agreements than it ever received via the sale to 
MTD. Moreover, Player’s defalcations further prevented 
EAR from having the funds necessary to repay the related 
financing or lease obligations, thus requiring EAR to 
enter into an increasing number of these transactions in 
order to have sufficient funds to repay its current 
obligations.
 
Plaintiff contends that “[i]n effect, Player’s misconduct 
amounted to a Ponzi-scheme where funds from later 
Financing Entities were used to repay EAR’s obligations 
under earlier financing and lease obligations.” Complaint, 
at ¶ 15.
 
In 2009, after receiving numerous notices of default from 
its creditors, EAR sought the assistance of outside counsel 
and turn-around specialists in order to assist in the 

company’s rehabilitation. After some investigation, 
EAR’s outside counsel and consultants discovered what 
they believed to be evidence of potential fraud in EAR’s 
leasing activity.
 
Upon this discovery, EAR’s officers and directors 
resigned on October 8, 2009. With the resignation of the 
former officers and directors, Player too lost any power to 
influence or control EAR’s operations. Plaintiff was then 
elected as sole member of the board of directors and as 
the Chief Restructuring Officer, vested with power to 
assume full control of EAR’s operations and all the 
powers and duties of the President, Chief Executive, and 
Treasurer of EAR. Pursuant to these powers, Plaintiff 
filed, on October 23, 2009 (the “Petition Date ”), EAR’s 
voluntary chapter 11 petition.
 
On July 15, 2010, the court confirmed EAR’s Second 
Amended Plan of Liquidation (the “Plan ”), and William 
Brandt, Jr. was appointed as the Plan Administrator (the 
“Plan Administrator ”), with the authority to pursue 
“Litigation Claims,” as defined in the Plan. Plaintiff seeks 
to bring the claims alleged in the Complaint pursuant to 
that authority.
 

PLAINTIFF’S TRANSACTIONS WITH DEFENDANT

*3 According to Plaintiff, Suntrust entered into at least 
three leases with EAR (the “Leases ”) with EAR between 
2005 and 2007. Under the terms of the Leases, EAR was 
required to make monthly payments to Suntrust with 
respect to the equipment identified in the Leases.
 
Plaintiff alleges upon information and belief that Player 
caused FAR to enter into the Leases because doing so 
furthered his fraudulent scheme. The transactions with 
Suntrust are the type of financing arrangements that 
Player used to perpetuate his scheme. As a result of the 
scheme, EAR creditors that had financing agreements and 
leases which were part of Player’s scheme have been 
unable to identify what, if any, equipment that was 
previously located at EAR’s facilities was subject to a 
valid security agreement or lease. Plaintiff contends that 
because the transfers made to Suntrust were part of 
Player’s fraudulent scheme, the transfers that PAR made 
to Suntrust in satisfaction of the obligations under the 
lease agreements were made with the actual intent to 
hinder, delay, and defraud EAR’s remaining creditors.
 
Within two years preceding the filing of the chapter 11 
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petition, and specifically from December 2007 through 
August 2009, EAR made transfers to Suntrust in 
accordance with the requirements of the Leases totaling 
$851,520.64. Plaintiff seeks the avoidance of those 
transfers under 11 U.S.C. § 548(a)(1)(A) and the recovery 
of same for the benefit of the estate under 11 U.S.C. § 
550. Within four years preceding the bankruptcy filing, 
and specifically from April 2006 through September 
2007, EAR made additional transfers to Suntrust in 
accordance with the requirements of the Leases totaling 
$412,038.66. Plaintiff seeks the avoidance of all the 
foregoing transfers, totaling $1,263,559.30, under 11 
U.S.C. § 544(b)(1) and 740 ILCS 160/5(a)(l) and the 
recovery of same for the benefit of the estate under 11 
U.S.C. § 550. Additionally, Plaintiff alleges that within 90 
days immediately preceding the filing of the bankruptcy 
case, EAR transferred to Suntrust the sum of $17,280.48 
(the “Preferential Transfers ”). As an alternative to the 
relief requested pursuant to 11 U.S.C. § 548 and 740 
ILCS 160/5, Plaintiff seeks the avoidance of the 
Preferential Transfers under 11 U.S.C. § 547 and the 
recovery of same for the benefit of the estate under 11 
U.S.C. § 550.
 

DISCUSSION

1. The In Pari Delicto Defense
Defendant contends that the Complaint should be 
dismissed based on the equitable defense of in pari 
delicto. In support of its contention, Defendant cites to 
Greek v. McGladrey & Pullen LLP, 421 B.R. 879, 885 
(N.D.Ill.2009), where the district court reviewed authority 
holding “that in pari delicto may be asserted against 
bankruptcy trustees” and that there is no “innocent 
successor exception” afforded to a trustee in this regard. 
Grede, however, involved a cause of action brought by a 
chapter 11 trustee against the debtor’s auditors for 
negligent accounting malpractice and aiding and abetting. 
Such a cause of action constitutes property of the estate 
under section 541 of the Bankruptcy Code, and the 
trustee, in asserting it, steps into the shoes of the debtor in 
every respect. He is subject to the same defenses that 
could have been asserted by the defendant had the action 
been brought by the debtor. See In re Edgewater Med. 
Ctr., 332 B.R. 166, 177 (Bankr.N.D.Ill.2005). As 
explained in In re Ostrom–Martin, Inc., 188 B.R. 245 
(Bankr.C.D.Ill.1995):

*4 Section 323(b) of the Bankruptcy Code gives the 
trustee the right to prosecute causes of action belonging 
to the estate.... Such actions fall into two categories: 
those brought by the trustee as successor to the debtor’s 
interest in the estate; and those brought under the 
trustee’s avoiding powers.... Under the first group, the 
trustee stands in the shoes of the debtor and may only 
institute whatever actions the debtor could have 
brought itself and is subject to the same defenses as 
could have been asserted by the defendant had the 
action been brought by the debtor.... It is only when the 
trustee is exercising his avoiding powers that he 
accedes to a superior status and possesses extraordinary 
rights.

Id. at 251 (citations omitted).
 
The Seventh Circuit made a similar observation in 
Peterson v. McGladrey & Pullen, LLP, 676 F.3d 594 (7th 
Cir.2012), which involved an action brought by the 
chapter 7 trustee of bankrupt mutual funds against the 
funds’ auditors, i.e. an action that could have been 
brought by the debtor outside of bankruptcy and which 
constituted property of the estate under section 541. The 
Circuit stated:

[The] Trustee ... stepped into the shoes of the Funds 
under ... § 541(a) to collect property of the 
estate—here, the estate’s chose in action against its 
auditor. The Trustee’s claims are subject to the same 
defenses that [defendant] could have asserted had the 
Funds themselves filed suit. (Which is to say, this is not 
an avoiding action to recoup any transfer from the 
Funds to [defendant], an action in which a bankruptcy 
trustee can take the part of any hypothetical lien 
claimant, see 11 U.S.C. § 544....)

Peterson, 676 F.3d at 596.
 
Here, the Plan Administrator brings an action to avoid 
preferential and fraudulent transfers. These are not section 
541 causes of action that the debtor could itself have 
asserted outside of bankruptcy. These are avoidance 
actions, and courts generally “do not recognize state law 
equitable defenses to actions to avoid preferential 
transfers under section 547 and fraudulent transfers under 
§ 548.” In re Automotive Professionals, Inc., 398 B.R. 
256, 262 (Bankr.N.D.Ill.2008).1 The court therefore finds 
that dismissal is unwarranted based on the defense of in 
pari delicto, as it is unavailable to Defendant with respect 
to the claims asserted in the Complaint.
 

2. The Ordinary Course of Business Defense
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Defendant seeks dismissal of Count III of the Complaint, 
which asserts a preference claim under section 547 of the 
Bankruptcy Code, based on the “ordinary course of 
business” defense of section 547(c)(2). That section 
provides in pertinent part that a transfer otherwise 
preferential may not be avoided to the extent that the 
transfer was “in payment of a debt incurred by the debtor 
in the ordinary course of business ... of the debtor and the 
transferee” and was either “made in the ordinary course of 
business ... of the debtor and the transferee” or was “made 
according to ordinary business terms.”
 
*5 Plaintiff contends that the ordinary course defense is 
unavailable to Defendant in this case because the defense 
“does not apply to fraudulent businesses.” Response 
Memorandum, at 14 (citing In re Computer World 
Solution, Inc., 427 B.R. 680, 693 (N.D.Ill.2010)). Here, 
the court need not address Plaintiff’s contention, 
inasmuch as the ordinary course defense is an affirmative 
defense, and not an element of Plaintiff’s claim. It is 
therefore unnecessary for Plaintiff to preemptively plead 
facts negating the defense. See, e.g., Xechem, Inc. v. 
Bristol–Myers Squibb Co., 372 F.3d 899, 901 (7th 
Cir.2004) (“plaintiffs need not anticipate and attempt to 
plead around all potential defenses”).
 
Defendant appears to contend, however, that the ordinary 
course defense is established on the face of the Complaint 
in this case. It is true that when, in its complaint, “the 
plaintiff pleads itself out of court-that is, admits all the 
ingredients of an impenetrable defense,” the plaintiffs 
claim may be dismissed under Rule 12(b)(6). Xechem, 
372 F.3d at 901. Here, however, the defense is not 
conclusively established. Defendant points to the exhibits 
to the Complaint, which list payments made during the 
parties’ course of dealing. Defendant contends that these 
payments show that the form and amount of the allegedly 
preferential payment made on August 7, 2009 “did not 
differ from past payments made on the Suntrust Leases.” 
Supporting Memorandum, at 9. Even if that is true, that 
does not establish an impenetrable defense, as there may 
be other conduct that could render the payment 
preferential. Indeed, Defendant states: “EAR has not 
alleged that Suntrust engaged in any unusual collection or 
payment activity, or took advantage of EAR’s 
deteriorating financial condition in order to receive the 
August 2009 Payment.” Supporting Memorandum, at 10. 
Again, however, Plaintiff is not required to preemptively 
plead facts negating the ordinary course defense.
 
For these reasons, dismissal of the preference claim in 
Count III is not warranted based on the ordinary course of 
business defense.
 

3. Failure To State a Plausible Claim or To Plead Fraud 
with Particularity
Defendant also seeks to dismiss the Complaint pursuant to 
Rule 12(b)(6) for failure to plead a plausible claim or to 
plead fraud with the particularity required by Rule 9(b).
 
To survive a Rule 12(b)(6) motion to dismiss, a complaint 
must contain, inter alia, “a short and plain statement of 
the claim showing that the pleader is entitled to relief.” 
Fed.R.Civ.P. 8(a)(2). As noted by the Seventh Circuit in 
E.E.O.C. v. Concentra Health Services, Inc., 496 F.3d 
773 (7th Cir.2007), the Supreme Court “has interpreted 
that language to impose two easy-to-clear hurdles. First, 
the complaint must describe the claim in sufficient detail 
to give the defendant ‘fair notice of what the ... claim is 
and the grounds upon which it rests.’ ... Second, its 
allegations must plausibly suggest that the plaintiff has a 
right to relief, raising that possibility above a’ speculative 
level’; if they do not, the plaintiff pleads itself out of 
court.” Id. at 776 (citing Bell Atlantic Corp. v. Twombly, 
550 U.S. 544, 555–56, 569 n. 14, 127 S.Ct. 1955, 167 
L.Ed.2d 929 (2007)). While the complaint need not 
contain detailed factual allegations, “a plaintiffs 
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 Atlantic, 550 U.S. at 555–56. The 
plaintiff must plead “enough facts to state a claim to relief 
that is plausible on its face.” Killingsworth v. HSBC Bank 
Nevada, N.A., 507 F.3d 614, 618 (7th Cir.2007) (citing 
Bell Atlantic.)
 
*6 Where fraud is alleged, a more rigorous pleading 
standard comes into play. Rule 9(b) provides, inter alia, 
that “[i]n alleging fraud or mistake, a party must state 
with particularity the circumstances constituting fraud or 
mistake.” Under this standard, a plaintiff must state the 
“who, what, when, and where” of the alleged fraud. 
Uni*Quality, Inc. v. Infotronx, Inc., 974 F.2d 918, 923 
(7th Cir.1992).
 
Again, the Complaint in this case alleges actual intent 
fraudulent transfers, which require proof that the transfers 
were made by Debtor “with actual intent to hinder, delay, 
or defraud” creditors. See 11 U.S.C. § 548(a)(1)(A); 740 
ILCS 160/5(a)(l). The only element at issue here is the 
actual intent of EAR at the time the transfers were made.
 
Actual intent to defraud may be proved by circumstantial 
evidence, often referred to as badges of fraud. The 
commonly recognized badges of fraud include: “(1) 
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whether the debtor was insolvent at the time of the 
transfer or became insolvent as a result of the transfer; (2) 
whether the debtor retained control of the asset; (3) 
whether the transfer was to a family member; (4) whether 
the transfer was prior to debtor incurring a substantial 
debt; (5) whether the transfer was substantially all of 
debtor’s assets; (6) whether the debtor received 
consideration for the transfer; (7) whether the transfer was 
disclosed or concealed; (8) whether the debtor made the 
transfer before or after being threatened with suit by 
creditors; and (9) whether the debtor absconded.” Grede 
v. Bank of New York Mellon, 441 B.R. 864, 881 
(N.D.Ill.2010) (citations omitted). A single badge of fraud 
is insufficient to establish intent, but the presence of 
several may create a presumption that the debtor acted 
with the requisite intent to defraud. Id.
 
Here, the Plan Administrator does not allege badges of 
fraud. Instead, he alleges that Sheldon Player’s 
misconduct amounted to a Ponzi or “Ponzi-like” scheme 
where funds from later leasing or financing entities were 
used to-repay EAR’s obligations to earlier equipment 
lessors and financiers.2 In essence, the Plan Administrator 
relies on the “Ponzi scheme presumption” to establish that 
the transfers to the Defendant were made with actual 
intent to defraud EAR’s other creditors.
 
Proof of a Ponzi scheme has been held sufficient to 
establish actual intent to hinder, delay, or defraud 
creditors so as to permit avoidance of a transfer as 
fraudulent. Id. (citing Plotkin v. Pomona Valley Imps., 
Inc. (In re Cohen,) 199 B.R. 709, 717 (9th 
Cir.BAP1996)). The classic Ponzi scheme involves an 
enterprise which makes payments to investors from 
money received from more recent investors, rather than 
from profits of a legitimate business enterprise. Lake 
Slates Commodities, 253 B.R. at 869 n. 2. Proof of a 
Ponzi scheme ordinarily involves evidence that: deposits 
were made by investors; the Ponzi scheme operator 
conducted little or no legitimate business operations as 
represented to investors; the purported business operation 
produces little or no profits or earnings, the source of the 
funds being new investments by subsequent investors; 
and the source of payments to investors is cash infused by 
new investors. See In re Lake States Commodities, Inc., 
272 B.R. 233, 242 (Bankr.N.D.Ill.2002). The facts in this 
case do not fit the classic Ponzi scheme model; the 
Defendant is not an investor and the Complaint itself 
alleges that EAR was in the legitimate business of 
“refurbishing and selling high-tech machinery.” 
Nonetheless, the Plan Administrator contends that EAR’s 
leasing and financing transactions were a “Ponzi-like” 
scheme and, as such, establish EAR’s actual fraudulent 
intent.

 
*7 Courts have, in fact, recognized that “even if Debtor’s 
business operations do not exactly match the description 
of a Ponzi Scheme,” a trustee may “still continue to 
characterize the business model as a Ponzi Scheme,” 
thereby meeting the intent prong of a fraudulent transfer 
claim. In re Norvergence, Inc., 405 B.R. 709, 730 
(Bankr.D.N.J.2009). Here, however, the Plan 
Administrator has failed to allege sufficient facts to 
establish even a “Ponzi-like” or similar fraudulent scheme 
with the required particularity. The Complaint makes 
general and conclusory statements as to the alleged 
fraudulent scheme, but fails to give any details as to the 
scheme itself.
 
There are very few details concerning the “circular 
transfers” that are alleged to have prevented EAR from 
having the funds necessary to repay current obligations, 
thereby requiring EAR to enter into new transactions to 
repay its current obligations. There are no specific facts or 
details to support the allegation that payments to earlier 
lenders were made from later lenders and not from EAR’s 
other revenues or profits. There is not even an indication 
when the fraudulent leasing activity began, and only the 
barest outlines of a scheme are sketched.
 
Moreover, the key allegation of fraud with respect to the 
transfers at issue here is made on information and belief:

“Upon information and belief, Player caused EAR to 
agree to enter into the Leases because doing so 
furthered his fraudulent scheme. The transactions with 
Suntrust are of the type of financing arrangements that 
Player used to perpetuate his wrongful scheme. As a 
result of the misconduct, EAR creditors that had 
financing and leases which were part of Player’s 
scheme have been unable to identify what, if any, 
equipment that was previously located at EAR’s 
facilities was subject to a valid security agreement or 
lease.”

Complaint, at ¶ 20.
 
While fraud cannot generally be pleaded based on 
information and belief, such allegations are permitted 
when the specific facts are not available to the plaintiff 
and the plaintiff provides the grounds for his suspicions. 
See, e.g., Pirelli Armstron Tire Corp. Refine Med. 
Benefits Trust v. Walgreen Co., 631 F.3d 436 443 (7th 
Cir.2011). Here, Plaintiff alleges that: EAR entered into 
unnecessary and harmful financing and lease agreements 
related to over-valued machinery, that it used a straw man 
to purchase or lease its own equipment and pocket a 
portion of the proceeds, and that because the resulting 
obligations exceeded the money EAR received from the 
transactions, EAR necessarily entered into an increasing 
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number of these transactions in order to have sufficient 
funds to repay its current obligations. The allegation then 
relied on by Plaintiff to connect the subject transfers to 
this broadly sketched scheme is that the transactions with 
Defendant “are of the type of financing arrangements” 
that were used to perpetuate the scheme. Complaint, at ¶ 
20.
 
*8 These allegations are not only insufficient to come 
within the exception for pleading on “information and 
belief,” they are insufficient in any event to connect the 
transfers at issue to the alleged scheme.3 In order “[t]o 
prevail, the Trustee must plead the requisite intent with 
respect to each transfer sought to be avoided and must 
connect the allegations against the Defendants to the 
Debtors’ scheme to defraud creditors.” In re Lancelot 
Investors Fund, LP, 451 B.R. 833, 839 
(Bankr.N.D.Ill.2011). Plaintiff does list the dates and 
amounts of the transfers at issue. However, other than the 
bald allegation that the transactions with Defendant were 
“of the type” of financing arrangements that Player used 
to perpetuate the alleged scheme, Plaintiff fails to 
describe how the payments were used to further that 
scheme and harm EAR’s other creditors, the so-called 
“later lenders.”
 
Again, to survive a motion to dismiss, a complaint must 
be facially plausible. 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, 129 S.Ct. 1937, 173 L.Ed.2d 868 (2009). Here, 

the court cannot draw the reasonable inference that the 
payments to the Defendant were instrumental in an actual 
fraud by EAR.
 

CONCLUSION

For all of the foregoing reasons, the Complaint will be 
dismissed in one month, on November 1, 2012, unless the 
Plan Administrator has amended the Complaint to provide 
the necessary specificity regarding the alleged fraudulent 
scheme and the transfers allegedly made in furtherance 
thereof.
 
A separate order will be issued, concurrent with this 
Memorandum Decision, (1) granting in part and denying 
in part Defendant’s Motion T’o Dismiss, (2) providing 
Plaintiff leave to amend the Complaint no later than 
October 31, 2012, and (3) providing that the Complaint 
will be dismissed in its entirety on November 1, 2012 by 
separate order of the court if no amendment is properly 
and timely filed.
 

All Citations

Slip Copy, 2012 WL 4754949

Footnotes

1 As further explained by the Seventh Circuit in Peterson, “the law of fraudulent conveyances—both in Illinois and under the 
Bankruptcy Code, see 11 U.S.C. §§ 547–50—is one of those bodies that does supersede private-law definitions of legal 
entitlements. The recipient of a fraudulent or preferential transfer usually has a right to the money as a matter of contract, but when 
the transfer injures other creditors it can be recouped for their benefit.” Peterson, 676 F.3d at 599.

2 The original Ponzi scheme was the subject of a Supreme Court decision arising out of the bankruptcy of Charles Ponzi. See 
Cunningham v. Brown, 265 U.S. 1, 44 S.Ct. 424, 68 L.Ed. 873 (1924).

3 The court notes that while under Rule 9(b), states of mind may be alleged generally, the Supreme Court noted in Ashcroft v. Iqbal, 
556 U.S. 662, 129 S.Ct. 1937, 173 L.Ed.2d 868 (2009), that “generally” as used in Rule 9(b) “is a relative term. In the context of 
Rule 9, it is to be compared to the particularity requirement applicable to fraud or mistake. Rule 9 merely excuses a party from 
pleading discriminatory intent under an elevated pleading standard. It does not give him license to evade the less rigid—though 
still operative—strictures of Rule 8.” Id. at 686–87.
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MEMORANDUM OF DECISION

PAUL MANNES, United States Bankruptcy Judge.

*1 This well-traveled1 adversary proceeding filed June 24, 
2005, returns to the bankruptcy court for a brief stop in 
this court’s third attempt at resolution on cross-motions 
for summary judgment. The matter now before the court 
is better described as a trial on stipulated facts. By virtue 
of the parties’ comprehensive Stipulation of Facts, the 
court finds that there are no genuine issues of material 
fact that need to be resolved, and that the only questions 
remaining after remand are ones of law.
 

BACKGROUND
On August 17, 2006, this court dismissed the Complaint 
following a trial. On appeal, the court’s decision was 
affirmed as to the dismissal of Counts I, III, IV, V, VI, 
VII and VIII and reversed at to Counts II and IX. An 
appeal to the Court of Appeals from that decision was 
dismissed February 8, 2008, by an unopposed motion. 
Following remand pursuant to the District Court’s 
decision, this court then granted summary judgment in 
favor of the Trustee on the remaining counts, entering 
judgment on December 19, 2007, in the sum of $28 
million. That judgment was affirmed by the District Court 
on December 13, 2008. On further appeal, the District 
Court decision was reversed and remanded by the Court 
of Appeals. In its decision, the Court of Appeals opined:

We agree with the Government that the district court 
erred in finding that it was “undisputed that the transfer 
of funds from the Debtor to the IRS ... was a transfer of 
an interest of the Debtor in property” under 11 U.S.C. § 
547(b), a threshold requirement for finding a 
preference. We also conclude that the bankruptcy court 
abused its discretion in declining to consider the 
Government’s “ordinary course of business” 
affirmative defense allowed under 11 U.S.C. § 547(c), 
notwithstanding the Government’s failure to plead the 
defense in its answer to the complaint. Accordingly, we 
vacate the judgment and remand the case for further 
proceedings before the bankruptcy court as to the 
Trustee’s preference claim.

The Court of Appeals affirmed the dismissal of the seven 
other Counts of the Complaint. Thus, only Count II 
(Avoidance of Preferential Transfers (11 U.S.C. § 547)) 
and Count IX (Turnover of Avoided Preferential 
Payments or Fraudulent Conveyance (11 U.S.C. § 550)) 
remain.
 
The substance of this case is described by the Court of 
Appeals as follows:

FirstPay operated a payroll services business. As a 
payroll services company, FirstPay prepared and 
processed its clients’ employee payroll checks and in 
addition, for a significant percentage of its clients, it 
also calculated, reported, and paid to the IRS on its 
clients’ behalf the associated payroll taxes and 
withholdings. As to this latter group of clients, FirstPay 
would generally enter into a so-called Tax Reporting 
Services Agreement (“TRSA”), which set forth 
FirstPay’s basic duties and some minor operational 
detail. The TRSA provided in part as follows:
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[1] Client’s checking account shall be debited for the 
aggregate total of all taxes and unemployment 
insurance due, and credited to FIRSTPAY, Inc. a 
minimum of three days prior to payroll date. This is 
in addition to any funds withdrawn for payment of 
employees. Client agrees to have such funds 
available at that time.

*2 [2] These tax funds will be held by FIRSTPAY, Inc. 
until such taxes are due, and will be submitted by 
FIRSTPAY, Inc. in accordance with local, state and 
federal regulations.

[3][sic] Client authorizes FIRSTPAY, Inc. to hold 
Limited Power of Attorney to sign and send timely all 
obligations and signed forms to appropriate 
governments and banks, and [sic, as] required or as 
requested by FIRSTPAY, Inc.

FirstPay’s clients would sign their tax returns and 
deliver them to FirstPay for filing with the IRS. Client 
funds representing the gross amount of employee pay, 
plus the client/employer’s shares of withholding and 
other taxes, were initially credited electronically to a 
FirstPay bank account, which the parties refer to as the 
“tax account” or the “tax pay account.” With such 
funds in hand, FirstPay was supposed to remit periodic 
pay checks to the clients’ employees in the net amount 
of their pay after appropriate withholding and then, by 
regular wire transfer (perhaps among other methods) 
pay the taxes due and owing out of the tax account to 
the appropriate federal, state and local taxing 
authorities. The Trustee estimated that FirstPay 
transferred by wire more than $300 million from the 
tax account to the IRS within the three years preceding 
FirstPay’s bankruptcy, of which $28 million was 
transferred in the 90 days preceding the filing of the 
bankruptcy petition.

Sadly for many of FirstPay’s clients, not all of the 
client funds credited to the FirstPay tax account were 
used for the purposes the clients intended. FirstPay 
transferred some of the funds to its operating account 
(using such funds to pay its own business expenses) 
and it transferred some of the funds into a so-called 
exchange and reimbursement account, from which 
FirstPay’s principals made lavish personal expenditures 
in connection with a massive, years-long, fraud 
scheme. In consequence of this misappropriation of 
client funds, FirstPay failed to pay over to the IRS a 
substantial portion (apparently more than $5 million) of 
its clients’ taxes that were due and owing. Seemingly, it 
is undisputed that during the execution of the scheme, 
FirstPay would use funds it received from one or more 
clients to pay the tax obligations of one or more other 

clients (thus the Trustee’s label: “Ponzi Scheme”). In 
other words, it would use later-acquired client-provided 
funds to pay earlier-accrued tax obligations of other 
clients.

The fraud scheme continued undetected for several 
years at least in part because, although the IRS sent 
notices of nonpayment to FirstPay’s clients, the clients 
did not receive the notices. The clients did not receive 
the notices because FirstPay (clearly as part of the 
fraud scheme) had changed the addresses on the tax 
returns submitted by FirstPay on behalf of its clients 
from its clients’ addresses to its own address. Thus, the 
IRS mailed the notices of non-payment to FirstPay 
(using the altered addresses on the tax returns) rather 
than to the client/taxpayers.

*3 The fraud scheme unraveled in March 2003 when a 
FirstPay principal (the architect of the fraud scheme) 
opened parallel investigations. In due course, 
investigators executed search and seizure warrants at 
FirstPay’s premises, seizing voluminous records and 
shutting down its operations. Meanwhile, the IRS 
undertook to pursue the collection of unpaid taxes from 
some of FirstPay’s clients, many of which were small 
businesses, professional corporations, and non-profits. 
It is undisputed that many FirstPay clients that were 
contacted by the IRS for payment had remitted funds to 
FirstPay for the purpose of satisfying their tax 
obligations.

In re FirstPay, Inc., pp. *1–*3, 2010 WL 3199858 (CA4 
2010).
 

DISCUSSION
The material facts underlying this decision are set out in 
the parties’ Stipulation of Facts (D.E.# 184), to which is 
attached as stipulated exhibits a copy of a typical Payroll 
Processing Agreement and Tax Reporting Services 
Agreement (“TRSA”) used by the Debtor. Inasmuch as 
the pertinent amendments to the Bankruptcy Code 
enacted by the Bankruptcy Abuse Prevention and 
Consumer Protection Act of 2005 had a general effective 
date of October 17, 2005, the Code provisions in effect on 
the date of the filing of the involuntary petition initiating 
this case on May 16, 2003, govern its resolution. The 
provisions of law pertinent to this dispute are:

11 U.S.C. § 541. Property of the estate

(a) The commencement of a case under section 301, 
302, or 303 of this title creates an estate. Such estate is 
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comprised of all the following property, wherever 
located and by whomever held:

(1) Except as provided in subsections (b) and (c)(2) 
of this section, all legal or equitable interests of the 
debtor in property as of the commencement of the 
case.

 

(d) Property in which the debtor holds, as of the 
commencement of the case, only legal title and not an 
equitable interest, such as a mortgage secured by real 
property, or an interest in such a mortgage, sold by the 
debtor but as to which the debtor retains legal title to 
service or supervise the servicing of such mortgage or 
interest, becomes property of the estate under 
subsection (a)(1) or (2) of this section only to the extent 
of the debtor’s legal title to such property, but not to the 
extent of any equitable interest in such property that the 
debtor does not hold.

11 U.S.C. § 547. Preferences

(b) Except as provided in subsections (c) and (i) of 
this section, the trustee may avoid any transfer of an 
interest of the debtor in property—

(1) to or for the benefit of a creditor;

(2) for or on account of an antecedent debt owed by 
the debtor before such transfer was made;

(3) made while the debtor was insolvent;

(4) made—

(A) on or within 90 days before the date of the filing 
of the petition; or

(B) between ninety days and one year before the date 
of the filing of the petition, if such creditor at the 
time of such transfer was an insider; and

*4 (5) that enables such creditor to receive more than 
such creditor would receive if—

(A) the case were a case under chapter 7 of this title;

(B) the transfer had not been made; and

(C) such creditor received payment of such debt to 
the extent provided by the provisions of this title.

 

(c) The trustee may not avoid under this section a 
transfer—

 

(2) to the extent that such transfer was in payment of 
a debt incurred by the debtor in the ordinary course 
of business or financial affairs of the debtor and the 
transferee, and such transfer was—

(A) in payment of a debt incurred by the debtor in 
the ordinary course of business or financial affairs of 
the debtor and the transferee;

(B) made in the ordinary course of business or 
financial affairs of the debtor and the transferee; and
(C) made according to ordinary business terms....2

 
In a nutshell, the Court of Appeals’ decision requires this 
court now to determine whether the money that the 
Debtor paid over to the IRS was property in which the 
Debtor had the requisite interest under § 547(b), and 
whether the payments fall within the § 547(c)(2) 
exception as having been made in the ordinary course of 
business.
 

Interest of the Debtor
In Begier v. Internal Revenue Service, 496 U.S. 53 
(1990), the Court held that a debtor’s payments to the IRS 
of trust-fund taxes withheld and collected from its 
employees’ wages, even when such payments were made 
from the debtor’s general account, were not transfers of 
property of the debtor, but instead were transfers of 
property held in trust for the Government pursuant to 26 
U.S.C. § 7501, and therefore not subject to recovery as a 
preference. The Court reasoned as follows:

Equality of distribution among creditors is a central 
policy of the Bankruptcy Code. According to that 
policy, creditors of equal priority should receive pro 
rata shares of the debtor’s property. See, e.g., 11 U.S.C. 
§ 726(b) (1982 ed.); H.R.Rep. No. 95–585, supra, at 
177–178. Section 547(b) furthers this policy by 
permitting a trustee in bankruptcy to avoid certain 
preferential payments made before the debtor files for 
bankruptcy. This mechanism prevents the debtor from 
favoring one creditor over others by transferring 
property shortly before filing for bankruptcy. Of 
course, if the debtor transfers property that would not 
have been available for distribution to his creditors in a 
bankruptcy proceeding, the policy behind the 
avoidance power is not implicated. The reach of § 
547(b)’s avoidance power is therefore limited to 
transfers of “property of the debtor.”
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The Bankruptcy Code does not define “property of the 
debtor.” Because the purpose of the avoidance 
provision is to preserve the property includable within 
the bankruptcy estate—the property available for 
distribution to creditors—“property of the debtor” 
subject to the preferential transfer provision is best 
understood as that property that would have been part 
of the estate had it not been transferred before the 
commencement of bankruptcy proceedings. For 
guidance, then, we must turn to § 541, which delineates 
the scope of “property of the estate” and serves as the 
post-petition analog to § 547(b)’s “property of the 
debtor.”

*5 Section 541(a)(1) provides that the “property of the 
estate” includes “all legal or equitable interests of the 
debtor in property as of the commencement of the 
case.” Section 541(d) provides: “Property in which the 
debtor holds, as of the commencement of the case, only 
legal title and not an equitable interest ... becomes 
property of the estate under subsection (a) of this 
section only to the extent of the debtor’s legal title to 
such property, but not to the extent of any equitable 
interest in such property that the debtor does not hold.”

Because the debtor does not own an equitable interest 
in property he holds in trust for another, that interest is 
not “property of the estate.” Nor is such an equitable 
interest “property of the debtor” for purposes of § 
547(b).

496 U.S. at 58–59 (emphasis added). The Court went on 
to eliminate any need for the Government to show that the 
particular funds paid to it were held in trust, despite the 
fact that payments came from the Debtor’s general 
account rather than a segregated tax account:

As the House Report expressly states, the limitation 
that the funds must “have been properly held for 
payment” is satisfied “if the debtor is able to make the 
payments.” The debtor’s act of voluntarily paying its 
trust-fund tax obligation therefore is alone sufficient to 
establish the required nexus between the “amount” held 
in trust and the funds paid.

 

We adopt this literal reading. In the absence of any 
suggestion in the Bankruptcy Code about what tracing 
rules to apply, we are relegated to the legislative 
history. The courts are directed to apply “reasonable 
assumptions” to govern the tracing of funds, and the 
House Report identifies one such assumption to be that 
any voluntary prepetition payment of trust-fund taxes 
out of the debtor’s assets is not a transfer of the 
debtor’s property. Nothing in the Bankruptcy Code or 
its legislative history casts doubt on the reasonableness 

of that assumption. Other rules might be reasonable, 
too, but the only evidence we have suggests that 
Congress preferred this one. We see no reason to 
disregard that evidence.

496 U.S. at 66–67.
 
In the present case, in contrast to Begier, FirstPay was not 
holding the subject funds in a statutory trust for the IRS 
pursuant to 26 U.S.C. § 7501, as the funds were not 
collected or withheld by FirstPay to meet its own 
trust-fund tax obligations. That does not end the inquiry, 
however, as the Court in Begier construed § 541(d) as 
excluding from the estate “property [the debtor] holds in 
trust for another” without limiting such entrustments to 
those created by statute. While there is no evidence of an 
express or contractual trust between the parties, the IRS 
argues that Debtor held the subject funds in a resulting 
trust.
 
Determination of the nature of a debtor’s interest in 
property for purposes of applying § 541(a)(1) is governed 
by state law. Butner v. United States, 440 U.S. 48, 55 
(1979); Mid–Atlantic Supply, Inc. v. Three Rivers 
Aluminum Co., 790 F.2d 1121, 1126 (CA4 1986); In re 
Dameron, 155 F.3d 718, 722 (CA4 1998). While federal 
law creates the bankruptcy estate, absent a countervailing 
interest, state law determines whether a given property 
falls within the purview of property of the estate. 
American Bankers Ins. Co. of Florida v. Maness, 101 
F.3d 358, 363 (CA4 1996). The Tax Reporting Services 
Agreement (the “TRSA”) entered into between Debtor 
and its clients provided that it would be construed 
according to Maryland law. Maryland law holds that a 
resulting trust arises from the presumed intention of the 
parties. See Sines v. Shipes, 63 A.2d 748, 755 (Md.1949); 
Siemiesz v. Amend, 206 A.2d 723, 725 (Md.1965) (“A 
resulting trust arises upon the presumed intention of the 
parties where the terms of the disposition or 
accompanying facts establish that beneficial interest is not 
to go with legal title.”) “A resulting trust arises only when 
the legal title is in one person and the beneficial interest is 
wholly or partially in another.” Sands v. Church of 
Ascension & Prince of Peace, 30 A.2d 771, 775 
(Md.1943). The doctrine of resulting trusts has been 
described as follows:

*6 A resulting trust differs from an express trust in the 
manner of its creation. It arises when a person makes a 
disposition of property under circumstances which raise 
an inference that such person does not intend that the 
party taking or holding the property should also have 
the beneficial interest therein, and where the inference 
is not rebutted and the beneficial interest is not 
otherwise disposed of.

Restatement (Third) Trusts, § 404 (2003). Long ago, the 
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Maryland Court of Appeals laid down the test for 
determining whether parties, absent an express trust, 
intended to create a trust in a transaction:

“Whether or not a trust has been created in any given 
case is, in the last analysis, a question of intention. No 
particular words are necessary to create a trust, and 
trust relations will be implied when it appears that such 
was the intention. The subject of the deposit being 
personalty, the trust may be created and proved by 
parol.” Stone, Administrator, v. National City Bank of 
Baltimore, 94 A. 657, 659 (1915). [Citations omitted.]

As the existence of a trust depends upon the intention 
of the parties, we must consider the evidence in the 
case in order to ascertain their intention and to 
determine whether the alleged trust existed.

Kozlowska v. Napierkowski, 170 A. 193, 195 (Md.1934).
 
In their Stipulation of Facts, the parties state in part:

5. Like agreements from other companies that provide 
similar services, Firstpay’s Payroll Processing 
Agreement and Tax Reporting Services Agreement 
generally provide that, for a fee, Firstpay would 
electronically withdraw funds from its Clients’ 
accounts, file required forms with federal and state 
taxing authorities, and, except for other withholdings 
and the fees that it was contractually authorized to 
retain, remit all money that it had collected for its 
Clients’ tax obligations to the tax authorities on behalf 
of its Client.

 

7. On behalf of its Clients, Firstpay transferred some of 
the money that it received from the Clients to the 
United States to pay certain tax liabilities, identified in 
¶¶ 8 and 9, that the Clients owed to the United States 
(“Tax Payments”).

 

18. Based upon the information provided by the Client, 
the Debtor would calculate the amount of income tax, 
employee’s share of FICA taxes, and employer’s share 
of FICA taxes that were due for each employee. Debtor 
would also calculate the Client’s liability for FUTA 
taxes.

19. Firstpay would then total the amount of the taxes, 
net wages, and contractually agreed fees that should be 
transferred to Firstpay pursuant to the Payroll 
Processing Agreement and Tax Reporting Services 
Agreement (the “Authorized Amount”).

 

23. The electronically transmitted Authorized Amounts 
were deposited into the account the Debtor referred to 
as the “tax account” (the “Tax Account”).

 

26. Once the Authorized Amounts were in the Tax 
Account, the Debtor transferred the funds out of the 
Tax Account.

*7 27. Firstpay electronically transmitted some of the 
money that it received as Authorized Amounts to the 
United States to cover a portion of the Clients’ Tax 
Payments.

28. Although the Debtor had calculated the amounts of 
tax that were due from each Client, and although the 
Debtor withdrew sufficient funds from its Clients’ 
accounts to cover the Debtor’s fees and to pay the 
respective Clients’ tax obligations in full, the Debtor 
did not transfer all of the funds to the United States that 
it was contractually obligated to transfer under the 
Payroll Processing Agreement and the Tax Reporting 
Services Agreement.

 

34. In addition to the Tax Account, Firstpay maintained 
an “operating account” (the “Operating Account”) to 
pay its own employee payroll, rent, and similar 
legitimate business expenses.

35. In addition to the Tax Payments, Firstpay 
transferred some of the money in the Tax Account from 
the Tax Account to the Operating Account.

36. The balance of the money in the Tax Account was 
transferred to a third account called the “reimbursement 
account” or the “exchange and reimbursement account” 
(the “Reimbursement Account”).

 
In addition, the TRSA—under the heading, “FIRSTPAY, 
INC. PAYROLL RESPONSIBILITIES”—provides that, 
“... FIRSTPAY, INC. will serve as a limited agent for 
Client only for the purposes of any required agency for 
deposits and filing with the Internal Revenue Service, 
and/or any state reporting agency.” (Emphasis added.)
 
Based on the foregoing stipulations and agreements, the 
court finds that Debtor was, as described in In re Lan 
Tamers, Inc., 329 F.3d 204, 210, 215 (CA1 2003), only a 
delivery vehicle for the payments it made to the IRS, 
lacking any equitable interest in the funds entrusted to it 
with which the payments were made. The court concludes 
that the basis for imposing a resulting trust in this case on 
the funds received by the Debtor from its clients is 
beyond dispute under Maryland law as applied to the 
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stipulated facts. Debtor was an agent with sharply defined 
responsibilities, and was intended to have utterly no 
discretion as to the application of the funds. Its express 
task on behalf of its clients was to calculate the sums due 
the governmental agencies and transmit the funds thereto. 
While nothing in the applicable documents expressly 
mentions that the Debtor was to hold the withdrawn client 
funds in trust, under the attendant circumstances the 
intention to create a trust as to the funds is irrefutable. As 
such, said funds were not “property of the debtor” for 
purposes of § 547(b). Begier, 496 U.S. at 59.
 
To the extent that some of the payments came from client 
funds that Debtor had transferred into and commingled in 
its non-tax accounts, there is no necessity that said funds 
be traceable in order to be deemed as held in trust. Begier 
at 67 (“The courts are directed to apply ‘reasonable 
assumptions’ to govern the tracing of funds, and the 
House Report identifies one such assumption to be that 
any voluntary prepetition payment of trust-fund taxes out 
of the debtor’s assets is not a transfer of the debtor’s 
property.”) The court sees no reason to limit Begier’s 
holding on this issue to funds held pursuant to a statutory 
trust as opposed to the resulting trust found herein. 
Moreover, it is generally recognized that a thief-agent 
does not take title to funds he steals. In re Newpower, 233 
F.3d 922, 933 (CA6 2000).
 
*8 The imposition of a resulting trust in this case gives 
effect to the manifest intention of the parties. Funds in the 
Debtor’s possession that it was intended to hold in trust 
are not property in which the Debtor had an equitable 
interest, and the transfer of these funds cannot be a 
preference.
 

Ordinary Course Exception
While the court concludes that the subject payments are 
not avoidable as preferences, the court will address the 
ordinary course exception of § 547(c)(2) as directed by 
the Court of Appeals. In this analysis, the legislative 
history behind BAPCPA § 409 that amended 11 U.S.C. § 
547(c)(2), is instructive:

[S]ection 547(c)(2) of the Bankruptcy Code [is 
amended] to provide that a trustee may not avoid a 
transfer to the extent such transfer was in payment of a 
debt incurred by the debtor in the ordinary course of the 
business or financial affairs of the debtor and the 
transferee and such transfer was made either: (1) in the 
ordinary course of the debtor’s and the transferee’s 
business or financial affairs; or (2) in accordance with 

ordinary business terms. Present law requires the 
recipient of a preferential transfer to establish both of 
these grounds in order to sustain a defense to a 
preferential transfer proceeding.

Vol. E–2, Collier on Bankruptcy App. Pt. 10(b) at App. 
Pt. 10–355 (Alan N. Resnick and Henry J. Sommer, eds., 
16th ed.2012). “The legislative history emphasizes that 
‘or’ is to be read in the disjunctive but otherwise imparts 
no insight as to how the reconstructed statute should be 
interpreted.” Ibid. Under 11 U .S.C. § 5 47(g), the IRS has 
the burden of proof as to this defense and must satisfy 
each of § 547(c)’s three subsections. See Advo–System, 
Inc. v. Maxway, Inc., 37 F.3d 1044, 1047 (CA4 1994). In 
its analysis, the court is guided by the rule adopted by the 
Fourth Circuit in Advo–System, Inc.:

In summary, we hold that subsection C requires an 
objective analysis and we adopt the Seventh Circuit’s 
Tolona Pizza rule modified and embellished by the 
Third Circuit in Molded Accoustical:

[W]e read subsection C as establishing the 
requirement that a creditor prove that the debtor 
made its pre-petition preferential transfers in 
harmony with the range of terms prevailing as some 
relevant industry’s norms. That is, subsection C 
allows the creditor considerable latitude in defining 
what the relevant industry is, and even departures 
from that relevant industry’s norms which are not so 
flagrant as to be “unusual” remain within subsection 
C’s protection. In addition, when the parties have 
had an enduring, steady relationship, one whose 
terms have not significantly changed during the 
pre-petition insolvency period, the creditor will be 
able to depart substantially from the range of terms 
established under the objective industry standard 
inquiry and still find a haven in subsection C.

Molded Accoustical, 18 F.3d at 226. But subsection C 
never tolerates a gross departure from the industry 
norm, not even when the parties have had an 
established and steady relationship.

*9 Advo–System, Inc., 37 F.3d at 1050.
 
Use of the ordinary course exception in this case is like 
trying to fit the proverbial square peg into a round hole. 
As described in the legislative history to the Bankruptcy 
Reform Act of 1978, “[t]he purpose of this exception is to 
leave undisturbed normal financial relations, because it 
does not detract from the general policy of the preference 
section to discourage unusual action by either the debtor 
or his creditors during the debtor’s slide into bankruptcy.” 
HR Rep. No. 595, 95th Cong. 1st Sess. 373 (1977). This 
case is similar to those of transfers by debtors engaged in 
Ponzi schemes that do not, as a matter of law, involve 
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ordinary business terms. Cf. Henderson v. Buchanan, 985 
F.2d 1021, 1025 (CA9 1993). “A debt cannot be incurred 
in the ordinary course of business, where the debtor 
engaged in fraudulent conduct.” In re Computer World 
Solution, Inc., 427 B.R. 680, 690 (B.C. ND Ill.2010). In 
Computer World Solution, that court went on to say:

This court notes that the [§ 547(c)(2) ] exception to 
preference liability applies to payments made by a 
legitimate business, not payments made by a fraudulent 
business. The measure of business conduct for purposes 
of this defense should be limited to the legitimate 
practices of legitimate businesses. This court declines 
to apply the Defendants’ reasoning; ordinary businesses 
do not pay fictitious profits or systematically defraud 
their customers or their lenders.

427 B.R. at 693. But see In re Independent Clearing 
House Company, 77 B.R. 843, 874–875 (D.Utah 1987) 
(ordinary course exception not necessarily precluded as to 
payments received by investors in the course of debtor’s 
Ponzi scheme); accord, In re Financial Partners, Ltd., 
116 B.R. 629, 636–638 (BC N.D. Ill.1989).
 
Payments made by this debtor to the IRS on an 
inconsistent basis as to whose funds were being paid over 
and the amounts that should have been paid over cannot 
be viewed as having been made according to industry 
standards. The fact that it became the ordinary course of 
the Debtor’s affairs to misappropriate its clients’ funds 
would not bring activities associated with that action into 
the safe harbor of 11 U.S.C. § 547(c)(2) for the IRS. 
Accordingly, if the court were to find that the subject 
payments were preferences, the payments would not be 
protected from avoidance under the ordinary course 
exception.
 

CONCLUSION

The Trustee inherited a miserable situation in this case 
where Debtor’s clients, who had done nothing wrong, 
faced what amounted to double-payment of trust fund and 
other taxes because of Debtor’s defalcation. All they 
could do under the circumstances was to file claims 
against what may turn out to be an administratively 
insolvent estate. In an effort to accomplish substantial 
justice, the Trustee filed this nine-count complaint. The 
heart of the complaint was Count I, seeking a Declaratory 
Judgment under 28 U.S.C. §§ 2201–2202. Because the 
IRS allowed the Debtor to change its clients’ addresses 
such that the clients never received notice of the 
defalcation, Debtor was enabled by the IRS to perpetrate 
and perpetuate its fraudulent scheme. As the Trustee 
lacked standing to seek this relief, having no personal 
stake in the outcome of the controversy, the court had to 
dismiss this Count. Warth v. Seldin, 422 U.S. 95, 98 
(1975); Bishop v. Bartlett, 575 F.3d 419, 423–424 (CA4 
2009). Faced with an apparent lack of assets from which 
he could pay any substantial dividend on the more than $6 
million in claims filed in this case (most of which were 
those of Debtor’s defrauded clients), the Trustee’s actions 
were laudable in all respects. The lack of success does not 
reflect on the quality of his work or his well-intentioned 
efforts. He and his counsel acted in the best tradition of 
the bar in an effort to help entities that had done nothing 
wrong and faced terrible consequences as a result of 
innocently employing a crook. This was a case where the 
services rendered were appropriately rendered. Had the 
Trustee been successful, this would have represented a 
100% dividend for the creditors.
 
*10 An order will be entered in accordance with the 
foregoing.
 

All Citations

Not Reported in B.R., 2012 WL 3778952, 110 A.F.T.R.2d 
2012-5815

Footnotes

1 In re FirstPay, Inc., 2010 WL 3199858 (CA4 2010); In re FirstPay, Inc., 2008 WL 687027 (BC Md.2008); Wolff, Trustee v. 
United States, 372 B.R. 244 (D.Md.2007); In re FirstPay, Inc., 2006 WL 4595780 (BC Md.2006).

2 As amended, this subsection now provides in pertinent part:
(2) to the extent that such transfer was in payment of a debt incurred by the debtor in the ordinary course of business or financial 
affairs of the debtor and the transferee, and such transfer was—
(A) made in the ordinary course of business or financial affairs of the debtor and the transferee; or
(B) made according to ordinary business terms;....
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REPORT AND RECOMMENDATION RE: 
PLAINTIFF’S MOTION FOR PARTIAL SUMMARY 
JUDGMENT ON COMMON ISSUES (ECF NO. 125)

PATRICIA C. WILLIAMS, United States Bankruptcy 
Judge.

*1 The Honorable Patricia C. Williams, sitting in the 
United States Bankruptcy Court for the Eastern District of 
Washington, hereby files this Report and 
Recommendation regarding Plaintiff’s Motion for Partial 
Summary Judgment on Common Issues (ECF No. 125) 
filed with the bankruptcy court in this adversary 
proceeding.
 
This Report and Recommendation is made pursuant to the 
Honorable Rosanna Malouf Peterson’s Order Granting 
Joinder and Withdraw of Reference and Referring Back to 
Bankruptcy Court for Further Proceedings (ECF No. 28) 
and Order Granting Motion for Clarification (ECF No. 
35).
 
The Recommendation is that the Plaintiff’s Motion for 
Partial Summary Judgment be GRANTED. The basis for 
the recommendation is set forth in the Memorandum 
Decision Re: Plaintiff’s Motion for Partial Summary 
Judgment attached hereto.
 
So Ordered.
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MEMORANDUM DECISION RE: PLAINTIFF’S 
MOTION FOR PARTIAL SUMMARY JUDGMENT 
ON COMMON ISSUES (ECF NO. 125)

This decision represents the bankruptcy court’s report and 
recommendation to the district court regarding Plaintiff’s 
Motion for Partial Summary Judgment (ECF No. 125) 
concerning the “common issues” defined by the parties 
and the court. The adversary proceedings were 
consolidated for the purpose of addressing the “common 
issues.” The two common issues are whether a Ponzi 
scheme existed, and when did the debtor become 
insolvent.
 

PROCEDURAL HISTORY

An involuntary chapter 11 bankruptcy case was filed in 
this court on July 10, 2009, concerning LLS–A, LLC, 
under case No. 09–03910–PCW11. A voluntary chapter 
11 bankruptcy case was commenced by Ralph Gamble as 
CEO of LLS America, LLC, in the bankruptcy court of 
Nevada on July 21, 2009. The Nevada bankruptcy court 
transferred venue of its case to this court on November 4, 
2009 (No. 09–06194–PCW11, ECF No. 1). Also a 
voluntary chapter 11 bankruptcy case was filed in this 
court on February 21, 2011, concerning D & D and 
Associates, LLC, under case No. 11–00785–FLK11.
 
On March 15, 2010 (No. 09–06194–PCW11, ECF No. 
168), Mr. Charles Brent Hall was appointed as an 
examiner (hereinafter “the Examiner”) pursuant to 11 
U.S.C. § 1104(d) and authorized to investigate the acts, 
conduct, assets, liabilities, and financial condition of the 
debtor, including, but not limited to:
 
a. sales or transfers of assets and any related transactions 
between the debtor and any affiliate or insider as those 
terms are defined in 11 U.S.C. § 101(2) and (31);
 
b. any transfer or transaction involving the debtor and any 
insider, affiliate, or member of management of the debtor 
which was improper or a misappropriation of funds of the 
debtor; and
 
c. the debtor’s present financial operations and business 
model to determine if the business model is profitable and 
to analyze the profitability of the business on a 
go-forward basis.
 
On April 7, 2011, the court signed an agreed order 

authorizing the appointment of a chapter 11 trustee in the 
underlying chapter 11 case (No. 09–06194–PCW11, ECF 
No. 321). Notice of the appointment of Mr. Bruce 
Kriegman as trustee of the debtor was filed on April 18, 
2011 (No. 09–06194–PCW11, ECF No. 328).
 
*2 The Examiner’s investigation had revealed the 
existence of dozens of legal entities related to and formed 
by the owner of the initial two debtors. Those entities 
existed in various western states and Canada. Several of 
the entities appeared to have been and continued to be 
inactive, but many did not. On June 30, 2011, the chapter 
11 trustee in the LLS America, LLC, bankruptcy case 
filed a nunc pro tunc motion for substantive consolidation 
of debtor and the non-debtor estates (No. 
09–06194–PCW11, ECF No. 449), which included the 
following entities: 1) D & D and Associates, LLC (Case 
No. 11–00785–PCW11); 2) Team Spirit America, LLC; 
3) LLS Canada, LLC; 4) Little Loan Shoppe America, 
LLC; 5) Little Loan Shoppe, Ltd.; 6) 639504BC, Ltd.; 7) 
Little Loan Shoppe Canada, LLC; 8) 0738106BC, Ltd .; 
9) 0738116BC, Ltd.; 10) 0738126BC, Ltd.; 11) 360 
Northwest Networks, LLC; and 12) LLS North America, 
LLC (collectively, the “LLS America Companies”). An 
order was entered granting the chapter 11 trustee’s nunc 
pro tunc motion for substantive consolidation on 
September 8, 2011 (No. 09–06194–PCW11, ECF No. 
771), substantively consolidating the LLS America 
Companies with the debtor LLS America, LLC, effective 
as of July 21, 2009 (the date of the LLS America, LLC 
bankruptcy filing). The consolidation order further stated 
that the assets and liabilities of the LLS America 
Companies would be pooled with the assets and liabilities 
of LLS America, LLC, the debtor herein, and would be 
administrated by the chapter 11 trustee for the benefit of 
the creditors of the consolidated debtor (hereinafter 
“LLS” or “debtor”).
 
In the summer of 2011, the trustee filed approximately 
225 adversary proceedings seeking to recover funds 
transferred from the debtor to hundreds of “investors” or 
“lenders” as fraudulent transfers under 11 U.S.C. § 548 
and RCW 19.40.041. A few of the adversary proceedings 
sought recovery from defendants who were not investors 
or lenders, but had other relationships with the debtor. 
The trustee confirmed a chapter 11 plan on October 25, 
2012 (No. 09–06194–PCW11, ECF No. 1403). That plan 
devotes the proceeds of recovery in the adversary 
proceedings to the repayment of creditors.
 
Many of the defendants were residents of Canada and 
various decisions were rendered concerning service of 
process and jurisdiction, particularly the court’s 
memorandum decision in adversary proceeding No. 
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11–80093–PCW, ECF No. 146. The defendants and, on 
occasion, the plaintiff, requested that final judgment in 
many of the adversary proceedings be entered by the 
district court and those cases will be tried before that 
court. Some of the adversaries will be tried before the 
bankruptcy court. This decision is applicable to each type 
of adversary.
 
The adversary proceedings were consolidated for the 
purpose of determining the “common issues” identified 
by the parties and the court, i.e., whether a Ponzi scheme 
occurred and when insolvency began. (ECF No. 123). 
Those adversary proceedings not subject to the 
consolidation will be resolved separately by the 
bankruptcy court. Non-common issues remain to be 
determined in each particular adversary proceeding, such 
as the effect of the applicable statute of limitations to each 
defendant, whether that defendant has a defense to the 
trustee’s claims, and an accounting to determine the 
amount of any recovery by the trustee.
 
*3 The plaintiff filed his Motion for Partial Summary 
Judgment together with supporting declarations and legal 
authorities on December 3, 2012 (ECF No. 125). The 
hearing was scheduled for January of 2013, but at the 
request of the defendants, was continued to June 13, 2013. 
The bankruptcy court’s recommendation regarding that 
Motion for Partial Summary Judgment is discussed and 
contained in this decision.
 

FACTS

Many of the facts are recounted in the bankruptcy court’s 
prior decision in adversary proceeding No. 
11–80093–PCW11 on Defendants Sheldon Frank’s and 
Margaret Miller’s Motions to Dismiss (ECF No. 146) and 
other matters and will not be repeated herein. 
Simplistically, Doris Nelson, who had no prior business 
experience, lived in Canada in 1997 and began operating 
a short-term loan (commonly referred to as a “payday 
loan”) business in British Columbia, Canada. In 2001, 
Ms. Nelson relocated herself and her business to Spokane, 
Washington. The payday loan business transformed from 
a “store front” to an internet business. Ms. Nelson 
established a pattern of obtaining funds from individual 
“investors” or “lenders” from the beginning of the 
business, and that pattern continued into 2008. 
Promissory notes were issued evidencing the funds 
obtained. For convenience, the individuals or entities 
providing those funds to the debtor will be referred to as 

“lenders” in this decision. Specific relevant facts will be 
recounted in addressing the issues presented.
 

STANDARDS FOR SUMMARY JUDGMENT

A moving party is entitled to summary judgment where 
the party establishes that no genuine issue of material fact 
exits and the moving party is entitled to judgment as a 
matter of law. Fed. R. Bankr.P. 7056; Fed.R.Civ.P. 56(a). 
The moving party bears the initial burden of proving that 
there are no genuine issues of material fact. Barboza v. 
New Form, Inc. (In re Barboza), 545 F .3d 702, 707 (9th 
Cir.2008). “In response to a properly submitted summary 
judgment motion, the burden shifts to the opposing party 
to set forth specific facts showing that there is a genuine 
issue for trial.” Id. “Merely alleging the existence of a 
factual dispute is insufficient to defeat a summary 
judgment motion; rather, there must exist in the record a 
genuine issue of material fact.” Rieser v. Hayslip (In re 
Canyon Sys. Corp.), 343 B.R. 615, 629 (Bankr.S.D.Ohio 
2006). “Where the record taken as a whole could not lead 
a rational trier of fact to find for the non-moving party, 
there is no ‘genuine issue for trial.’ “ Matsushita Elec. 
Indus. Co., Ltd. v. Zenith Radio Corp., 475 U.S. 574, 
586–87, 106 S.Ct. 1348, 89 L.Ed.2d 538 (1986). The 
judge’s function in ruling on a summary judgment motion 
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, 
106 S.Ct. 2505, 91 L.Ed.2d 202 (1986).
 
In her affidavit, Ms. Nelson states that she “never 
knowingly or intentionally defrauded anyone” nor did she 
“form the Debtor for the purpose of engaging in a Ponzi 
scheme.” Nelson Aff. (ECF No. 353), ¶¶ 39, 42 and 43. 
She states that promissory notes were not “rolled over” to 
avoid depletion of the debtor’s cash. Nelson Aff. (ECF 
No. 353), ¶ 18. No supporting information was provided. 
A general denial of wrongdoing by a defendant is not 
sufficient to create a genuine issue of fact. Fed. R. 
Bankr.P. 7056, incorporating Fed. R. Civ. 56, provides:

*4 (c) Procedures.

(1) Supporting Factual Positions. A party asserting 
that a fact cannot be or is genuinely disputed must 
support the assertion by:

(A) citing to particular parts of materials in the record, 
including depositions, documents, electronically stored 
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information, affidavits or declarations, stipulations 
(including those made for purposes of the motion only), 
admissions, interrogatory answers, or other materials; 
or

(B) showing that the materials cited do not establish the 
absence or presence of a genuine dispute, or that an 
adverse party cannot produce admissible evidence to 
support the fact.

To allow a defendant accused of wrongdoing to defeat 
summary judgment by simply denying any intent to do 
wrong would render summary judgment motions futile. 
Intent to defraud, harm, or delay creditors may be 
demonstrated and typically is demonstrated by 
circumstantial evidence. The defendant must create a 
genuine issue of fact regarding the circumstantial 
evidence, not simply deny any intent.
 
Self-serving conclusionary assertions are insufficient to 
successfully oppose a summary judgment motion. In an 
adversary complaint seeking a denial of discharge under 
11 U.S.C. § 727(a)(2)(A) for intent to hinder, delay, or 
defraud creditors, the Ninth Circuit stated:

Federal Rule 56(e) requires that an adverse party not 
“rest upon the mere allegations or denials” of his 
pleadings, but “must set forth specific facts showing 
that there is a genuine issue for trial.” Thus, once the 
movant has made a showing sufficient to meet his 
“initial burden to show the absence of a material and 
triable issue of fact; the burden then moves to the 
opposing party, who must present significant probative 
evidence tending to support its claim or defense.” 
Richards, 810 F.2d at 902 (citing General Business 
Systems v. North American Philips Corp., 699 F.2d 
965, 971 (9th Cir.1983); First Nat’l Bank v. Cities 
Service Co., 391 U.S. 253, 290, 88 S.Ct. 1575, 1593, 20 
L.Ed.2d 569 (1968)).

Aubrey v. Thomas (In re Aubrey), 111 B.R. 268, 272 
(B.A.P. 9th Cir.1990). Ms. Nelson’s mere statement of a 
fact or denial, unsupported by any supporting facts or 
information, is not sufficient. See also Matsushita Elec., 
475 U.S. 574.
 

ISSUES

1. Did the operations of the debtor constitute a Ponzi 
scheme?

2. When did the debtor become insolvent?

I.

DID DEBTOR ENGAGE IN A PONZI SCHEME ?

The term Ponzi scheme derives from the Supreme Court’s 
description of “the remarkable criminal financial career of 
Charles Ponzi” in Cunningham v. Brown, 265 U.S. 1, 7, 
44 S.Ct. 424, 68 L.Ed. 873 (1924). Charles Ponzi was the 
name of the perpetrator of the first known such scheme. 
The phrase is applied to any fraudulent arrangement 
whereby early investors are repaid from the contributions 
of later investors.
 
Ponzi schemes have a distinct pattern of repaying earlier 
investors from funds contributed from later investors. 
Variations in the pattern may occur depending upon the 
manner in which the scheme was implemented or the 
circumstances in which it arose. Those variations are 
many, but do not alter the discernable pattern of such 
schemes.
 

A. Essential Nature of a Ponzi Scheme.
*5 A Ponzi scheme is a financial fraud as it induces 
investment by creating an appearance of distribution to 
new investors of profits from a successful business 
venture. The distributions to earlier investors create an 
illusion that a legitimate profitable business exists, thus 
inducing further new investments by later investors. 
“Distributing funds to earlier investors from the receipt of 
monies from later investors is the hallmark of Ponzi 
schemes.” Hayes v. Palm Seedlings Partners–A (In re 
Agricultural Research and Technology Group, Inc.), 916 
F.2d 528, 536 (9th Cir.1990).

A Ponzi scheme is a fraudulent arrangement in which 
an entity makes payments to investors from monies 
obtained from later investors rather than from any 
“profits” of the underlying business venture. The fraud 
consists of funnelling proceeds received from new 
investors to previous investors in the guise of profits 
from the alleged business venture, thereby cultivating 
an illusion that a legitimate profit-making business 
opportunity exists and inducing further investment. 
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(Citations omitted).
Wyle v. C.H. Rider & Family (In re United Energy 
Corp.), 944 F .2d 589, 590 n. 1 (9th Cir.1991).

A Ponzi scheme is a financial fraud that induces 
investment by promising extremely high, risk-free 
returns, usually in a short time period, from an 
allegedly legitimate business venture. “The fraud 
consists of funnelling proceeds received from new 
investors to previous investors in the guise of profits 
from the alleged business venture, thereby cultivating 
an illusion that a legitimate profit-making business 
opportunity exists and inducing further investment.” In 
re United Energy Corp., 944 F.2d 589, 590 n. 1 (9th 
Cir.1991). See generally Cunningham v. Brown, 265 
U.S. 1, 79, 44 S.Ct. 424, 68 L.Ed. 873 (1924) (detailing 
the remarkable criminal financial career of Charles 
Ponzi).

Donell v. Kowell, 533 F.3d 762, 767 n. 2 (9th Cir.2008).
 
Although not a decision in this circuit, Bayou Superfund, 
LLC v. WAM Long/Short Fund II, L.P. (In re Bayou 
Group, LLC), 362 B.R. 624, 633 (Bankr.S.D.N.Y.2007) 
refers to many decisions articulating this general 
principle.

Numerous decisions have established two broad 
principles. First, the 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. See Rosen v. Neilson (In re Slatkin), 310 B.R. 
740, 743 n. 3 (C.D.Cal.2004) (citing Danning v. Bozek 
(In re Bullion Reserve of N. Am.), 836 F.2d 1214, 1219 
n. 8 (9th Cir.1988)) (“A ‘Ponzi’ scheme is any sort of 
fraudulent arrangement that uses later acquired funds or 
products to pay off previous investors.”); Hayes v. 
Palm Seedlings Partners (In re Agric. Research and 
Tech. Group, Inc.), 916 F.2d 528, 536 (9th Cir.1990) ( 
“Distributing funds to earlier investors from the receipt 
of monies from later investors is the hallmark of Ponzi 
schemes.”); Cuthill v. Kime (In re Evergreen Sec., 
Ltd.), 319 B.R. 245, 249 (Bankr.M.D.Fla.2003) 
(finding a Ponzi scheme where the debtor “used most 
funds received from new investors to pay prior investor 
claims”). Second, where funds acquired from the later 
investors are used to make payments to earlier investors 
in redemption of impaired or non-existent account 
balances and fictitious profits, “actual intent” to hinder, 
delay and defraud is presumed. Quilling v. Stark, 2006 
WL 1683442, at *6 (N.D. Tex. June 19, 2006).

 
*6 It is not disputed that the debtor operated a legitimate 
business, i.e., the payday loan business. The Examiner’s 

early investigation focused on the question of whether 
that business should continue to operate in the chapter 11. 
His Preliminary Report filed May 19, 2010, concluded 
that the post-bankruptcy petition operation, which was not 
then managed by Ms. Nelson, was profitable (No. 
09–06194–PCW11, ECF No. 182, p. 33). His First 
Interim Report filed August 12, 2010 (No. 
09–06194–PCW11, ECF No. 240), reflected his 
examination of pre-petition matters and particularly noted 
the existence of various related entities and the 
intercompany transfers among them. The Examiner 
reported that his next phase of investigation would focus 
on the transfer of funds by and to lenders, particularly 
from 2006 through 2008, to determine if the payday loan 
business generated sufficient cash flow to repay those 
funds. The Examiner’s Final Report was filed November 
17, 2011 (No. 09–06194–PCW11, ECF No. 991), in 
which he concluded that as early as 1998, the debtor’s 
operations did not generate sufficient profits or cash flow 
to repay lenders. He concluded that the source of 
payments made to lenders were the receipts from later 
lenders (No. 09–06194–PCW11, ECF No. 991, p. 136). 
The report concludes that the debtor’s operations “exhibit 
the financial characteristics of a Ponzi scheme....” (No. 
09–06194–PCW11, ECF No. 991, p. 137).
 
In support of the Motion for Partial Summary Judgment, 
the plaintiff filed the declaration of its expert, Mr. 
Michael Quackenbush (ECF No. 130). At page 16, he 
concluded that the payday lending business was operated 
at a loss from its beginning and did not produce profits 
sufficient to pay lenders. “Rather from its inception, new 
investor funds were used to pay amounts due to prior 
investors.” Mr. Quackenbush developed charts visually 
describing the relationship between the lender deposits 
and disbursements and concluded that eighty-nine percent 
(89%) of lender deposits were used to repay earlier 
lenders. Quackenbush Decl. (ECF No. 130), p. 31.
 
The plaintiff also retained as an accounting expert, Mr. 
Dan Harper. His task was to exercise his professional 
judgment to opine whether the debtor’s receipt of funds 
from lenders was a component of a legitimate business 
plan related to the payday loan business. Mr. Harper’s 
conclusion was that the debtor’s activities demonstrate 
that the debtor engaged in a Ponzi scheme “from the 
inception of the earliest of the companies, onward.” 
Harper Decl. (ECF No. 131), p. 8.
 
The defendants presented evidence of their expert, Ms. 
Marie Rice (ECF No. 274) and an affidavit of Ms. Nelson 
(ECF No. 151). The plaintiff’s motion to strike the 
declaration of Ms. Rice (ECF No. 309) was granted by 
way of a written memorandum decision (ECF No. 345), 
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as the declaration did not fulfill the requirements of 
Fed.R.Evid. 702. The motion to strike the affidavit of Ms. 
Nelson was granted in part and denied in part. For 
convenience, a redacted affidavit reflecting the ruling on 
the motion is attached to the order granting in part and 
denying in part (ECF No. 353).
 
*7 The evidence in support of the plaintiff’s Motion for 
Partial Summary Judgment reveals the hallmark of a 
Ponzi scheme. There are, however, other characteristics of 
reported Ponzi schemes which are present in this 
situation.
 

B. Other Characteristics.
As was recognized by the district court in Bear, Stearns 
Securities Corp. v. Gredd (In re Manhattan Inv. Fund, 
Ltd.), 397 B .R. 1, 12 (S.D.N.Y 2007), although Ponzi 
schemes are revealed by their essential characteristic or 
pattern of payment of earlier investors with funds of later 
investors, the manner in which such schemes are 
conducted is limited only by the imagination of the 
perpetrator. “[T]here is no precise definition of a Ponzi 
scheme and courts look for a general pattern, rather than 
specific requirements.” Id. Certain characteristics are 
often, but not invariably, present in the pattern underlying 
such schemes.
 
The most common characteristic which appears to be 
almost invariable, is a promise of a high rate of return on 
the funds. The actual amount of the “high” rate of return 
will vary depending upon the economic conditions which 
exist during the operation of a Ponzi scheme. Although 
not usually articulated in the reported decisions, the rate is 
“high” in comparison to general market and economic 
conditions then existing. Donell v. Kowell, 533 F.3d at 
766 (20 percent return every 90 days); In re Taubman, 
160 B.R. 964, 972 (Bankr.S.D.Ohio 1993) (typically 15 to 
18 percent per annum); In re Manhattan Inv. Fund, Ltd., 
397 B.R. at 12 (27.4 to 12.4 percent); and Scholes v. 
Lehmann, 56 F.3d 750, 752 (7th Cir .1995) (10 to 20 
percent per month return). As stated in the Donell case, 
investors are often offered a business opportunity which 
“is too good to be true” and, unfortunately, it is not true. 
That is certainly the situation in this case, as the 
promissory notes issued to investors commonly bore an 
interest rate of 40 percent to as much as 60 percent and, 
even on occasion, 75 percent. Plaintiff’s LR 56 Statement 
of Undisputed Facts (hereinafter “SOF”) (ECF No. 127), 
¶ 9; Hall Decl. (ECF No. 129), pp. 5 and 20; and Nelson 
Aff. (ECF No. 353), ¶ 11.
 

One common characteristic is the comingling of investor 
funds. In most Ponzi schemes, the funds being received 
purport to be some form of ownership interest in an asset, 
whether a tangible asset or investment account. No 
separate investor accounts are established and deposits of 
funds from, and payment of funds to investors are 
comingled not only with other investor funds, but with 
any other funds received. In re Taubman, 160 B.R. 964; 
Floyd v. Dunson (In re Ramirez Rodriguez), 209 B.R. 424 
(Bankr.S.D.Tex.1997). In the latter case, the perpetrator 
had been criminally convicted of fraud as is true in many 
of the reported decisions. Ms. Nelson has been indicted, 
but not convicted. Plaintiff’s SOF (ECF No. 127), ¶ 44. 
The In re Ramirez Rodriguez case did not solely rely upon 
that conviction, and the decision contains a description of 
the scheme. In the LLS situation, the funds were 
evidenced by promissory notes and appeared to be loans, 
and the comingling of the funds received from each 
lender with funds of other lenders is not relevant.
 
*8 The perpetrator and family members or insiders often 
utilize the funds for personal use. In re Ramirez 
Rodriguez, 209 B.R. 424 (payment of personal expenses 
of the perpetrator); In re Bayou Group, LLC, 362 B.R. 
624 (incentive bonus to insiders who later pled guilty to 
criminal charges); Cuthill v. Greenmark, LLC (In re 
World Vision Entertainment, Inc.), 275 B.R. 641 
(Bankr.M.D.Fla.2002) (debtor used funds to enrich 
insiders); and In re Taubman, 160 B.R. 964 (perpetrator 
and husband’s personal and other business expenses 
paid). From 1997 through 2009, Ms. Nelson withdrew at 
least $4.4 million for personal use. In two years, from 
2007 through 2008, $500,000 was used by her for 
personal expenditures, including clothing and a Mercedes 
Benz. Approximately $1.3 million of funds received from 
lenders were used to purchase and renovate an office 
building owned by a corporation controlled by her 
husband.1 Plaintiff’s SOF (ECF No. 127), pp. 10–11, 
citing Kriegman Decl. (ECF No. 128), Ex. “A,” Harper 
Decl. (ECF No. 131), ¶¶ 27–30 and 39–40, and Hall Decl. 
(ECF No. 129), ¶¶ 34–35. Ms. Nelson states that she was 
entitled to use these funds for these purposes. However, 
no rationale or basis for that self-serving statement has 
been provided other than she was entitled to use the funds 
as they were “compensation.” Nelson Aff. (ECF No. 353), 
¶¶ 27–30.
 
As stated above, this flat denial is not sufficient to raise a 
genuine issue of fact.
 
It is common that the scheme involves several related 
entities with multiple confusing and ultimately 
unjustifiable intercompany transfers. In re Ramirez 
Rodriguez, 209 B.R. 424, and In re Taubman, 160 B.R. 
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964. LLS directed lenders to deposit funds into various 
accounts of the different corporate entities. Funds were 
comingled and transferred indiscriminately with little or 
no effort to document any business rationale. Hall Decl. 
(ECF No. 129), ¶ 4.
 
The scheme is always founded upon some legitimate 
business enterprise, whether that enterprise actually exists 
or is only a “sham” which exists only in the mind of the 
perpetrator. It strains credibility to assume that a person 
engaging in a Ponzi scheme would not justify the scheme 
by describing it as a legitimate business opportunity. 
Investors are encouraged to invest or lenders to loan 
based upon the appearance of a profitable legitimate 
business. In In re Ramirez Rodriguez, 209 B.R. 424, the 
business represented to investors did not exist, although 
the debtor did have some other inconsequential legitimate 
business operations. In re Canyon Sys. Corp., 343 B.R. 
615, involved sales of gold coins. The court stated that 
one of the characteristics of a Ponzi scheme is a purported 
business operation, which in reality, produces little or no 
profits. A small percentage of funds were used in the 
legitimate business, but no income was produced by that 
business in In re World Vision Entertainment, Inc., 275 
B.R. 641. The perpetrator in Rosen v. Neilson (In re 
Slatkin), 310 B.R. 740 (C .D.Cal.2004), had pled guilty to 
criminal charges, and the court relied upon that plea to 
establish the existence of a Ponzi scheme. It noted, 
however, that a small percentage of funds had been used 
for legitimate business purposes, which may have earned 
some profit. The infamous Ponzi scheme of Bernie 
Madoff resulted in his guilty plea. In describing the 
scheme, it was noted that some legitimate trading in the 
stock market occurred by some of the entities he 
controlled. Securities Investor Protection Corp. v. 
Bernard L. Madoff Investment Securities, LLC (In re 
Bernard L. Madoff Inv. Securities, LLC), 424 B.R. 122 
(Bankr.S.D.N.Y.2010).
 
*9 There is no dispute in this case that LLS did operate a 
legitimate payday loan business. LLS, from 2000 through 
2004, used only 16 percent of funds received from lenders 
in the payday loan business. During its entire operations, 
only 30 percent of the funds were used in that business. 
Plaintiff’s SOF (ECF No. 127), ¶¶ 14 and 15, citing 
Quackenbush Decl. (ECF No. 130), Ex. 10, and Harper 
Decl. (ECF No. 131), ¶¶ 16 and 38. As concluded by the 
Examiner in his Second Interim Report (ECF No. 306) at 
p. 17, there was no positive cash flow or profit from the 
payday loan business to pay lenders.
 
Some Ponzi schemes involve the payment of 
“commissions” or bonuses to individual investors who 
encourage other individuals to later invest in the scheme. 

In re Ramirez Rodriguez, 209 B.R. 424, and In re World 
Vision Entertainment, Inc., 275 B.R. 641. LLS paid 
commissions to third parties who solicited new lenders, 
typically 10 percent of the amount received from the new 
lender. Plaintiff’s SOF (ECF No. 127), ¶ 36, citing to 
Harper Decl. (ECF No. 131), ¶¶ 25–26, Hall Decl. (ECF 
No. 129), ¶¶ 13–17, and Frye Decl. (ECF No. 132), Ex. B. 
LLS records reflect that 42 lenders recruited others to 
participate. Hall Decl. (ECF No. 129), ¶ 38.
 
The alleged profitable legitimate business which 
encourages participation in such schemes may take many 
forms. In re Agricultural Research and Technology 
Group, Inc., 916 F.2d 528, involved the purchase of 
limited partnership interests in a limited partnership 
which purchased palm seedlings. In re Bayou Group, 
LLC, 362 B.R. 624, solicited investments in particular 
hedge funds. Memberships in a discount shopping and 
travel service was the form of solicitation in Dicello v. 
Jenkins (In re International Loan Network, Inc.), 160 
B.R. 1 (Bankr.D.Dist.Col.1993). The scheme in In re 
Bernard L. Madoff Inv. Securities, LLC, 424 B.R. 122, 
was based upon investments in publically traded stocks. 
The Taubman case referenced above is noteworthy as in 
that case, as in the current situation, funds were solicited 
not as an ownership or equity interest in a business, but as 
a loan. LLS, like Taubman, involved the use of standard 
form promissory notes issued to lenders. Hall Decl. (ECF 
No. 129), p. 5; Quackenbush Decl. (ECF No. 130), p. 8.
 
Another characteristic of the scheme described in 
Taubman occurs in the LLS situation. Both schemes 
demonstrate a pattern of “rolling over” the promissory 
notes. Ms. Nelson denies the notes were “rolled over” to 
avoid payment. She does not address the fact that 
hundreds of notes were “rolled over.” Nelson Aff. (ECF 
No. 353), ¶ 18; Plaintiff’s SOF (ECF No. 127), ¶ 16, 
citing Harper Decl. (ECF No. 131), ¶¶ 42–44, and 
Quackenbush Decl. (ECF No. 130), pp. 15 and 27. Just 
prior to the note obligations reaching maturity, new notes 
were issued to replace the existing notes. “Rolling over” 
or replacing current obligations to investors on existing 
investments with new investments occurred in In re 
Bayou Group, LLC, 362 B.R. 624 (transfer of ownership 
interests from original hedge funds into newly created 
hedge funds) and In re Agricultural Research and 
Technology Group, Inc., 916 F.2d 528 (transfer of limited 
partnership interests from existing entity to newly created 
limited partnership). The “rolling over” of obligations is a 
common characteristic of Ponzi schemes.
 
*10 In order to continue the scheme and encourage 
additional investors, Ponzi scheme perpetrators often 
provide false or misleading financial information to 
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existing and new investors. See In re Bayou Group, LLC, 
362 B.R. 624, and In re Manhattan Inv. Fund, Ltd., 397 
B.R. 1. The information provided investors regarding 
their accounts was “bogus” and financial statements of the 
debtor were false in In re Bernard L. Madoff Inv. 
Securities, LLC, 424 B.R. 122. LLS, throughout its 
history, compiled false and misleading financial 
statements and provided such statements to potential 
lenders. Plaintiff’s SOF (ECF No. 127), ¶¶ 33 and 34, 
citing to Harper Decl. (ECF No. 131), ¶¶ 42–47, and 
Gargiulo Decl. (ECF No. 133), ¶¶ 1–15. The final 
Examiner’s report at ECF No. 991 at p. 10 states that his 
investigation revealed significant “inappropriate” 
accounting, which “had the effect of inflating revenue, 
earnings and assets on the financial statements of the 
respective Companies.” Further, the Examiner noted at p. 
129 that as to the financial information LLS provided to 
the British Columbia Securities Commission in 2008, 
“[t]hese financial statements are a complete fabrication.”
 
The only conclusion possible is that this debtor engaged 
in a Ponzi scheme. Not only was the essential nature 
demonstrated by the expert testimony, i.e., the only 
significant source of repayment to earlier lenders were the 
funds received from later lenders, but many of the 
common characteristics of Ponzi schemes are present.
 

II.

A PONZI SCHEME CONSTITUTES ACTUAL 
FRAUD

The plaintiff’s claim to recover funds in these 
“claw-back” adversary proceedings is based upon 11 
U.S.C. § 548(a)(1) of the Code and upon Washington’s 
enactment of the Uniform Fraudulent Transfer Act 
(hereinafter “UFTA”), RCW 19.40.
 

A. Actual fraud under 11 U.S.C. § 548(a)(1)(A).
This section of the Bankruptcy Code provides:

(a)(1) The trustee may avoid any transfer (including 
any transfer to or for the benefit of an insider under an 

employment contract) of an interest of the debtor in 
property, or any obligation (including any obligation to 
or for the benefit of an insider under an employment 
contract) incurred by the debtor, that was made or 
incurred on or within 2 years before the date of the 
filing of the petition, if the debtor voluntarily or 
involuntarily—

(A) made such transfer or incurred such obligation with 
actual intent to hinder, delay, or defraud any entity to 
which the debtor was or became, on or after the date 
that such transfer was made or such obligation was 
incurred, indebted; or

 
The bankruptcy trustee in Barclay v. Mackenzie (In re 
AFI Holding, Inc.), 525 F.3d 700 (9th Cir.2008) 
commenced “claw-back” adversaries against defendants 
who had received transfers from the debtor who had 
engaged in a Ponzi scheme. The perpetrator had pled 
guilty to criminal charges so there was no dispute as to its 
existence. The decision held that “the mere existence of a 
Ponzi scheme” is sufficient to satisfy the actual intent 
requirement of 11 U.S.C. § 548(a)(1)(A). Direct proof of 
fraudulent intent is rarely available and generally 
subjective intent cannot be determined in the context of a 
summary judgment motion. However, actual intent to 
defraud is established as a matter of law in cases in which 
the debtor operates a Ponzi scheme.
 
*11 In yet another reported decision involving the efforts 
of a bankruptcy trustee to recover transfers occurring as 
part of the debtor’s operation of a Ponzi scheme, it was 
held:

As previously noted, the mere existence of a Ponzi 
scheme, which could be established by circumstantial 
evidence, has been found to fulfill the requirement of 
actual intent on the part of the debtor. Appellee 
convincingly argues that Agretech could not possibly 
have made the first payment from the sale of the seeds 
of the first shipment and that the money for this 
payment is traceable to $5,000,000.00 in new 
investments. Distributing funds to earlier investors 
from the receipt of monies from later investors is the 
hallmark of Ponzi schemes.

In re Agricultural Research and Technology Group, Inc., 
916 F.2d at 536. See also In re Slatkin, 310 B.R. 740. This 
principle has been recognized in numerous decisions.

Actual intent to hinder, delay or defraud may be 
established as a matter of law in cases in which the 
debtor runs a Ponzi scheme or a similar illegitimate 
enterprise, because transfers made in the course of a 
Ponzi operation could have been made for no purpose 
other than to hinder, delay or defraud creditors. Thus, 
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“bankruptcy [and other] courts nationwide have 
recognized that establishing the existence of a Ponzi 
scheme is sufficient to prove a Debtor’s actual intent to 
defraud.” Bauman, 326 B.R. at 850. See also Conroy v. 
Shott, 9 Ohio Misc. 117, 363 F.2d 90, 91–92 (6th 
Cir.1966) (quoting with approval the opinion of the 
district court granting a trustee’s motion for summary 
judgment and concluding that “the question of intent to 
defraud is not debatable” given the fact that the debtor 
was engaged in a Ponzi scheme); Emerson v. Maples 
(In re Mark Benskin & Co.), 59 F.3d 170, 1995 WL 
381741, at *5 (6th Cir. June 26, 1995) (“Since 1966, 
this court has found that the question of intent to 
defraud in a Ponzi scheme is not debatable.” (internal 
quotation marks omitted)); Liebersohn v. Campus 
Crusade for Christ, Inc. (In re C.F. Foods, L.P.), 280 
B.R. 103, 110 (Bankr.E.D.Pa.2002) (“Numerous courts 
have decided that a debtor’s actual intent to hinder, 
delay or defraud creditors may be inferred from the 
Debtor’s active participation in a Ponzi scheme.”); 
Cuthill v. Greenmark, LLC (In re World Vision Entm’t, 
Inc.), 275 B.R. 641, 656 (Bankr.M.D.Fla.2002) (“A 
Ponzi scheme is by definition fraudulent.... Every 
payment made by the debtor to keep the scheme 
on-going was made with the actual intent to hinder, 
delay, or defraud creditors, primarily the new 
investors.”); M & L Bus. Mach., 160 B.R. at 857 (“[I]n 
a Ponzi scheme the only inference that a court can 
make is that the Debtor had the requisite intent to 
hinder, delay or defraud under § 548(a)(1).”); Indep. 
Clearing House, 77 B.R. at 860 (“One can infer an 
intent to defraud future [participants] from the mere 
fact that a debtor was running a Ponzi scheme. Indeed, 
no other inference is possible.... The [debtor] must 
know all along, from the very nature of his activities, 
that investors at the end of the line will lose their 
money. Knowledge to a substantial certainty constitutes 
intent in the eyes of the law, and a debtor’s knowledge 
that future investors will not be paid is sufficient to 
establish his actual intent to defraud them.” (citation 
omitted)).

*12 In re Canyon Sys. Corp., 343 B.R. at 636–637.
 

B. Actual fraud under RCW 19.40.
The plaintiff trustee in this situation seeks not only to 
recover under 11 U.S.C. § 548(a)(1), but also 
Washington’s enactment of the UFTA. The Ninth Circuit 
in applying the California enactment of the relevant 
provision of the UFTA [which is identical to RCW 
19.40.41(a)(1) ] concluded that transfers made in 
furtherance of a Ponzi scheme are transfers resulting from 

actual fraud under the UFTA. See In re AFI Holding, Inc., 
525 F.3d 700, and Donell v. Kowell, 533 F.3d 762. Once a 
Ponzi scheme is determined to exist, there is no question 
of fact regarding actual fraud under RCW 19.40.41(a)(1).
 
The same conclusion regarding the Texas enactment of 
the UFTA was reached in In re Ramirez Rodriguez, 209 
B.R. 424. Although the existence of the Ponzi scheme had 
been established by criminal conviction, the court stated 
that its existence satisfied the actual fraud requirement 
contained in the UFTA as well as 11 U.S.C. § 548(a)(1) 
of the Code. See also In re International Loan Network, 
Inc., 160 B.R. 1, referring to Maryland’s enactment of the 
UFTA and In re Slatkin, 310 B.R. 740, referring to 
Hawaii’s enactment of the UFTA. Stoebner v. Ritchie 
Capital Management, LLC (In re Polaroid Corp.), 472 
B.R. 22 (Bankr.D.Minn.2012) reaches the same 
conclusion as to Minnesota’s enactment of the UFTA.2

 

III.

WHEN DID THE DEBTOR BECOME INSOLVENT?

A. Insolvency under the Bankruptcy Code.
As an alternative theory of recovery, the plaintiff argues 
that he is entitled to prevail under 11 U.S.C. § 
548(a)(1)(B). The statute provides in section (A) that 
transfers resulting from actual fraud may be avoided OR 
if no actual fraud is present, may be avoided as 
constructive fraud under (B) if the debtor

(B)(i) received less than a reasonably equivalent value 
in exchange for such transfer or obligation; and

(ii)(1) was insolvent on the date that such transfer was 
made or such obligation was incurred, or became 
insolvent as a result of such transfer or obligation;

11 U.S.C. § 548(a)(1)(B)(i) and (h)(1).
 
As the existence of a Ponzi scheme establishes actual 
fraud as a matter of law, normally it would not be 
necessary to discuss the elements of constructive fraud. 
However, the plaintiff has raised both actual and 
constructive fraud as causes of action so both will be 
analyzed.
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Constructive fraud is based on two concepts, “reasonably 
equivalent value” and insolvency. The requirement of 
reasonably equivalent value” will be discussed hereafter. 
This discussion will concern the requirement of 
insolvency. The term “insolvent” is defined in 11 U.S.C. 
§ 101(32)(A) as a situation where the sum of an entity’s 
obligations is greater than the value of its assets, 
commonly referred to as the “balance sheet” test. The test 
for insolvency set forth in 11 U.S.C. § 548(a)(1)(B)(ii), 
however, is a question of whether the entity’s obligations 
are beyond its current ability to pay, commonly referred 
to as the “cash balance” test. The trustee has presented 
evidence in support of both tests.
 
*13 The Examiner spent 21,349 hours reviewing the 
debtor’s past and then current business operations of the 
numerous entities, which comprise the consolidated 
debtor. He met with Ms. Nelson and the debtor’s 
employees and worked closely with the debtor’s 
accounting staff. Memorandum Decision (ECF No. 345), 
p. 5. As explained in his February 9, 2011, Second 
Interim Report (ECF No. 306), the Examiner reviewed 
information provided by the hundreds of lenders in the 
proof of claim process. Reconciliation, examination, and 
re-creation of financial records are tasks commonly 
performed by examiners appointed by bankruptcy courts. 
The Examiner filed four reports with the court describing 
his work and his conclusions regarding the financial 
affairs of the entities, which comprise the consolidate 
debtor.
 
Mr. Quackenbush, the plaintiff’s expert regarding the 
issue of insolvency, reviewed the Examiner’s 

investigation of and conclusions regarding the debtor’s 
financial situation. His report reflects approximately 650 
hours of work. Mr. Quackenbush also engaged in some 
undescribed independent reconciliation and re-creation of 
the financial records Memorandum Decision (ECF No. 
345), p. 6.
 

1. The Balance Sheet Test for Insolvency.
There is no question that the debtor’s financial records 
from 1997 through 2002 were in disarray and many were 
nonexistent. Significant efforts were required by the 
Examiner and the debtor’s accounting staff to create a 
picture of the debtor’s financial status from source 
documents of the debtor and third parties for 1997 
through 2002. Beginning in 2003, the records were better 
preserved, but some were incomplete or contained errors 
and there had been no reconciliation. For this reason, Mr. 
Quackenbush divided his examination and opinion 
between the two periods.
 
For the period from the inception of the business in 1997 
through 2002, Mr. Quackenbush concluded that the 
debtor was insolvent on a balance sheet basis. 
Quackenbush Decl. (ECF No. 130), p. 19. He opined that 
the debtor was insolvent during 2003 to the date of the 
bankruptcy filing in 2009 and prepared the following 
chart:
 

Year Ended 12/31
 

Debts In Excess of Assets
 

2003
 

$5,355,735
 

2004
 

9,168.363
 

2005
 

10,158,160
 

2006
 

23,360,078
 

2007
 

40,222,250
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2008
 

65,667,591
 

July 21, 2009
 

92,070,303
 

Quackenbush Decl. (ECF No. 130), pp. 20–23.
His report is attached to the declaration as Exhibit “A” 
and describes his conclusions in more detail.
 

2. Cash Flow Test or Ability to Pay Debts When Due.
This is essentially a liquidity test to determine if the 
debtor has sufficient cash reserves or cash flow during a 
particular period to satisfy obligations when they become 
due during that period. The evidence reveals that the 
debtor had continual operating losses and could not meet 
any of the ratios commonly required to demonstrate 
liquidity. Mr. Quackenbush concluded that the losses 
were not apparent due to the increasing amount of funds 
provided by the lenders, but that the debtor was unable to 
pay its obligations as they became due. That condition 
existed from the inception of the business in 1997 until 
the date of the bankruptcy filing in 2009. Quackenbush 
Decl. (ECF No. 130), p. 28 and Ex. “A” thereto.
 

B. Insolvency Under RCW 19.40.41
*14 Just as the trustee does not rely solely upon the actual 
fraud provision of 11 U.S.C. § 548(a)(1)(A), but also 
argues under subpart (B), so the trustee does not rely 
solely on the actual fraud provision of RCW 
19.40.41(a)(1). He also argues under subpart (2), which is 
the constructive fraud provision.
 
Similar to the requirements of 11 U.S.C. § 548(a), the 
UFTA voids a transfer resulting from actual fraud or, as 
an alternative, a transfer made while the debtor is 
insolvent and for which no reasonably equivalent value is 
given. The evidence referenced above also meets the 
requirement of insolvency under the state statute.
 
UFTA does not define insolvency nor require the 

application of any specific accounting test to determine 
insolvency. In addition to the conclusions referenced 
above, Mr. Quackenbush also examined the question of 
whether the debtor had sufficient capital resource to 
continue business operations for the foreseeable future, 
commonly referred to as the “reasonable capital test.” Mr. 
Quackenbush concluded that from 2000 to the bankruptcy 
filing, the debtor experienced net losses each year and had 
annual negative equity. The 10 year average debt to 
equity ratio, i.e., the amount of liabilities compared to 
equity, was 1.25. Quackenbush Decl. (ECF No. 130), p. 
30. In other words, for every dollar of liability, the debtor 
had 25 cents of equity. Mr. Quackenbush’s conclusion at 
ECF No. 130, p. 31, stated, “At no time, during the period 
under this report, did the Debtor have a level of 
capital/equity sufficient to run its business.”
 
To summarize, the moving party has produced evidence 
that the debtor was insolvent from its inception in 1997 to 
the 2009 bankruptcy and no genuine issue of fact exists 
regarding that conclusion.3 The insolvency requirements 
of 11 U.S.C. § 548(a)(1)(B) and that of RCW 
19.40.41(a)(2) have been meet.
 

C. Reasonably Equivalent Value.
The “reasonably equivalent value” referenced regarding 
constructive fraud may be calculated by determining the 
amount the defendant initially transferred to the person 
who engaged in the fraudulent activity. Return of that 
initial loan or investment has been considered to be 
reasonably equivalent value. The same result occurs in 
situations arising from actual fraud if a defendant can 
demonstrate the defenses found in 11 U.S.C. § 548(c). To 
the extent the defendant gave value for the transfer and 
received the transfer in good faith, the plaintiff may only 
recover sums received in excess of the initial investment. 
In re Agricultural Research and Technology Group, Inc., 
916 F.2d 528. See also In re AFI Holding, Inc., 525 F.3d 
at 705. In the context of this case, the trustee may not 
recover any transfer up to the amount that the defendant 
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initially loaned to the debtor if the defendant meets the 
good faith portion of the defense.4

 
The analysis required by both the Bankruptcy Code and 
UFTA to calculate the amount which may be recovered 
by the trustee in the context of a Ponzi scheme is 
contained in Donell v. Kowell, 533 F.3d at 771.

*15 In the context of a Ponzi scheme, whether the 
receiver seeks to recover from winning investors under 
the actual fraud or constructive fraud theories generally 
does not impact the amount of recovery from innocent 
investors. Under the actual fraud theory, the receiver 
may recover the entire amount paid to the winning 
investor, including amounts which could be considered 
“return of principal.” However, there is a “good faith” 
defense that permits an innocent winning investor to 
retain funds up to the amount of the initial outlay. See 
CAL. CIV. CODE § 3439.08(a); Scholes, 56 F.3d at 
759; Agritech, 916 F.2d at 535. Under the constructive 
fraud theory, the receiver may only recover “profits” 
above the initial outlay, unless the receiver can prove a 
lack of good faith, in which case the receiver may also 
recover the amounts that could be considered return of 
principal. CAL. CIV. CODE § 3439.08(d); Scholes, 56 
F.3d at 757.

 
Questions of fact remain in these “claw-back” cases 
regarding the amount of any recovery to which the trustee 
is entitled. Accounting will be necessary to determine if 

reasonably equivalent value was given by any particular 
defendant, i.e., the amount of the transfer which 
represents a return of the initial loan. Evidence must be 
received from each defendant regarding the defense of 
good faith, i.e., whether the defendant knew or should 
have known that the transfer occurred as the result of 
wrongful activity on the part of the debtor. In re 
Agricultural Research and Technology Group, Inc., 916 
F.2d at 536. Those factual questions will be addressed at 
the time of trial by the district court.
 

CONCLUSION

It is the bankruptcy court’s report and recommendation 
that the Plaintiff’s Motion for Partial Summary Judgment 
(ECF No. 125) be GRANTED. The evidence 
conclusively demonstrates that this debtor engaged in a 
Ponzi scheme, and that the debtor was insolvent from its 
inception in 1997 to the 2009 bankruptcy. No genuine 
issues of material fact exist regarding these conclusions.
 

All Citations

Not Reported in B.R., 2013 WL 3305393

Footnotes

1 The Affidavit of Nelson (ECF No. 353), ¶ 32 states the “refurbish” of the building was for the debtor’s office.

2 The determination of actual fraud arising from a Ponzi scheme rather than a determination of constructive fraud is of great 
importance. The statute of limitations contained in UFTA to recover transfers arising from actual fraud is four years from the date 
of discovery. The statute of limitations contained in UFTA to recover transfers arising from constructive fraud is two years. The 
statute of limitations under 11 U.S.C. § 548(a)(1)(A) and (B) limits recovery for transfers made within two years of the bankruptcy 
filing.

3 Ms. Nelson in her affidavit states she made an original capital contribution. Nelson Aff. (ECF No. 353), ¶ 9. The Examiner and the 
plaintiff’s experts state there is no evidence of any such capital contribution. Although this is a disputed fact, it is not material. 
Assuming Ms. Nelson made an initial capital contribution, it was inadequate to render the debtor solvent from 1997 to 2009.

4 The existence of these statutory defenses have resulted in some decisions referring to “the Ponzi scheme presumption” that 
transfers occurring as part of the scheme are presumably recoverable. It is not a presumption that a transfer occurring in the context 
of a Ponzi scheme is a transfer resulting from actual fraud. Rather, that results as a matter of law. Instead of referring to a 
presumption, it is more descriptive to refer to an affirmative defense which may limit a plaintiff’s recovery if the defendant can 
produce evidence and satisfy the burden of demonstrating good faith and reasonably equivalent value.
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Appeal from the United States Bankruptcy Court for the 
District of Idaho, Jim D. Pappas, Bankruptcy Judge, 
Presiding.

Before: JURY, HOLLOWELL, and MARKELL 
Bankruptcy Judges.

MEMORANDUM*

*1 Appellants Froerer Farms, Inc. (“FFI”) and Chase 
Froerer (“Froerer”) (collectively, “Defendants”) appeal 
the bankruptcy court’s order granting summary judgment 
in favor of the chapter 7 trustee, Jeremy Gugino,1 and 
denying Defendants’ cross motion for summary judgment 
in an avoidance action under § 544(a)(1).2

 
We REVERSE.

 

I. FACTS

On July 2, 2009, debtors Jason and Kasondra Mayer sold 
their 100% unencumbered interest in a 2004 Mastercraft 
X2 boat to FFI for $24,000. On the same day, debtors 
assigned the Idaho certificate of title for the boat to FFI 
and Froerer transported the boat to Nysaa, Oregon. FFI is 
an Oregon limited liability company and Froerer, FFI’s 
agent, is a resident of Oregon.
 
On July 14, 2009, debtors executed a “release of liability” 
form for the boat which they delivered to the Idaho 
Department of Transportation.
 
In November 2009, FFI transported the boat back to Idaho 
for minor repairs. Within a few days, the boat was 
returned to Oregon where it has remained ever since.
 
Since the date of purchase, FFI has provided and paid for 
insurance coverage for the boat. FFI also placed a state of 
Oregon dealer plate on the boat. FFI was a purchaser of 
vehicles3 and the record indicates that FFI never intended 
to obtain an Idaho certificate of title for the boat because 
its affiliate, M and W Auto, had an Oregon dealer’s 
license in Oregon and resold the vehicles and equipment 
that FFI purchased.
 
On December 23, 2009, debtors filed their chapter 7 
bankruptcy petition. As of the date of the filing, the boat 
was still titled under an Idaho certificate of title in the 
name of “Jason R. Mayer.”
 
On January 15, 2010, unaware of debtors’ filing, FFI 
applied for a boat title with the Oregon State Marine 
Board.
 
On January 16, 2010, the trustee filed an adversary 
proceeding against Defendants, seeking to avoid FFI’s 
ownership interest in the boat under § 544(a)(1) and 
compel turnover under § 542(a).4 Thereafter, the trustee 
moved for summary judgment, asking the bankruptcy 
court to conclude, as a matter of law, that Idaho law 
should apply to the dispute. Under Idaho law, the 
certificate of title was dispositive on the ownership issue.
 
Defendants filed an opposition and cross motion for 
summary judgment, contending that Oregon had the more 
significant relationship to the transaction and the parties. 
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Under Oregon law, the certificate of title was not 
conclusive evidence of ownership. In that event, 
Defendants alleged that the undisputed facts showed they 
were the owners of the boat.
 
On July 19, 2010, the bankruptcy court issued a 
Memorandum Decision ruling in favor of the trustee on 
the parties’ cross motions for summary judgment and 
entered an order on the same day. Utilizing the federal 
common law choice of law rules and analysis set forth in 
Hopkins v. Shradley (In re Shradley), 03.1 I.B.C.R. 7, 9 
(Bankr.D.Idaho 2003), the bankruptcy court determined 
that the state of Idaho had the most significant 
relationship to the transaction and the parties.5 As a result, 
the certificate of title in the name of “Jason R. Mayer” 
was dispositive as to the ownership issue. Therefore, the 
trustee could avoid Defendants’ unrecorded interest in the 
boat under § 544(a)(1).
 
*2 Defendants timely filed this appeal.
 

II. JURISDICTION

The bankruptcy court had jurisdiction over this 
proceeding under 28 U.S.C. §§ 1334 and 157(b)(2)(A) 
and (E). We have jurisdiction under 28 U.S.C. § 158.
 

III. ISSUES

A. Whether the bankruptcy court erred in its application 
of the choice of law rules; and if the bankruptcy court did 
err,
 
B. Whether the undisputed facts showed that Defendants 
had an equitable ownership interest in the boat superior to 
the rights of a judicial lien creditor under Oregon law.
 

IV. STANDARD OF REVIEW

In reviewing the bankruptcy court’s decision on a motion 
for summary judgment, we apply the same standards as 

the bankruptcy court. Accordingly, our review is de novo. 
Ghomeshi v. Sabban (In re Sabban), 600 F.3d 1219, 
1221–22 (9th Cir.2010).
 

V. DISCUSSION

Under § 544(a)(1), the bankruptcy trustee obtains the 
rights and powers of a hypothetical creditor who obtained 
a judicial lien on all of the property in the estate at the 
time of the commencement of the bankruptcy case. The 
trustee’s rights and powers as a judicial lien creditor are 
based upon state law. Thus, if under state law, an actual 
judicial lien creditor without knowledge could obtain a 
superior interest to that of Defendants’ unrecorded 
ownership interest in the boat, Defendants would be 
relegated to the status of unsecured creditors in debtors’ 
estate.
 

A. Choice of Law Rules
The first question we must resolve is whether the trustee’s 
rights and powers as a judicial lien creditor are based on 
Idaho or Oregon law. Which state’s substantive law 
governs an issue is a question of law. Downing v. 
Abercrombie & Fitch, 265 F.3d 994, 1005 (9th Cir.2001). 
However, determining which state has the most 
significant relationship to the dispute at issue involves a 
factual determination. Id. (“In reviewing the factual 
findings that underlie the choice of law determination, the 
court must apply the clearly erroneous standard.”).
 
On appeal, Defendants do not contend there was a 
genuine issue of material fact that prevented entry of 
summary judgment for the trustee.6 Instead, Defendants 
contend that the bankruptcy court made an error of law by 
giving certain factors in its choice of law analysis little or 
no weight. Therefore, the choice of law issue before us is 
purely a question of law over which we exercise free 
review.
 
In general, the vehicle titling laws of Idaho and Oregon 
serve as a simple and effective means for ascertaining the 
title to, and interests in, motor vehicles whether for 
liability or other purposes. Although the basic policies of 
Idaho and Oregon behind their certificate of title laws are 
the same, there is a genuine conflict between the laws 
insofar as the outcome of this appeal is concerned. 
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Further, both Idaho and Oregon have a legitimate interest 
in the enforcement of their vehicle titling statutes to 
establish ownership for liability and other purposes. 
Therefore, a choice of law analysis is appropriate.
 
*3 The Ninth Circuit generally looks to federal choice of 
law rules under federal statutes. Liberty Tool & Mfg. v. 
Vortex Fishing Sys ., Inc. (In re Vortex Fishing Sys., Inc.), 
277 F.3d 1057, 1069 (9th Cir.2002); Lindsay v. Beneficial 
Reinsurance Co. (In re Lindsay), 59 F.3d 942, 948 (9th 
Cir.1995) ( “In federal question cases with exclusive 
jurisdiction in federal court, such as bankruptcy, the court 
should apply federal, not forum state, choice of law 
rules.”). However, cases outside of this circuit specifically 
construe § 544(a)(1) to require application of the conflicts 
of law rules of the state in which the bankruptcy was 
filed. Krigel v. Mercedes–Benz Credit Corp. (In re 
Stanley), 249 B.R. 509 (W.D.Mo.2000); Huisinga v. 
Greater Quad City Auto Auction (In re Hocken), 360 B.R. 
282 (Bankr.N.D.Iowa 2007). Although this potentially 
could cause a conflicts of law problem, that is not the case 
here. Both federal law and Idaho law look to the 
Restatement (Second) of Conflicts of Law (1971) (the 
“Restatement”) for the choice of law rules. This is thus a 
case of “false” conflicts as contemplated by conflicts 
scholars. Peter Hay, Patrick J. Borchers & Symeon C. 
Symeonides, Conflict of Laws § 2.9 n. 15 (5th ed. 2010) 
(“False conflicts ... include cases in which the laws of the 
involved states are identical, or different, but produce 
identical results.”). We therefore apply the Restatement to 
determine the source of the trustee’s § 544(a)(1) avoiding 
powers in this case.
 
Section 6(2) of the Restatement lists several factors 
relevant to a choice of law analysis:

(a) the needs of the interstate and international systems;

(b) the relevant policies of the forum;

(c) the relevant policies of other interested states and 
the relative interests of those states in the determination 
of the particular issue;

(d) the protection of justified expectations;

(e) the basic policies underlying the particular field of 
law;

(f) certainty, predictability and uniformity of result; and

(g) ease in the determination and application of the law 
to be applied.

 
Comment (c) to § 6(2) of the Restatement illustrates what 

approach should be taken in evaluating these factors: The 
factors listed are not exclusive nor are they listed in any 
order of importance. The comment further provides that 
“[v]arying weight will be given to a particular factor, or to 
a group of factors, in different areas of choice of law.” 
Restatement § 6 cmt. c.
 
These directives demonstrate that the Restatement is 
designed to avoid a formulaic approach. Rather, courts 
must evaluate how much weight should be allotted to 
each of the factors given the specific facts of the case. 
Furthermore, “a particular state’s contacts are measured 
on a qualitative rather than a quantitative basis. Thus, 
more than a mere ‘counting’ of the contacts is required.” 
Buffalo Molded Plastics, Inc. v. Plastic Mold Tech., Inc. 
(In re Buffalo Molded Plastics, Inc.), 354 B.R. 731, 752 
(Bankr.W.D.Pa.2006).
 
*4 Although § 6(2) of the Restatement states general 
principles for resolving conflict of law issues, there are 
other areas of the Restatement that provide further 
guidance for the weighing of specific factors related to the 
issue at hand. Here, the trustee’s avoidance action raises 
the issue of competing interests in the boat. Therefore, the 
best characterization for choice of law purposes is that a 
property issue is implicated.
 
Section 222 of the Restatement states the overall principle 
for determining conflict of law issues as to property. This 
section provides:

The interests of the parties in a thing are determined, 
depending upon the circumstances, either by the ‘law’ 
or by the ‘local law’ of the state which, with respect to 
the particular issue, has the most significant 
relationship to the thing and the parties under the 
principles stated in § 6.

 
Comment (b) to § 222 of the Restatement states that 
protection of the justified expectations of the parties is of 
considerable importance in the field of property.

Parties enter into property transactions with forethought 
and are likely to consult a lawyer before doing so. They 
will expect certain legal consequences to ensue from a 
given transaction and, in the absence of strong 
countervailing considerations, their expectations should 
not be disappointed. The relative importance of a 
person’s expectations will vary with the circumstances. 
When transfers of interests in things are based upon 
consideration, such as in the case of the sale of land or 
of chattels, the expectations of the transferor and of the 
transferee are of equal importance.... The need for 
protecting the expectations of the parties gives 
importance in turn to the values of certainty, 
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predictability and uniformity of result. For, unless these 
values are attained, the expectations of the parties are 
likely to be disappointed.

 
Section § 244 of the Restatement is also relevant to the 
conveyance at issue. This section provides:

(1) The validity and effect of a conveyance of an 
interest in a chattel as between the parties to the 
conveyance are determined by the local law of the state 
which, with respect to the particular issue, has the most 
significant relationship to the parties, the chattel and 
the conveyance under the principles stated in § 6.

(2) In the absence of an effective choice of law by the 
parties, greater weight will usually be given to the 
location of the chattel, or group of chattels, at the time 
of the conveyance than to any other contact in 
determining the state of the applicable law.

 
Comment (f) of this section provides in relevant part:

The importance of a chattel’s location at the time of the 
conveyance in the choice of the applicable law depends 
somewhat upon the intended permanence of this 
location. If the parties intended that the chattel should 
remain in this location more or less permanently, the 
state of the chattel’s location will in all probability be 
the state of most significant relationship and thus the 
state of the applicable law. The situation is different 
when it is understood that the chattel will be kept only 
temporarily in the state where it was located at the time 
of the conveyance. Here it is more likely that, with 
respect to the particular issue, some other state will 
have the most significant relationship to the parties, the 
chattel and the conveyance and be the state of the 
applicable law.

 
*5 Defendants contend that the bankruptcy court erred in 
applying the above referenced choice of law rules by 
giving little or no weight to the factors listed in §§ 222 
and 244 of the Restatement. Under the former, the 
protection of the justified expectations of the parties 
factor is of considerable importance in the field of 
property. Section 244(2) of the Restatement instructs that 
when the parties to a conveyance do not intend a chattel 
to remain in the state where it is located at the time of 
conveyance, the weight to be given to the location of the 
chattel at the time of conveyance is significantly lessened.
 

B. Choice of Law Analysis: Application of §§ 6(2), 222 

and 244 of the Restatement
In the first step of its choice of law analysis, the 
bankruptcy court considered the factual contacts with the 
states of Idaho and Oregon. The court observed that the 
sale transaction took place in Idaho, the boat was 
physically in Idaho at the time of the sale and it was 
owned by Idaho residents. The court further noted that 
Defendants traveled to Idaho to complete the sale, the 
purchase money changed hands in Idaho, and Defendants 
returned the boat to Idaho to have it repaired and 
improved. In contrast, the court found that the contacts 
with Oregon were relatively minimal. In that regard, the 
court observed that the boat was taken to Oregon after 
purchase by its Oregon-resident new owner. Based on 
these findings, the court concluded that the contacts with 
Idaho arising from the transaction were significant.
 
However, the contacts of the transactions and the parties 
with either jurisdiction are to be weighed in light of the 
guiding policy concerns. Here, the bankruptcy court 
recognized the significance of the change in the location 
of the boat immediately after the purchase, but gave that 
factor little weight. Indeed, while the transaction and 
purchase took place in Idaho, the record shows that FFI 
never intended to keep the boat in Idaho and, in fact, 
immediately moved the boat to Oregon after the purchase. 
This makes sense since FFI was an Oregon corporation 
with its place of business in Oregon.
 
In cases involving personal property, the Restatement 
instructs when it is understood that the chattel will be kept 
only temporarily in the state where it was located at the 
time of the conveyance, it is more likely that, with respect 
to the particular issue, some other state will have the most 
significant relationship to the parties, the chattel and the 
conveyance, and be the state of the applicable law. Thus, 
because the boat was immediately moved to Oregon, 
Idaho’s interest in the transaction was greatly diminished. 
See Restatement § 244; Compliance Marine, Inc. v. 
Campbell (In re Merritt Dredging Co., Inc.), 839 F.2d 
203, 207–08 (4th Cir.1988); Shoeps v. Museum of Modern 
Art, 594 F.Supp.2d 467, 468 (S.D.N.Y.2009). 
Accordingly, as between Idaho and Oregon, we conclude 
that under factor (c) of § 6(2) of the Restatement—the 
relevant policies of other interested states and the relative 
interests of those states in the determination of the 
particular issue—the interests of Oregon outweigh those 
of Idaho under these circumstances. Oregon would have a 
significant interest in protecting a corporation which 
maintains its place of business in Oregon and has assets 
located within the state.
 
*6 The bankruptcy court also considered factor (d) of § 
6(2) of the Restatement—the protection of the justified 
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expectation factor—in conjunction with factor (f)—the 
certainty, predictability, and uniformity of result factor. 
The court recognized that the expectations of the parties 
pointed to application of Oregon law.

Without question, the expectations of both the 
Defendants and Debtors were that when the Boat was 
sold, ownership passed from Debtors to FFI, with 
Defendants to have immediate possession of the Boat. 
Arguably, this should lead the court to favor 
application of the laws of Defendants’ home state, and 
not the sellers’ state.

However, the court further concluded:

[W]ere the court to give strict heed to the parties’ 
expectations, the certainty and uniformity promoted by 
application of the Idaho vehicle titling law to a Boat 
located in this state would be undermined. The Court 
has previously commented on the legislative policy 
promoted by Idaho’s titling statute....7

 
The bankruptcy court concluded that predictability, 
certainty and uniformity should weigh more heavily in 
this context than mechanical obedience to the parties’ 
expectations.
 
The court’s statements lead us to conclude that it made 
the relevant policies of Idaho the predominant factor in its 
choice of law analysis. Indeed, the court’s discussion 
overlooked comment (b) to § 222 of the Restatement, 
which provides that protection of the justified 
expectations of the parties is of considerable importance 
in the field of property. Protecting the parties’ 
expectations, in turn, gives importance to the values of 
“certainty, predictability and uniformity of result.” 
Restatement § 222; Buffalo Molded Plastics, Inc., 354 
B.R. at 755.
 
Admittedly, the expectations of the transferors, the 
debtors in this case, is of little import in this avoidance 
action because it is the trustee, as a judicial lien creditor, 
who is seeking the avoidance on behalf of the unsecured 
creditors. Nonetheless, we cannot totally ignore 
Defendants’ expectations when they took the steps to 
immediately move the boat to Oregon after the sale and, 
as a result, Idaho’s substantive connection with the 
transaction was lessened. Under these circumstances, we 
conclude that greater predictability and uniformity8 can be 
achieved by placing emphasis on Defendants’ 
expectations as directed by comment (b) to § 222 of the 
Restatement. Accordingly, we conclude that factors (d) 
and (f) of § 6(2) of the Restatement point to the 
application of Oregon’s certificate of title law.
 
The bankruptcy court also considered factor (g) of § 6(2) 

of the Restatement—the ease of determination and 
application of law to be applied. In doing so, the court 
concluded that it “was very familiar with Idaho’s vehicle 
titling law, and has applied it on numerous occasions. The 
Court has no reported experience with the Oregon title 
laws.” To some degree it is easier for a bankruptcy court 
in Idaho to apply Idaho law. However, bankruptcy courts 
frequently look to the law of other states. In any event, we 
conclude that this factor has little significance because the 
vehicle titling laws in either Idaho or Oregon are easy to 
determine and apply.
 
*7 The bankruptcy court did not specifically mention 
factor (a)—the needs of interstate and international 
systems.9 As discussed above, Oregon has the dominant 
interest in this case because the boat was transported to 
Oregon, had Oregon dealer plates on it and was purchased 
by an Oregon corporation. In short, Oregon’s vehicle 
titling law is not so abnormal that its application would 
disrupt interstate systems. Therefore, factor (a) provides 
some support for the application of Oregon law, but this 
factor is not determinative.
 
In sum, based solely on a qualitative analysis, the factors 
set forth in §§ 222 and 244 of the Restatement weigh 
heavily in favor of the application of Oregon law. The 
factors regarding the parties’ expectations and the 
removal of the boat from Idaho immediately after the 
transaction in essence dictate a more significant 
relationship with Oregon in the context of this dispute. 
Other factors in § 6(2) of the Restatement also support the 
application of Oregon law as discussed above.
 

C. Ownership Of The Boat Under Oregon Law
Having determined that Oregon law should apply to the 
avoidance action under a conflicts analysis, the second 
issue we must decide is whether the undisputed facts 
conclusively demonstrate that Defendants are the 
beneficial owners of the boat. We conclude that they do.
 
In Oregon, although the certificate of title is prima facie 
evidence of ownership,10 it is not unimpeachable or 
conclusive evidence of ownership.
 

[T]he content and design of the Oregon Vehicle Code 
demonstrate that the legislature did not intend those 
statutes to define terms (such as ‘own’) for purposes of 
contracts between private parties generally, much less 
for purposes of auto liability policies particularly. 
Rather, the legislature’s express intent in the vehicle 
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code in general, and in the ‘provisions ... relating to the 
registration and titling of vehicles’ specifically, ORS 
801.020(1)(c), was ‘to provide a comprehensive system 
for the regulation of all motor and other vehicles in this 
state,’ ORS 801.020(1). Moreover, the definitions in 
the vehicle code, including the code’s definition of 
‘owner,’ ORS 801.375, purport to govern only the 
construction of the code itself. See ORS 801.100.
Farmers Ins. Exch. v. Crutchfield, 113 P.3d 972, 981 
(Or.Ct.App.2005), rev. den., 127 P.3d 650 (2005). 
Accordingly, under Oregon law, equitable title, coupled 
with the actual possession of the property, bears with it 
all the incidents of legal title. Id. at 981. Moreover, 
control and dominion are important aspects of 
ownership and the buyer’s complete performance under 
the contract also supports a conclusion that the buyer 
owns the item purchased. Id.

The undisputed facts in the record show that after paying 
the purchase price, Defendants took possession of the 
boat and had complete control over it. They paid for the 
insurance and performed the necessary repairs. 
Accordingly, we conclude as a matter of law, that 
Defendants, not debtors, were the owners of the boat 
under Oregon authorities.
 
*8 We also consider whether Defendants’ unrecorded 
interest in the boat was superior to that of a judicial lien 
creditor under Oregon law. Although there is no Oregon 
case law on point addressing the priorities between a bona 
fide purchaser of a vehicle and a judicial lien creditor, 
generally, the lien of a judgment creditor attaches only to 
property actually owned by the judgment debtor. “A lien 
will not attach to property that has previously been 
conveyed to an innocent purchaser for value, even if that 
prior interest is unrecorded.” Certified Mort’g Co. v. 

Shepherd, 838 P.2d 1082, 1085 (Or.Ct.App.1992); 
Thompson v. Hendricks, 245 P. 724 (1926) (the lien of a 
judgment creditor attaches only to property actually 
owned by the judgment debtor); see also 50 C.J.S. 
Judgments § 784 (2011) (“A judgment does not attach as 
a lien on property which formerly belonged to the 
judgment debtor but which, before rendition of the 
judgment, had been sold or aliened in good faith.”); 7 
C.J.S. Attachment § 238 (2011) (“In the absence of a 
contrary statute, or special circumstances such as fraud, 
the attaching creditor secures only such rights in the 
property as the debtor had at the time of attachment.”).
 
Accordingly, the trustee, as a judicial lien creditor, could 
attach only the interest of debtors in the boat as of the 
commencement of debtors’ case. At the time debtors filed 
their petition, they no longer had an interest in the boat 
that could be attached because it was sold to Defendants. 
Therefore, the trustee’s rights as a judicial lien creditor 
would not be superior to that of Defendants who were 
good faith purchasers.
 

VI. CONCLUSION

For the reasons stated above, we REVERSE.
 

All Citations

Not Reported in B.R., 2011 WL 3299053

Footnotes

* This disposition is not appropriate for publication. Although it may be cited for whatever persuasive value it may have (see Fed. 
R.App. P. 32.1), it has no precedential value. See 9th Cir. BAP Rule 8013–1.

1 The trustee did not participate in this appeal.

2 Unless otherwise indicated, all chapter, section and rule references are to the Bankruptcy Code, 11 U.S.C. §§ 101–1532, and to the 
Federal Rules of Bankruptcy Procedure, Rules 1001–9037.

3 It is unclear whether FFI was formed for the purpose of purchasing vehicles for resale. Froerer provides no further explanation in 
his declaration other than FFI purchases vehicles and equipment which it sells through its “affiliate,” M and W Auto.

4 The trustee also included a claim for relief under § 549(a). The bankruptcy court did not rule on that claim. Based on the parties’ 
stipulation, the court entered judgment for the trustee on this claim on October 6, 2010, causing all issues raised in the adversary 
proceeding to be finally resolved. This procedure raises a jurisdictional concern. If the § 549 claim were unresolved, the appeal 
would be interlocutory, and not final. The stipulation, however, states that the parties’ resolution of the § 549 claim is “subject to 
the pending appeal.” This type of reservation undermines the finality of the order, and signals potentially manufactured 
jurisdiction. See Am. States Ins. Co. v. Dastar Corp ., 318 F.3d 881, 885–92 (9th Cir.2003); Dannenberg v. Software Toolworks, 
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Inc., 16 F.3d 1073, 1075–78 (9th Cir.1994). In this case, to the extent that the reservation destroys finality, we grant leave to 
appeal, thus removing any jurisdictional issue.

5 Except for the application of federal choice of law rules, Shradley is factually distinguishable from the instant case.

6 Defendants concede that if Idaho law applies, the certificate of title bearing Jason’s name is dispositive on the ownership issue. 
Idaho Code § 49–503 states:

[N]o person acquiring a vehicle from the owner ... shall acquire any right, title, claim or interest in or to the vehicle until he had 
issued to him a certificate of title to that vehicle, nor shall any waiver or estoppel operate in favor of that person against a person 
having possession of a certificate of title or an assignment of the certificate of the vehicle for a valuable consideration.

Idaho bankruptcy and state courts have interpreted this provision strictly. See Gugino v. Knezevich (In re Pegram), 395 B.R. 692 
(Bankr.D.Idaho 2008); Northland Ins. Co. v. Boise’s Best Autos & Repairs, 970 P.2d 21 (Idaho Ct.App.1997), rev’d on other 
grounds, 958 P.2d 589 (Idaho 1998).

7 In this regard, the bankruptcy court cited Hopkins v. Brasseaux (In re Saunders), 08.1 I.B.C.R. 16, 17 (Bankr.D.Idaho 2008), 
where the court found that the policy promoted by the Idaho motor vehicle title system, as implemented by the case law, protects 
those who rely upon the certificate of title to determine ownership or other rights in a vehicle. However, it is unlikely that a judicial 
lien creditor would actually rely on a certificate of title. Rather, the judicial lien creditor’s rights arise without any reliance.

8 In reality, the motor vehicle titling laws in general probably work against uniformity due to the fifty states having diverse vehicle 
codes.

9 Comment (d) “Needs of the interstate and international systems” states:
Probably the most important function of choice-of-law rules is to make the interstate and international systems work well. 
Choice-of-law rules, among other things, should seek to further harmonious relations between states and to facilitate commercial 
intercourse between them. In formulating rules of choice of law, a state should have regard for the needs and policies of other 
states and of the community of states. Rules of choice of law formulated with regard for such needs and policies are likely to 
commend themselves to other states and to be adopted by these states. Adoption of the same choice-of-law rules by many states 
will further the needs of the interstate and international systems and likewise the values of certainty, predictability and 
uniformity of result.

10 Or.Rev.Stat. § 802.240 provides in relevant part:
In all actions, suits or criminal proceedings when the title to, or right of possession of, any vehicle is involved, the record of title, 
as it appears in the files and records of the Department of Transportation, is prima facie evidence of ownership or right to 
possession of the vehicle.

End of Document © 2022 Thomson Reuters. No claim to original U.S. Government Works.
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S.D. New York.

In re: METROMEDIA FIBER 
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Abovenet, Inc. (f/k/a Metromedia Fiber 
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McCarter & English, LLP, By: Joseph Lubertazzi, Jr., 
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OPINION ON CROSS–MOTIONS FOR SUMMARY 
JUDGMENT

HARDIN, Bankruptcy J.

*1 Plaintiffs, reorganized debtors Abovenet, Inc. (f/k/a 

Metromedia Fiber Network, Inc.) and Abovenet 
Communications, Inc. (f/k/a Metromedia Fiber Network 
Services, Inc. (collectively, where appropriate with other 
debtor entities, “MFN” or “Debtors”), brought this 
adversary proceeding against defendant Lucent 
Technologies, Inc. (“Lucent”) to recover a single 
prepetition payment made by the Debtors to Lucent by 
wire transfer in the amount of $782,712 (the “Transfer”) 
as a preference under Section 547 and as a fraudulent 
conveyance under Section 548 of the Bankruptcy Code. 
The fraudulent conveyance claim under Section 548 has 
been voluntarily dismissed. The parties have made 
cross-motions for summary judgment on the preference 
claim.
 
I conclude that there are no triable issues of fact and that 
Lucent is entitled as a matter of law to judgment 
dismissing the preference claim under the “ordinary 
course of business” exception in Section 547(c)(2).
 

Jurisdiction

This Court has jurisdiction over this core proceeding 
under 28 U.S.C. §§ 1334(a) and 157(a) and (b) and the 
standing order of referral of cases to bankruptcy judges 
dated July 10, 1984 signed by Acting Chief Judge Robert 
J. Ward.
 

Background

MFN (pre-petition) and Debtors (post-petition) provide 
fiber optic infrastructure, high-bandwidth internet 
connectivity and managed internet infrastructure services 
for their communications-intensive customers. Lucent is a 
manufacturer and provider of telephone communications 
products and equipment. Prior to the petition Lucent sold 
to MFN fiber optic cable and other telecommunications 
equipment pursuant to an August 1997 Furnished Only 
Product Purchase Agreement and subsequent amendments 
(the “FOPPA”). In late 2000 or early 2001 MFN fell 
behind in payment obligations to Lucent for products sold 
under the FOPPA, and Lucent became one of MFN’s 
largest creditors.
 
By mid–2001 MFN faced a severe liquidity crisis. To 
remain solvent MFN sought additional financing from 
Citibank and other lenders (the “Lenders”). The Lenders 
agreed to provide $380 million in new long-term debt to 
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MFN but required that MFN restructure a large 
percentage of MFN’s outstanding vendor payables. 
Ultimately, over 300 of MFN’s vendors agreed to 
restructure over $500 million in debt that MFN owed (the 
“MFN Restructuring”). The MFN Restructuring was 
completed on October 1, 2002.
 
One of the vendors which participated in the MFN 
Restructuring was Lucent (the “Lucent Debt 
Rescheduling”). In accordance with an agreement (the 
“Lucent Agreement”), the amount of debt that was 
rescheduled was $36,067,378 evidenced by a note (the 
“Lucent Note”), consisting of $27,357,808.10 for 
products and services that Lucent had previously provided 
to MFN and $8,709,570 for additional products which 
were located at the Hilversum Warehouse in Europe. The 
Lucent Note provided for payment of equal monthly 
installments in the amount of $1,639,467.01 for 
twenty-two months. On November 1 and November 30, 
2001 the Debtors paid the first and second installments 
each in this amount.
 
*2 The Lucent Note contained a prepayment provision 
authorizing MFN, at MFN’s option, to prepay up to half 
the Lucent Note with registered, fully transferable stock. 
On December 21, 2001 the Debtors exercised their option 
under the terms of the Lucent Note and prepaid 
$16,895,373 of the rescheduled debt with the issuance of 
stock. This prepayment reduced the future monthly 
payments of principal and interest from $1,639,467 to 
$807,393, but the larger amount was inadvertently paid by 
MFN to Lucent for the January 1, 2002 payment, 
resulting in an overpayment of $832,074. After using this 
overpayment to satisfy the February 2002 monthly 
payment, reducing the remaining overpayment amount to 
$24,681, MFN made the net payment due for March by 
wire transfer in the amount of $782,712 (the “Transfer”).
 
The Transfer was within the three-month preference 
period, and it is this Transfer which MFN seeks to recover 
in this adversary proceeding.
 

Points of Controversy

There is no dispute that the Transfer was (1) to or for the 
benefit of creditor Lucent, (2) for or on account of an 
antecedent debt owed by MFN before such transfer was 
made, (3) made while MFN was insolvent, (4) made 
within ninety days before the date of the filing of the 
petition and (5) enabled Lucent to receive more than it 
would have received if the Transfer had not been made 
and the case were a case under Chapter 7, thereby 

fulfilling the requirements of Section 547(b)(1) through 
(5).
 
Lucent has asserted the so-called “ordinary course of 
business” defense under Section 547(c)(2)(A), (B) and 
(C). The relevant portion of the statute reads as follows:

(c) The trustee may not avoid under this section a 
transfer—

(2) to the extent that such transfer was—

(A) in payment of a debt incurred by the debtor in 
the ordinary course of business or financial affairs of 
the debtor and the transferee;

(B) made in the ordinary course of business or 
financial affairs of the debtor and the transferee; and

(C) made according to ordinary business terms;
 
The parties agree that the Transfer was “in payment of a 
debt incurred by the debtor in the ordinary course of 
business or financial affairs of the debtor and the 
transferee,” thereby satisfying subpart (A).
 
Controversy arises under subparts (B) and (C) of Section 
547(c)(2). The Debtors contend that seven elements of the 
Lucent Debt Rescheduling and certain related agreements 
are sufficiently “unique” or “different” that the Transfer 
cannot be deemed to meet the “ordinary course of 
business” test under subpart (B) or the “ordinary business 
terms” test under subpart (C):

• The option to prepay half the Lucent Note using 
MFN stock

• Lucent’s receipt of registered, fully transferable 
MFN stock

• Termination of Lucent warranties upon MFN’s 
exercise of the debt for stock option

• Issuance of warrants to purchase MFN stock

• A “material adverse change” provision in the 
Lucent Note

*3 • A guarantee of the Lucent Note by certain MFN 
subsidiaries

• Inclusion in the rescheduled debt of MFN’s 
liability on account of the Hilversum Warehouse 
inventory

 
After discussion of certain relevant principles of law in 
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point I, below, each of these points of controversy will be 
considered as they relate to the legal requirements under 
subparts (B) and (C) of Section 547(c)(2).
 

Discussion

I. Governing principles of law
The Transfer represented a monthly installment payment 
of antecedent debt made by MFN to Lucent pursuant to 
the Lucent Debt Rescheduling. To be exempt from 
recovery as a preference, a transfer must be “made in the 
ordinary course of business or financial affairs of the 
debtor and the transferee” under subpart (B) of Section 
547(c)(2). It might seem counter-intuitive that a 
restructuring of a company’s debt could ever be deemed 
“in the ordinary course of business” for a corporate entity, 
even a particularly improvident enterprise. But 
restructurings are commonplace in debtor/creditor 
relationships, particularly in hard times, and are deemed 
an important and economic means to achieve beneficial 
results for both debtors and creditors without resort to 
costly and time-consuming court proceedings. Moreover, 
a restructuring of any particular creditor’s debt is 
generally intended to conserve and thereby benefit the 
debtor’s estate and all other creditors. Accordingly, the 
courts have recognized that sound policy considerations 
dictate that restructurings should not be excluded per se 
from the “ordinary course of business” defense to 
preference avoidance lest a contrary rule serve as a 
disincentive to any restructurings as an out-of-court 
means to avoid business failure and bankruptcy.
 
The leading decision in this Circuit is In re Roblin 
Industries, Inc., 78 F.3d 30 (2d Cir.1996). Roblin 
Industries, Inc. (“Roblin”) was a manufacturer of 
specialized steel which relied upon Ford Motor Company 
(“Ford”) for raw scrap metal. Roblin had accumulated 
trade debt to Ford and had fallen behind in payments. 
Roblin negotiated a repayment plan with Ford for the 
outstanding balance and terms for new purchases. 
Subsequently, Roblin filed a voluntary Chapter 11 
petition that was later converted to Chapter 7. The Second 
Circuit, focusing on the requirement in subpart (C) of 
Section 547(c)(2), found that the payment to Ford was not 
exempt from recovery by the Trustee as a preferential 
transfer because Ford failed to provide any evidence of 
industry practice or custom apart from Roblin’s own 
experience. In addressing the appropriate standards to 
apply under Section 547(c)(2), the court agreed with the 

reasoning of the Seventh Circuit decision, In re Tolona 
Pizza Products Corp., 3 F.3d 1029 (7th Cir.1993) and 
held that subpart (C) “requires a creditor to demonstrate 
that the terms of a payment for which it seeks the 
protection of the ordinary course of business exception 
fall within the bounds of ordinary practice of others 
similarly situated.” Id . at 42. However, in reaching this 
standard the Second Circuit considered its applicability to 
restructuring agreements and reasoned:

*4 We decline to adopt a rule that payments made 
pursuant to debt restructuring agreements, even when 
the debt is in default, can never be made according to 
ordinary business terms as a matter of law. That 
determination is a question of fact that depends on the 
nature of industry practice in each particular case, a 
factual inquiry that is appropriately left to the 
bankruptcy court. See Child World, Inc. v. Service 
Merchandise Co., Inc. (In re Child World, Inc.), 173 
B.R. 473, 478 n. 4 (Bankr.S.D.N.Y.1994); Sapir v. 
Keener Lumber Co., Inc. (In re Ajayem Lumber Corp.), 
143 B.R. 347, 353 (Bankr.S.D.N.Y.1992). It is not 
difficult to imagine circumstances where frequent debt 
rescheduling is ordinary and usual practice within an 
industry, and creditors operating in such an 
environment should have the same opportunity to assert 
the ordinary course of business exception. See, e.g., 
U.S.A. Inns, 9 F.3d at 685 (regular practice in savings 
and loan industry to adopt payment plans for delinquent 
customers); Armstrong v. John Deere Co. (In re 
Gilbertson), 90 B.R. 1006, 1012 (Bankr.D.N.D.1988) 
(deferral agreements common in retail farm implement 
sales industry). Indeed, if the industry practice is to 
restructure defaulted debt, it would make little practical 
sense to require creditors to comply with any other 
standard in order to meet the requirement of § 
547(c)(2)(C).

To apply properly the § 547(c)(2)(C) standard, 
“ordinary business terms” must include those terms 
employed by similarly situated debtors and creditors 
facing the same or similar problems. If the terms in 
question are ordinary for industry participants under 
financial distress, then that is ordinary for the industry. 
In this way, a creditor that agrees to restructure a debt 
in a manner consistent with industry practice in those 
circumstances does not lose the benefit of the 
exception. A creditor taking such steps should not be 
viewed as taking “unusual action” when it does no 
more than follow usual industry practice—precisely the 
kind of behavior the ordinary course of business 
exception was intended to protect. Restricting a creditor 
to courses of action typical in untroubled times leaves 
no room for realistic debt workouts and unfairly 
penalizes those creditors that take conventional steps to 
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institute a repayment plan. See U.S.A. Inns, 9 F.3d at 
682–86; but see Meridith Hoffman Partners, 12 F.3d at 
1553–54.

Id. at 41–42.
 
To the same effect, see Arrow Electronics, Inc. v. Justus 
(In re Kaypro), 218 F.3d 1070, 1073 (9th Cir.2000) (“We 
agree with the BAP that the bankruptcy court erred in 
holding that payments made pursuant to a restructuring 
agreement are per se outside the ordinary course of 
business category. The better rule, as the BAP stated, is 
that ‘such determination is a question of fact that depends 
on the nature of industry practice.” ’ (quoting In re 
Kaypro, 230 B.R. 400, 406 (9th Cir. BAP1999)).
 
While In re Roblin ruled specifically on subpart (C), the 
parties agree that its application informs the analysis 
under subpart (B) as well. See, In re Ice Cream 
Liquidation, Inc., 320 B.R. 242, 251 fn. 14 
(Bankr.D.Conn.2005) (in dicta the court recognized that 
“[n]evertheless, a fair extension of Roblin Industries is 
that the fact that payments were made on a defaulted debt 
pursuant to a restructuring agreement is not per se 
disqualifying for Section 547(c)(2)(B) purposes.”). If 
restructuring agreements can be viewed as ordinary 
business terms within an industry under In re Roblin, it is 
only logical that they may be deemed ordinary course of 
business in dealings between individual parties, even in 
the case of a first-time restructuring transaction. Indeed, 
application of the Roblin policy rationale to subpart (B) is 
a necessary corollary to its application under subpart (C), 
since a restructuring is more than likely to be a one-time 
event for any debtor. Courts have recognized that 
first-time transactions can be protected by the ordinary 
course of business defense. See, e.g., In re Finn, 909 F.2d 
903, 908 (6th Cir.1990) (first time transaction is no less 
eligible to qualify for ordinary course of business 
exception than a transaction that has occurred often in the 
past); In re U.S. Office Products, 315 B .R. 37, 40 
(Bankr.D.Del.2004); Kleven v. Household Bank F.S.B., 
334 F.3d 638, 642–643 (7th Cir.2003) (first-time 
transaction pursuant to terms of parties’ agreement 
protected under section 547(c)(2) defense); In re South 
Airlines, 247 B.R. 165, 172–75 (Bankr.D.S.C.2000).
 
*5 Having overcome the threshold hurdle by concluding 
that a restructuring agreement is not per se disqualified 
from “ordinary course of business” treatment, the 
question then is, by what test does one determine whether 
the transfer was “made in the ordinary course of business” 
under subpart (B). Stated differently, ordinary course of 
business compared to what?
 
The Debtors have argued that the test for ordinary course 

of business treatment under subpart (B) is whether the 
Lucent Debt Rescheduling was sufficiently similar to the 
other restructurings in the global MFN Restructuring that 
it may fairly be said to have been with the ordinary course 
of MFN’s business to enter into the Lucent Debt 
Rescheduling. As formulated by the Debtors, this test 
examines the similarities and dissimilarities between the 
Lucent restructuring and MFN’s restructurings with other 
creditors similarly situated.
 
The problem with this analysis is that it conflicts with 
what the statute says. The statute commands only that we 
examine “the ordinary course of business or financial 
affairs of the debtor and the transferee” (emphasis 
supplied). That is not to say that it would necessarily be 
inappropriate for the Court to take cognizance of the 
terms of other vendor agreements in the MFN 
Restructuring in applying the “ordinary course of 
business” analysis under subpart (B). See, In re Energy 
Co-op., Inc., 103 B.R. 171, 176 (N.D.Ill.1986) (“The 
Court need not, however, rely solely upon the previous 
transactions between the parties, but also may look to 
similar transactions between either of the parties and third 
persons in determining whether the transfer was 
‘ordinary” ’) (citations omitted). But the statute itself 
looks only to the ordinary course of business between the 
debtor and the transferee and does not mandate a 
comparison between the debtor and other creditors.
 
Subpart (C) of Section 547(c)(2), “made according to 
ordinary business terms,” looks not to the specifics of the 
transaction between the debtor and the particular creditor, 
but rather focuses on general practices in the industry, in 
particular the industry of the creditor. Failure to establish 
the industry custom and practice under subpart (C) may 
doom the creditor’s defense under Section 547(c)(2), as it 
did in Roblin. In the context of this case, subpart (C) 
requires the Court to determine whether the terms of the 
Lucent Debt Rescheduling may fairly be said to be within 
the scope of “ordinary business terms” accepted generally 
by creditors, in particular vendor creditors, in the 
telecommunications industry. See In re Tolona Pizza 
Products Corp., 3 F.3d 1029, 1033 (7th Cir.1993) (“ 
‘[O]rdinary business terms’ refers to the range of terms 
that encompasses the practices in which firms similar in 
some general way to the creditor in question engage ...”); 
Matter of Midway Airlines, Inc., 69 F.3d 792, 799 (7th 
Cir.1995) (“section 547(c)(2)(C) requires objective proof 
that the disputed payments were ‘ordinary’ in relation to 
the prevailing standards in the creditor’s industry”); 
Advo–System, Inc. v. Maxway Corp., 37 F.3d 1044, 1048 
(4th Cir.1994) (“In other words, the benchmark for 
ordinariness is the norm in the creditor’s industry”).
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*6 Courts have recognized that all cases are going to 
entail differences in debtor/ creditor relationships and 
terms, and therefore obviously there are going to be 
differences amongst restructurings from one case to 
another. See In re Roblin Industries, Inc., 78 F.3d at 40 
(“Under this standard, a creditor must show that the 
business terms of the transaction in question were ‘within 
the outer limits of normal industry practices,’ id., in order 
to satisfy the third element of § 547(c)(2). The conduct of 
the debtor and creditor are considered objectively in light 
of industry practice” (quoting In re Tolona Pizza Products 
Corp., 3 F.3d at 1033)); In re Roblin, 78 F.3d at 42 
(“Restricting a creditor to courses of action typical in 
untroubled times leaves no room for realistic debt 
workouts and unfairly penalizes those creditors that take 
conventional steps to institute a repayment plan” 
(citations omitted)); In re Tolona Pizza Products Corp., 3 
F.3d at 1033 (“We conclude that ‘ordinary business 
terms’ refers to the range of terms that encompasses the 
practices in which firms similar in some general way to 
the creditor in question engage, and that only dealings so 
idiosyncratic as to fall outside that broad range should be 
deemed extraordinary and therefore outside the scope of 
subsection C. In re SPW Corp., 96 B.R. 676, 681–82 
(Bankr.N.D.Tex.1989); In re White, 64 B.R. 843, 850 
(Bankr.E.D.Tenn.1986); In re Economy Milling Co., 37 
B.R. 914, 922 (D.S.C.1983)”); In re Gulf City Seafoods, 
Inc., 296 F.3d 363, 369 (5th Cir.2002) (“Because 
‘ordinary business terms’ sets an outer boundary to the 
parties’ practices, the ultimate question is simply whether 
a particular arrangement is so out of line with what others 
do that it fails to be ‘according to ordinary business 
terms.’ We leave this case by case determination where it 
belongs—with the bankruptcy judge. We only say that the 
judge must satisfy himself or herself that there exists 
some basis in the practices of the industry to authenticate 
the credit arrangement at issue.”); Id. at 368–69 (“We are 
in general agreement with the view expressed by Judge 
Posner, particularly that the statutory language should not 
be construed to place businessmen in a straightjacket. In 
any event, we will follow all the other circuits and adopt 
an ‘objective’ test for deciding whether a payment 
arrangement was made ‘according to ordinary business 
terms’; that is, the question must be resolved by 
consideration of the practices in the industry—not by the 
parties’ dealings with each other.”); In re Jan Weilert RV, 
Inc., 315 F.3d 1192, 1198 (9th Cir.2003) (footnote 
omitted), opinion amended, 326 F.3d 1028 (9th Cir.2003) 
(“in applying § 547(c)(2)(C) ‘the court must look to those 
terms employed by similarly situated debtors and 
creditors facing the same or similar problems,’ creditors 
are not required to prove a particular uniform set of 
business terms, rather, ‘ordinary business terms’ refers to 
the broad range of terms that encompasses the practices 

employed by those debtors and creditors, including terms 
that are ordinary for those under financial distress” (citing 
In re Kaypro, 218 F .3d at 1074 and In re Tolona Pizza, 3 
F.3d at 1033)).
 
*7 In this case the Debtors have identified certain specific 
aspects of the Lucent Debt Rescheduling and related 
transactions which are claimed to be either not “in the 
ordinary course of business” within the meaning of 
subpart (B) or not “made according to ordinary business 
terms” within the meaning of subpart (C). Of course, a 
threshold point of inquiry is whether any of the 
enumerated terms of the Lucent Debt Rescheduling was, 
in fact, “unique” or “different” from other MFN 
restructurings or the terms ordinarily agreed upon in 
restructurings by telecommunications vendors. Assuming 
that any of the enumerated terms of the Lucent Debt 
Rescheduling can fairly be said to be either unique or 
different, the Court must make a determination whether 
the differences are “material.” Materiality here must be 
judged under two different but related criteria. One is 
whether or not the particular difference or uniqueness is 
such that it has any material significance, i.e., whether it 
mattered in the context of MFN’s bankruptcy. The second 
and related criterion is whether the particular uniqueness 
or difference implicates the policy underlying the 
preference avoidance objective of Section 547, which is 
to prevent the debtor from preferring one creditor over 
other creditors by paying the preferred creditor 100 cents 
on the dollar on antecedent debt within ninety days of 
filing for bankruptcy, while other creditors receive greatly 
reduced and delayed reorganization dollars under the 
Chapter 11 plan. Closely related to this question is 
whether the preferred creditor may be said to have 
extracted the preferential treatment by the exercise of 
some exigent leverage or pressure not available to or 
exercised by other creditors. See, In re AppOnline.com, 
Inc., 315 B.R. 259, 288 (Bankr.E.D.N.Y.2004) (“[T]he 
principle of equality of distribution could not be 
maintained if creditors who received payments in 
response to extraordinary or unusual collection efforts 
during the preference period were allowed to retain those 
payments”).
 
With these principles informing the Court’s analysis, we 
turn to the points identified by the Debtors as grounds for 
rejecting Lucent’s Section 547(c)(2) defense.
 

II. Controversial terms of the Lucent Restructuring
Two preliminary comments will be helpful before 
addressing the Debtors’ contentions.
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First, the term “controversy” has been used here, rather 
than the word “dispute,” in order to distinguish between 
legal controversy, on the one hand, and disputed issues of 
fact requiring a trial, on the other. In this case, there are 
no material facts in dispute requiring a trial. The parties’ 
controversy on the points raised by the Debtors relates to 
the legal significance of facts as to which there is either 
no factual dispute or no material consequence to the 
outcome.
 
Second, subpart (B) of Section 547(c)(2) is quite different 
from subpart (C) and requires different analysis. 
Accordingly, we shall deal with each separately.
 

A. Subpart (B) of Section 547(c)(2)
*8 The Debtors have identified seven elements of the 
Lucent Debt Rescheduling and asserted that some or all of 
them are unique or materially different from the 
restructuring transactions between MFN and the other 
approximately 300 MFN vendor creditors comprising the 
MFN Restructuring. From this premise the Debtors argue 
in substance that the Lucent Debt Rescheduling was not 
“made in the ordinary course of business” of the Debtors 
within the meaning of subpart (B) of Section 547(c)(2). 
But in arguing that the Lucent Debt Rescheduling was not 
made in the ordinary course of business, the Debtors 
ignore two crucial aspects of the statute. Subsection (c)(2) 
states that “The trustee may not avoid under this section a 
transfer—(2) to the extent that such transfer was” not 
made in accordance with subparts (B) and (C). As enacted 
by Congress, the statute requires the Court to focus on the 
transfer which is being challenged as a preference, not on 
the “Lucent Restructuring” which is simply a term 
defined by the parties in this contested matter to 
comprehend a number of different though related 
transactions.
 
Moreover, the statute in subpart (B) requires us to 
examine “the ordinary course of business or financial 
affairs” as between “the debtor and the transferee,” not 
between the debtor/transferee as compared or contrasted 
with the debtor’s relationships with other creditors. That 
is not to say that the debtor’s comparable or contrasting 
treatment of other creditors would never be relevant under 
subpart (B). But the focus of the inquiry under the 
statutory language is on the ordinary course of business as 
between the debtor and the transferee.
 
The granting of a mortgage or other lien or the issuance of 
a subsidiary guarantee unique in the relationship of the 

obligor and its creditor clearly would not be within the 
ordinary course of business within the meaning of subpart 
(B). On the other hand, in the absence of coercion or other 
unusual circumstances evidencing preferential treatment 
of a creditor, a partial or deferred payment on an 
antecedent trade debt generally would not be deemed out 
of the ordinary course of business, since payment of trade 
debts either timely or tardily is usually the norm, not the 
exception. Stated differently, there obviously cannot be a 
per se rule that payments on antecedent debts are not in 
the ordinary course of business, because in fact such 
payments are quite normal. Consistent with the teaching 
of Roblin, a transfer consisting of a payment of antecedent 
debt on a reduced and deferred basis pursuant to a 
restructuring agreement should not be deemed out of the 
ordinary course of business under subpart (B) even if the 
formal restructuring has no precedent in the particular 
debtor-creditor relationship.
 
In this case, there are no facts to support a conclusion that 
the Transfer was not in the ordinary course of business. 
There was no coercion involved here by Lucent. It was 
MFN that sought and obtained from Lucent an agreement 
to reduce the debt to Lucent by half and extend the 
payment of the remaining half over two years.
 
*9 Nor is there any basis to suggest that there was any 
intent on the part of either MFN or Lucent to prefer 
Lucent over other MFN creditors with respect to the 
Transfer. MFN has identified no aspect in which the 
rescheduling of the debt owed to Lucent (by reduction in 
half with payments of the balance monthly over an 
extended period of time) was more favorable than the 
reschedulings of MFN’s debts to its other creditors in 
connection with the MFN Restructuring.
 
Of the seven points of controversy identified by the 
Debtors, only one can be said to reflect preferential 
treatment of Lucent over other creditors, namely, the 
Guarantee in favor of Lucent executed by certain MFN 
subsidiaries. Initially, the Debtors’ only contention with 
respect to the Guarantee matter was that Lucent received 
a guarantee from numerous MFN subsidiaries which had 
not theretofore guaranteed the Debtors’ obligations to 
Lucent.1 There was no claim that the Guarantee was 
unique in any respect other than that the subsidiaries in 
question had not previously guaranteed the debt owed to 
Lucent. It was not until the hearing on the cross-motions 
for summary judgment that counsel for the Debtors first 
argued orally that Lucent alone among MFN creditors 
received guarantees from six foreign “affiliates”2 which 
did not file for bankruptcy (the “Non–Debtor Guarantors 
[or as appropriate, Guarantees]”), and the further facts 
that three of these affiliates were sold post-petition and 
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portions of the proceeds (the “Sales Proceeds”) were used 
to pay down the Lucent debt in 100 cent dollars. The 
argument was documented to a limited extent in a second 
Sokota Declaration submitted after the hearing.3

 
Before turning to the merits of the Debtors’ argument 
respecting the Non–Debtor Guarantees, it is important to 
make clear what is not decided here, in light of an 
assertion made in a response filed by Lucent, to wit, that 
the Sales Proceeds paid to Lucent did not constitute 
property of the Debtors’ estate. Without deciding the 
point (which has not been addressed by the parties either 
factually or legally), it is a sufficient caveat to the limited 
scope of this ruling to observe generally that a direct or 
indirect subsidiary of a corporate debtor is indeed an asset 
which is property of a debtor’s estate, as are the net 
proceeds from the sale of such an asset. Moreover, and 
again without deciding the point, if a parent corporation 
were to prefer a particular creditor over other creditors by 
causing a solvent subsidiary to guarantee the parent’s debt 
to the preferred creditor within three months of the 
parent’s bankruptcy filing to the potential prejudice of 
other creditors, there might be a basis to argue that such a 
guarantee constituted a transfer within the ambit of 
Section 547(b). But the Debtors here make no claim that 
the October 1, 2001 Guarantee signed by the Non–Debtor 
Guarantors was a preferential transfer, nor do they seek to 
recover as a preference the portions of the Sales Proceeds 
that were paid to Lucent post-petition.
 
*10 The only preference alleged in this adversary 
proceeding was the $782,712 Transfer in March 2002 
made within three months of the MFN filing date. The 
only issue here is whether the Transfer (not the 
Non–Debtor Guarantees) was “made in the ordinary 
course of business ... of the debtor and the transferee” 
under subpart (B). Whether or not the Non–Debtor 
Guarantees constituted a preferential transfer subject to 
avoidance under Section 547(b) or exemption from 
avoidance under Section 547(c)(2) is a different issue 
which is not before the Court and which is not relevant to 
the $782,712 Transfer in March 2002.
 
To summarize, the fundamental defect in the Debtors’ 
argument is that they seek to show by the seven points in 
controversy that a collectivity of transactions which the 
Debtors have defined as the “Lucent Restructuring” was 
not “made in the ordinary course of business” within the 
meaning of subpart (B). But that analysis conflicts with 
the statute, which focuses only on the transfer which is 
alleged to constitute a preference. The Transfer of 
$782,712 in March 2002 was “made in the ordinary 
course of business” of MFN and Lucent, even if the 
Non–Debtor Guarantees and the other six aspects of the 

so-called “Lucent Restructuring” were not.
 

B. Subpart (C) of Section 547(c)(2)
At the risk of repetition, the test under Section 
547(c)(2)(C) is again whether a transfer was “made 
according to ordinary business terms.” As outlined above, 
subpart (C) asks whether the transfer was made in 
accordance with normal industry practice. There is no 
dispute that restructuring agreements have been and 
continue to be commonplace in the telecommunications 
industry since the late 1990s. It follows that restructuring 
agreements are equally familiar to the industry’s creditors. 
This fact has not been disputed by MFN either at oral 
argument or in the papers before me. Nevertheless, at this 
time the Court will address additional shortcomings in 
each of the seven elements raised by the Debtors.
 

1. MFN’s option to prepay using MFN stock
The fact that MFN had the option under the Lucent Note 
to prepay and cancel half the indebtedness owed to 
Lucent by issuing stock was neither out of the ordinary 
course of business within even the Debtors’ view of 
subpart (B), nor not according to ordinary business terms 
within the meaning of subpart (C) of Section 547(c)(2). 
As to subpart (B), applying the Debtors’ test of 
comparison with other MFN Restructurings, Lucent was 
one of forty-eight MFN vendors to receive stock for debt 
as part of the MFN Restructuring. With respect to subpart 
(C), Lucent has shown that Nortel, a competitor of 
Lucent, accepted payment in equity as part of debt 
workouts. Glas Certification, Exhibit P, p. 57.
 
More important, even if the stock-for-debt option had 
been unique in the MFN experience and in restructurings 
generally, this would not disqualify the Transfer pursuant 
to the Lucent Debt Rescheduling from exemption from 
preference avoidance under Section 547(c)(2). The 
debt-for-stock option was agreed to by the parties at the 
request or demand of MFN, not Lucent, and its purpose 
was to conserve cash resources for the benefit of all 
creditors and the Debtors’ estate in general. The objective 
of preference recovery under Section 547 is to recover 
cash or property transferred to preferred creditors to the 
detriment of other creditors and the debtor’s estate. That 
objective was fostered, not frustrated, by the 
stock-for-debt option, which benefitted all creditors 
except Lucent. The issuance of stock would have diluted 
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equity, but it could not prejudice the Debtors’ estate or 
other creditors.
 
*11 Thus, even if the stock-for-debt option had been 
unique, it could not be deemed legally material for 
preference analysis under subpart (B) or (C).
 

2. Lucent’s receipt of registered, fully transferable 
MFN stock

The fact that Lucent received registered, fully transferable 
MFN stock whereas the other forty-seven creditors 
received unregistered stock which MFN was required to 
register before it was transferable is immaterial for several 
separate reasons. For one thing, there was little if any 
differential in time between MFN’s receipt of registered 
stock and the effective date of registration of stock 
received by the forty-seven other creditors who received 
stock in cancellation of debt. In any event, the stock 
received by Lucent and the other creditors was virtually if 
not completely worthless.
 
More important, as explained in the preceding point the 
exchange of debt for stock whether registered and 
transferable or not simply did not implicate the objective 
of preference recovery under Section 547. Even if Lucent 
had received stock that it could have immediately sold in 
the market, while other creditors did not, that fact would 
not have been material for preference analysis purposes 
because there was no transfer of money or property of the 
Debtors’ estate which diminished the estate or prejudiced 
other creditors. Issuance of stock affects only equity by 
reason of dilution.
 

3. Termination of Lucent warranties
The Lucent Agreement and Note provided that if MFN 
exercised its option and made the prepayment with 
registered, transferable stock, thereby reducing the 
amount of the Lucent Note by half, MFN’s exercise of 
this option would result in termination of any remaining 
Lucent warranties on products it had previously sold to 
MFN. This termination of Lucent warranties, even if 
unique to Lucent, was immaterial for purposes of 
preference analysis. Aside from the fact that there is no 
evidence that the termination of Lucent warranties had 
any economic impact on MFN at all, the termination itself 
did not implicate Section 547 because it did not result in a 
transfer of money or property to creditor Lucent to the 

detriment of other creditors within the ninety-day period. 
The termination of warranties was a negotiated 
component of the stock-for-debt option demanded by 
MFN which provided very substantial economic benefits 
to the MFN estate and all other creditors.
 

4. Issuance of warrants
Contemporaneous with the Lucent Debt Rescheduling, 
MFN and Lucent entered into a separate “Warrant 
Agreement” under which Lucent was granted warrants to 
purchase ten million stock units of Metromedia Fiber 
Network Inc. stock. The Warrant Agreement was also 
immaterial to the preference analysis. Granting of these 
warrants did not cost MFN any cash or property within or 
without the 90–day preference period and could not 
disadvantage the Debtors or any other creditor. If Lucent 
alone or with a few other creditors had their rights under 
the warrants to pay money to purchase MFN stock, that 
would result in a capital infusion to the benefit of the 
Debtors’ estate, and it could never prejudice other 
creditors. Accordingly, the issuance of warrants was not 
material to the objective of the preference statute.
 
*12 The Debtors concede the point except they argue that 
this factor provides, in the context of all the differences 
taken together, “another indicia of the power” Lucent 
exercised. But even assuming the “power” of Lucent and 
others to extract these warrants, the purported “power” 
simply does not implicate a preferential payment within 
the meaning of Section 547(b).
 

5. The MAC Provision
The Lucent Note contained a condition that there be no 
“material adverse change” in the MFN “business, 
properties, assets or financial condition” (the “MAC 
Provision”). Since the parties concede that the MAC 
Provision played no role here, materiality cannot arise 
under Section 547(c)(2)(B) or (C).
 

6. Guarantee of the Lucent Note by certain MFN 
subsidiaries

The Debtors do not contest the fact that it is not unusual 
for creditors to receive guarantees in connection with 
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restructurings. Thus, even if it were necessary or relevant 
to consider whether the Non–Debtor Guarantees (as 
opposed to the Transfer) were “according to ordinary 
business terms” in the telecommunications industry, it 
cannot be said that the Non–Debtor Guarantees were 
outside “the outer limits of normal industry practices” or 
were “so idiosyncratic as to fall outside that broad range 
[and be] deemed extraordinary and therefore outside the 
scope” of subpart (C). The Transfer was no more nor less 
than an agreed installment payment of a halved portion of 
the Debtors’ antecedent debt obligation to Lucent. There 
was nothing novel or out of the ordinary course of 
business in respect of the Transfer as part of the Lucent 
Debt Rescheduling, and there can be no doubt that the 
Transfer and the Guarantee were well “within the outer 
limits of normal industry practices” and were neither 
extraordinary nor idiosyncratic.
 
It bears repeating that Section 547(c) mandates that the 
Trustee may not avoid a transfer “(2) to the extent that 
such transfer was” (B) made in the ordinary course of 
business and (C) made according to ordinary business 
terms. The statute as written by Congress only requires 
the creditor to prove that the transfer which is challenged 
as a preference meet the tests in subparts (B) and (C). The 
defect in the Debtors’ argument is that it focuses not on 
the Transfer but on the Non–Debtor Guarantees, which 
are not challenged as a preference. The fact that the 
Non–Debtor Guarantees were unprecedented in the prior 
relationship between MFN and Lucent is simply not 
relevant under Section 547(c)(2).
 

7. The Hilversum Warehouse inventory
The Lucent Agreement stated that “MFN has ordered and 
will order from Lucent certain goods which are held at the 
Hilversum Warehouse (the ‘Hilversum Inventory’), which 
have not yet been delivered but which when delivered 
will create an additional obligation from MFN to Lucent 
in the amount of the aggregate purchase price for those 
goods of $8,709,570.”
 
The Hilversum Warehouse inventory was product that 
MFN had ordered and that Lucent had purchased to fulfill 
the order. MFN’s liability on account of this inventory 
became part of the debt evidenced by the Lucent Note and 
then part of the debt scheduled in bankruptcy. The 
Debtors argue that Lucent “put the squeeze” on MFN to 
give Lucent “sweeter” terms of restructuring as compared 
to other vendors to prevent Lucent walking away from the 
deal.
 

*13 MFN’s acknowledgment of its liability for the 
Hilversum Inventory which it had ordered and which 
Lucent had purchased for it did not constitute a preference 
and did not implicate the objectives of Section 547(b). 
Lucent’s claim against MFN in respect of the Hilversum 
Inventory was going to be part of Lucent’s claim against 
the Debtors in the bankruptcy whether or not it was 
included in the Lucent Note as part of the Lucent Debt 
Rescheduling. Inclusion of MFN’s liability for the 
Hilversum Inventory in the Lucent Note had nothing to do 
with a preference or preference analysis—it was a claim 
resolution within the context of a restructuring.
 

Conclusion

The material facts here are not in dispute. The Transfer 
sought to be avoided as a preference was made pursuant 
to the Lucent Debt Rescheduling under which the debt 
was to be cut in half and paid over twenty-two months. 
Under the Second Circuit decision in In re Roblin, a 
transfer pursuant to a restructuring agreement may be 
accorded the exemption under Section 547(c)(2) if the 
transfer comports with the “according to ordinary 
business terms” requirement of subpart (C) of Section 
547(c)(2). As to subpart (C), there can be no doubt that 
similar debt restructuring arrangements on the part of 
vendor creditors in the telecommunications business have 
been routine from and after the mid–1990s. With respect 
to subpart (B), the Transfer challenged here was simply 
an installment payment on half the Lucent antecedent debt 
on an extended payment schedule and was therefore 
clearly within the “ordinary course of business” as 
between MFN and Lucent. Neither the Transfer in March 
2002 nor the Lucent Agreement and Note dated October 
1, 2001 were the product of any coercion on the part of 
Lucent. The Rescheduling was the result of MFN’s 
demand. For the reasons articulated above, those aspects 
of the transactions between Lucent and MFN which the 
Debtors assert are “unique” or “different” from other 
restructurings in the telecommunications business are not 
material in the context of preference analysis or not so 
extraordinary or idiosyncratic as to fall outside the broad 
range of business terms which the case law has defined 
for subparts (B) and (C) of Section 547(c)(2).
 
Counsel for Lucent is directed to submit an order 
consistent with this decision after review and consent as 
to form by Debtors’s counsel.
 

All Citations
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Not Reported in B.R., 2005 WL 3789133

Footnotes

1 See the Debtors’ motion and memorandum at paragraph 18 and the initial Sokota Declaration at paragraph 21.

2 What is meant by “affiliates” is not stated.

3 Interestingly, the Debtors do not argue that there were no guarantees given in connection with any of the other 300–odd 
restructurings that comprised the MFN Restructuring. The Non–Debtor Guarantees are characterized as unique solely by virtue of 
the fact that these Guarantees were the only guarantees given by subsidiaries or affiliates which did not ultimately file for 
bankruptcy.

End of Document © 2022 Thomson Reuters. No claim to original U.S. Government Works.
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2019 WL 2569653

United States District Court, S.D. New York.

IN RE PLATINUM-BEECHWOOD 
LITIGATION

Martin Trott and Christoper Smith, as 
Joint Official Liquidators and Foreign 
Representatives of Platinum Partners 
Value Arbitrage Fund L.P. (in Official 
Liquidation), and Platinum Partners 
Value Arbitrage Fund L.P. (in Official 

Liquidation), Plaintiffs,
v.

Platinum Management (NY) LLC, et al., 
Defendants.

18-cv-6658 (JSR)
|

18-cv-10936 (JSR)
|

Signed 06/21/2019

OPINION AND ORDER

JED S. RAKOFF, U.S.D.J.

*1 On November 21, 2018, plaintiffs Martin Trott and 
Christopher Smith, as Joint Official Liquidators and 
Foreign Representatives of Platinum Partners Value 
Arbitrage Fund L.P. (in Official Liquidation) (“PPVA”), 
and PPVA itself filed a multi-count complaint against 
Platinum Management (NY) LLC (“Platinum 
Management”) and numerous other defendants. ECF No. 
1. On December 19, 2018, this Court held an initial 
conference at which it invited defendants to file an initial 
round of motions to dismiss. ECF No. 64, at 18:11-18. 
The Court stated that any defendant was permitted to join 
or file a motion in the initial round, but that no defendant 
who waited would be prejudiced from bringing a later 
motion as part of a second round. Id.

 
On January 25, 2019, plaintiffs filed their First Amended 
Complaint (“FAC”), ECF No. 159, and a group of 
defendants filed motions to dismiss as part of the initial 
round. On March 15, 2019, this Court issued a 
“bottom-line” Order disposing of those motions, ECF No. 
276, and the Court subsequently issued an Opinion setting 
forth the reasons for its Order, ECF No. 290. On March 
29, 2019, plaintiffs filed their Second Amended 
Complaint (“SAC”), ECF No. 285, and the following 
defendants moved to dismiss as part of the second round: 
(1) The Beechwood Parties,1 ECF No. 373; (2) David 
Bodner, ECF No. 321; (3) Michael Nordlicht and Kevin 
Cassidy, ECF No. 323; (4) Seth Gerszberg, ECF No. 334; 
(5) Murray Huberfeld, ECF No. 329; (6) Huberfeld 
Family Foundation, Inc. (“HFF”), ECF No. 304; (7) 
Michael Katz, ECF No. 308; (8) Estate of Uri Landesman, 
ECF No. 299; (9) PB Investment Holdings, Ltd., as 
successor-in-interest to Beechwood Bermuda Investment 
Holdings, Ltd. (“PBIHL”), ECF No. 378; and (10) Daniel 
Saks, ECF No. 357.2

 
For the reasons below, the Court resolves defendants’ 
motions as follows:

*2 • The Beechwood Parties: The SAC is dismissed 
in its entirety as to Illumin. As to all other 
Beechwood Parties, the Fourteenth Count (unjust 
enrichment), Sixteenth Count (civil conspiracy), and 
Seventeenth Count (civil RICO) are dismissed. In 
addition, the Seventh Count (aiding and abetting 
breach of fiduciary duties) and Eighth Count (aiding 
and abetting fraud) are dismissed as to BRILLC, 
BRE Holdings, BRE, and BBIL. The Beechwood 
Parties’ motion is otherwise denied.

• Bodner and Huberfeld: The Fourteenth and 
Seventeenth Counts are dismissed. The motions are 
otherwise denied.

• Nordlicht and Cassidy: The motion is denied in its 
entirety.

• Gerszberg: The Fourteenth Count is dismissed in 
part, as specified below. The motion is otherwise 
denied.

• HFF: The Twenty-Second Count (alter ego) is 
dismissed. The motion is otherwise denied.

• Katz: The motion is granted, and the SAC is 
dismissed in its entirety as to Katz.

• Landesman: The motion is granted, and the 
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Seventeenth Count is dismissed.

• PBIHL: The motion is granted, and the SAC is 
dismissed in its entirety as to PBIHL.

• Saks: The First Count (breach of fiduciary duty), 
Second Count (same), Third Count (aiding and 
abetting breach of fiduciary duties), Fourth Count 
(fraud), Fifth Count (constructive fraud), Sixth Count 
(aiding and abetting fraud), Fourteenth Count, 
Sixteenth Count, and Seventeenth Count are 
dismissed. The motion is otherwise denied.

 

Background

The background to this case is largely set forth in the 
Court’s Opinion on the initial round of motions to dismiss 
the FAC. See ECF No. 290, at 4-21. The SAC is 
substantially identical to the FAC, although it has been 
amended in the following relevant respects:

• PBIHL has been added as a defendant. According 
to the SAC, PBIHL “is a Beechwood Entity 
organized under Bermuda law, with its principal 
place of business in Bermuda.” SAC ¶ 214. PBIHL 
is the successor in interest to Beechwood Bermuda 
Investment Holdings Ltd., which “was a reinsurance 
and wealth management company domiciled in 
Bermuda that issued wealth management products 
for the Beechwood Defendants.” Id.

• Saks is now named as both a Platinum Defendant 
and a Beechwood Defendant (previously he was 
named only as a Beechwood Defendant). Id. ¶ 3.

• The SAC has added as a Twenty-Second Count an 
alter ego claim against HFF in respect of Counts One 
through Six. Id. ¶¶ 1029-41.

 
Whereas the focus of the initial round of motions was 
whether plaintiffs had engaged in impermissible group 
pleading, defendants now move to dismiss on a range of 
more particularized grounds. Some arguments are 
common to multiple motions, such as the argument that 
plaintiffs’ RICO claim should be dismissed, and the 
argument that plaintiffs’ claims are barred by the doctrine 
of in pari delicto and the Second Circuit’s decision in 
Shearson Lehman Hutton, Inc. v. Wagoner, 944 F.2d 114 
(2d Cir. 1991) (the “Wagoner rule”). Other arguments are 
defendant-specific. This Opinion begins by addressing 
common arguments before moving to defendant-specific 
arguments.
 

Analysis

The applicable standard of review and legal standards are 
largely set forth in the Court’s Opinion on the initial 
round of motions to dismiss the FAC. See ECF No. 290, 
at 21-29. The following additional legal standards are also 
relevant to the instant motions:
 

I. Legal Standards

A. The Wagoner Rule and the Doctrine of In Pari 
Delicto

“The so-called Wagoner rule stands for the well-settled 
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.” 
Cobalt Multifamily Inv’rs I, LLC v. Shapiro, 857 F. Supp. 
2d 419, 425 (S.D.N.Y. 2012).3 The Wagoner rule applies 
not only to bankruptcy trustees, but also to liquidators and 
court-appointed receivers. See id.; Bullmore v. Ernst & 
Young Cayman Islands, 861 N.Y.S.2d 578, 586-87 (N.Y. 
Sup. Ct. 2008).
 
*3 The doctrine of in pari delicto is similar to the 
Wagoner rule, but instead of functioning as a prudential 
rule of standing, it is an affirmative defense that 
“generally precludes a wrongdoer ... from recovering 
from another wrongdoer.” Picard v. HSBC Bank PLC, 
454 B.R. 25, 29 (S.D.N.Y. 2011), amended sub nom. In re 
Bernard L. Madoff Inv. Sec. LLC, No. 11 Civ. 763 (JSR), 
2011 WL 3477177 (S.D.N.Y. Aug. 8, 2011), aff’d sub 
nom. In re Bernard L. Madoff Inv. Sec. LLC, 721 F.3d 54 
(2d Cir. 2013), and aff’d sub nom. In re Bernard L. 
Madoff Inv. Sec. LLC., 721 F.3d 54 (2d Cir. 2013); see 
Kirschner v. KPMG LLP, 938 N.E.2d 941, 950 (N.Y. 
2010) (“The doctrine of in pari delicto mandates that the 
courts will not intercede to resolve a dispute between two 
wrongdoers.”).
 
As relevant here, there are two exceptions to the Wagoner 
rule and in pari delicto doctrine: First, under the “insider 
exception,” courts have held that “in pari delicto/Wagoner 
does not apply to the actions of fiduciaries who are 
insiders in the sense that they either are on the board or in 
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management, or in some other way control the 
corporation.” In re Refco Inc. Sec. Litig., No. 
07-MD-1902 (JSR), 2010 WL 6549830, at *16 (S.D.N.Y. 
Dec. 6, 2010), report and recommendation adopted in 
part, rejected in part on other grounds sub nom. In re 
Refco Sec. Litig., 779 F. Supp. 2d 372 (S.D.N.Y. 2011), 
aff’d sub nom. Krys v. Butt, 486 F. App’x 153 (2d Cir. 
2012); see Glob. Crossing Estate Representative v. 
Winnick, No. 04 Civ. 2558 (GEL), 2006 WL 2212776, at 
*15 (S.D.N.Y. Aug. 3, 2006) (“Courts have held that the 
Wagoner and ‘in pari delicto’ rules do not apply to claims 
against corporate insiders for breach of their fiduciary 
duties.”).
 
Second, under the “adverse interest” exception, the 
Wagoner rule and in pari delicto doctrine will not apply 
where a corporate officer “totally abandoned the 
corporation’s interests and [is] acting entirely for his own 
or another’s purposes.” Kirschner, 938 N.E.2d at 947. The 
exception “cannot be invoked merely because [an officer] 
has a conflict of interest or because he is not acting 
primarily for his principal.” Ctr. v. Hampton Affiliates, 
Inc., 488 N.E.2d 828, 830 (N.Y. 1985). Instead, New 
York law “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, 938 
N.E.2d at 952.
 

B. The RICO Amendment
The elements of a civil RICO claim are set forth in the 
Court’s Opinion on the initial round of motions to dismiss 
the FAC. See ECF No. 290, at 28-29. Notwithstanding 
these elements, section 107 of the Private Securities 
Litigation Reform Act (“PSLRA”) - also referred to as the 
“RICO Amendment” - provides that “no person may rely 
upon any conduct that would have been actionable as 
fraud in the purchase or sale of securities to establish a 
violation of section 1962.” 18 U.S.C. § 1964(c). “The 
scope of the RICO Amendment is broad. It bars any claim 
that is actionable as fraud in the purchase or sale of 
securities, even in situations where a plaintiff lacks 
standing or is otherwise precluded from asserting a valid 
claim under the securities laws.” Zohar CDO 2003-1, Ltd. 
v. Patriarch Partners, LLC, 286 F. Supp. 3d 634, 643 
(S.D.N.Y. 2017).
 
*4 To be actionable as securities fraud, in turn, fraud must 
be “undertaken in connection with the purchase of a 
security.” MLSMK Inv. Co. v. JP Morgan Chase & Co., 

651 F.3d 268, 280 (2d Cir. 2011). “Conduct that is merely 
incidental or tangentially related to the sale of securities 
will not meet the ‘in connection with’ requirement.” 
Leykin v. AT & T Corp., 423 F. Supp. 2d 229, 241 
(S.D.N.Y. 2006), aff’d, 216 F. App’x 14 (2d Cir. 2007). 
Instead, the conduct must be “integral to the purchase and 
sale of the securities in question.” Pross v. Katz, 784 F.2d 
455, 459 (2d Cir. 1986). And in the context of a Ponzi 
scheme, “conduct undertaken to keep ... [the] scheme 
alive is conduct undertaken in connection with the 
purchase and sale of securities.” MLSMK, 651 F.3d at 
277 n.11.
 

C. Alter Ego
Under applicable New York law, “[g]enerally, ... piercing 
the corporate veil requires a showing that: (1) the owners 
exercised complete domination of the corporation in 
respect to the transaction attacked; and (2) that such 
domination was used to commit a fraud or wrong against 
the plaintiff which resulted in plaintiff’s injury.” Morris v. 
New York State Dep’t of Taxation & Fin., 623 N.E.2d 
1157, 1160-61 (N.Y. 1993). “While complete domination 
of the corporation is the key to piercing the corporate veil, 
especially when the owners use the corporation as a mere 
device to further their personal rather than the corporate 
business, such domination, standing alone, is not enough; 
some showing of a wrongful or unjust act toward plaintiff 
is required.” Id. at 1161. “Typically, piercing analysis is 
used to hold individuals liable for the actions of a 
corporation they control. However, New York law 
recognizes ‘reverse’ piercing, which ... seeks to hold a 
corporation accountable for actions of its shareholders.” 
Am. Fuel Corp. v. Utah Energy Dev. Co., 122 F.3d 130, 
134 (2d Cir. 1997).
 

II. Common Arguments

A. Whether Plaintiffs’ RICO Claim Should Be 
Dismissed

The Seventeenth Count of the SAC brings a civil RICO 
claim against the Platinum and Beechwood Defendants. 
SAC ¶¶ 968-85. Multiple defendants move to dismiss the 
claim, arguing that it is barred by the RICO Amendment 
because the SAC “rel[ies] exclusively on allegations 
relating to transactions involving the purchase or sale of 
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securities, including heavy reliance on the alleged Black 
Elk Scheme, which forms the core of the securities-fraud 
claims brought by the SEC and the criminal charges filed 
against the Platinum principals.” Memorandum of Law in 
Support of the Beechwood Parties’ Motion to Dismiss the 
Second Amended Complaint 14 (“BP MTD”), ECF No. 
374 (citations omitted).4 Defendants note that this Court 
held in the related case Senior Health Insurance Company 
of Pennsylvania v. Beechwood Re Ltd. et al., 18-cv-6658 
(JSR) (“SHIP”), that SHIP’s RICO claim was “barred by 
the RICO Amendment insofar as the gravamen of SHIP’s 
mail and wire fraud claims is that Beechwood tunneled 
SHIP’s assets to Platinum,” 2019 WL 1759925, at *8 
(S.D.N.Y. Apr. 22, 2019), and they argue that the same 
conclusion is compelled here.
 
Plaintiffs respond that the alleged misconduct in SHIP 
was actionable as securities fraud - and thus barred by the 
RICO Amendment - because the defendants there 
allegedly “obtained the funds from SHIP precisely for the 
purpose of acquiring the securities, and the fraud 
coincided with the securities transactions.” Plaintiffs’ 
Memorandum of Law in Opposition to Moving 
Defendants’ Second Round of Motions to Dismiss 22 
(“Opp.”), ECF No. 351; see SHIP, 2019 WL 1759925, at 
*7-8. Plaintiffs explain that the Court left open in SHIP 
whether the RICO Amendment applied to “allegations 
that defendants misrepresented the market value of 
SHIP’s assets in connection with defendants’ regular 
withdrawal of performance fees.” 2019 WL 1759925, at 
*8. And they argue that allegations of NAV misstatement 
can ground a RICO claim in the instant case because, 
unlike in SHIP, defendants here are alleged to have 
misrepresented PPVA’s NAV for more than two years. 
Opp. 23.
 
*5 The Court acknowledges that it left open in SHIP 
whether the misstatement of asset values, and the 
attendant withdrawal of unearned fees, is actionable as 
securities fraud. Certainly, such conduct is less obviously 
“integral to the purchase and sale of ... securities,” Pross, 
784 F.2d at 459, than misrepresentations about the 
existence or nature of the assets in which a fraudster 
purports to invest his victim’s funds, see, e.g., S.E.C. v. 
Zandford, 535 U.S. 813, 822 (2002) (holding that 
respondent’s conduct was actionable as securities fraud 
where respondent misappropriated victims’ funds after 
representing that he “would conservatively invest their 
assets in the stock market and that any transactions made 
on their behalf would be for their benefit for the safety of 
principal and income”). It is easy to imagine a scheme 
similar to the one alleged in the SAC, not involving 
securities at all, in which a fraudster misrepresented the 
value of his services in order to collect unearned fees. 

See, e.g., Weil v. Long Island Sav. Bank, FSB, 77 F. 
Supp. 2d 313, 316 (E.D.N.Y. 1999) (describing scheme in 
which plaintiffs “were unwittingly made to pay inflated 
legal fees in connection with their mortgages”). Such a 
scheme (assuming it satisfied the other elements of a civil 
RICO claim) would not be barred by the RICO 
Amendment.
 
The scheme in the instant case, however, did involve 
securities. Indeed, as the SAC and attached exhibits make 
clear, defendants are essentially alleged to have operated 
a Ponzi scheme in which they: used their “control over the 
valuation of PPVA’s illiquid positions ... to ensure that 
PPVA’s ‘performance,’ which was largely composed of 
unrealized gains, steadily increased,” SAC ¶ 320; 
“routinely relied upon funds invested by new investors in 
order to pay redemptions,” id. ¶ 322; and formed 
Beechwood “to keep up the pretense that PPVA’s NAV 
was steadily increasing,” id. ¶ 344. The related complaint 
in SEC v. Platinum Management (NY) LLC et al., 
16-cv-06848-BMC (E.D.N.Y.) (“the SEC action”) - 
which the SAC incorporates as Exhibit 25 - similarly 
alleges that defendants fraudulently “projected stability 
and confidence” to their investors, “reporting steady, 
positive returns every year,” ECF No. 285-2, at 114, and 
that they sought to meet redemptions by “launch[ing] an 
aggressive push for new investment money,” that 
“focused on anticipated investment gains,” id. at 116-17.
 
Given these allegations, the Court cannot conclude that 
misstatements of PPVA’s NAV were “merely incidental 
or tangentially related to the sale of securities.” Leykin, 
423 F. Supp. 2d at 241. Instead, they were made in 
substantial part to sustain defendants’ Ponzi scheme. And, 
as the Second Circuit has explained, “conduct undertaken 
to keep a securities fraud Ponzi scheme alive is conduct 
undertaken in connection with the purchase and sale of 
securities.” MLSMK, 651 F.3d at 277 n.11. Accordingly, 
the Court holds that the RICO Amendment bars plaintiffs’ 
RICO claim, even to the extent that the claim relies on 
alleged misstatements of PPVA’s NAV.5

 
Moreover, even if the RICO Amendment did not apply, 
the Seventeenth Count would fail as to the Beechwood 
Parties and Saks because the SAC fails to charge these 
defendants with enough predicate acts over a sufficient 
period of time to state a RICO claim. See First Capital 
Asset Mgmt., Inc. v. Satinwood, Inc., 385 F.3d 159, 182 
(2d Cir. 2004) (holding that RICO claim was properly 
dismissed where “alleged predicate acts attributed to 
[defendant], which span[ned] barely seven months, d[id] 
not extend over a sufficiently long period of time to 
satisfy the requirements of closed-ended continuity”); 
McLaughlin v. Anderson, 962 F.2d 187, 192 (2d Cir. 
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1992) (“[T]he bare minimum of a RICO charge is that a 
defendant personally committed or aided and abetted the 
commission of two predicate acts.”). As defendants 
explain in their submissions, Saks’s “tenure with Platinum 
and Beechwood lasted less than two years,” Defendant 
Daniel Saks’ Memorandum of Law in Support of Motion 
to Dismiss the Second Amended Complaint 14 (“Saks 
MTD”), ECF No. 359, and the misrepresentation of 
PPVA’s NAV occurred for only 22 months after 
Beechwood launched, Reply Memorandum of Law in 
Further Support of the Beechwood Parties’ Motion to 
Dismiss the Second Amended Complaint 5 (“BP Reply”), 
ECF No. 396. These periods do not “satisfy the 
requirements of closed-ended continuity.” First Capital 
Asset Mgmt., 385 F.3d at 182.
 

B. Whether Plaintiffs’ Claims Are Barred by the 
Wagoner Rule or the Doctrine of In Pari Delicto

*6 The Beechwood Parties, Nordlicht and Cassidy, HFF, 
Katz, Saks, and Gerszberg argue that the SAC should be 
dismissed (either in part or in its entirety) based on the 
Wagoner rule and the related doctrine of in pari delicto.6 
See BP MTD 8-13; Saks MTD 22-23; Memorandum of 
Law of Defendants Michael Nordlicht and Kevin Cassidy 
in Support of Their Motion to Dismiss the Second 
Amended Complaint 3 (“Nordlicht-Cassidy MTD”), ECF 
No. 324; Huberfeld Family Foundation, Inc.’s 
Memorandum of Law in Support of Its Motion to Dismiss 
the Second Amended Complaint 14-15 (“HFF MTD”), 
ECF No. 307; Memorandum of Law in Support of 
Defendant Michael Katz’s Motion to Dismiss 6-11 (“Katz 
MTD”), ECF No. 309; Defendant’s, Seth Gerszberg, 
Memorandum of Law in Further Support of Motion to 
Dismiss 3-6 (“Gerszberg Reply”), ECF No. 393.
 
Defendants argue that Wagoner and in pari delicto bar 
plaintiffs’ claims because the SAC’s “central premise ... is 
that PPVA’s own principals were involved in and 
orchestrated the misconduct for which PPVA is now 
suing.” BP MTD 9. Moreover, defendants contend, 
neither the “insider exception” nor the “adverse interest 
exception” applies. As a preliminary matter, defendants 
note, the insider exception may not even apply to the in 
pari delicto defense under New York law. Katz MTD 
10-11. And even if it can apply to that doctrine, 
defendants argue that it does not apply to them because 
they are not insiders. Id. at 11.
 
As for the adverse interest exception, defendants argue 
that the SAC fails to allege that PPVA’s agents “totally 
abandoned” the fund’s interests. Kirschner, 938 N.E.2d at 

947. Instead, defendants argue, the SAC alleges that the 
Platinum Defendants misstated PPVA’s NAV to attract 
investors and keep the fund afloat, and the related 
complaint in the SEC action details the numerous ways in 
which the Platinum Defendants worked to sustain the 
fund and ease its liquidity constraints. BP MTD 11-12. 
Defendants argue that “[s]o long as the corporate 
wrongdoer’s fraudulent conduct enables the business to 
survive - to attract investors and customers and raise 
funds for corporate purposes,” the adverse interest 
exception does not apply. Kirschner, 938 N.E.2d at 953; 
cf. id. (“A fraud by top management to overstate earnings, 
and so facilitate stock sales or acquisitions, is not in the 
long-term interest of the company; but, like price-fixing, 
it profits the company in the first instance.”).
 
Plaintiffs respond that neither Wagoner nor in pari delicto 
applies because each of the moving defendants is either 
an insider or the alter ego of an insider. See Opp. 4. 
According to plaintiffs, “[t]he insider exception is not 
limited to fiduciaries such as officers and directors of a 
corporation; it includes corporate insiders with some level 
of control over the company’s affairs.” Id. at 5. Moreover, 
plaintiffs argue, the moving defendants all qualify as 
insiders because they “used their positions of authority, 
influence and control to cause PPVA to engage in 
non-commercial transactions to inflate NAV and 
eventually loot PPVA.” Id. at 7. Plaintiffs contend that 
this is particularly true of the Beechwood Entities, who 
are alleged to be alter egos of Platinum Management. Id.
 
Even if the moving defendants are not insiders, plaintiffs 
argue, “this case represents one of the rare ‘looting and 
embezzlement’ circumstances where the adverse interest 
exception to in pari delicto applies.” Id. at 12. Plaintiffs 
argue that “the consistent theme of the SAC is that, at 
every juncture, the Defendants favored their own interests 
over those of PPVA, and that the inevitable outcome of 
the series of non-commercial transactions comprising the 
First and Second Schemes was the implosion of PPVA.” 
Id.
 
*7 Beginning with the insider exception, the Court agrees 
with plaintiffs that the Beechwood Entities cannot claim 
the protections of Wagoner and in pari delicto insofar as 
they are found to be alter egos of Platinum Management. 
As this Court has explained, the rationale behind the 
insider exception is that “it would be absurd to allow a 
wrongdoing insider to rely on the imputation of his own 
conduct to the corporation as a defense.” Refco, 2010 WL 
6549830, at *15. This rationale applies with equal force to 
alter egos of insiders, to whom the conduct is also 
imputed. As noted above, New York law recognizes 
reverse veil piercing, such that corporations can be held 
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liable for the actions of those who control them. See Am. 
Fuel Corp., 122 F.3d at 134. To the extent that they are 
found to be alter egos of Platinum, the Beechwood 
Entities cannot avoid liability on the grounds that conduct 
imputed to them is also imputed to PPVA.
 
By contrast, the Court concludes that the SAC fails to 
allege insider status as to the other moving defendants. 
Feuer, Taylor, Narain, Nordlicht, Cassidy, Gerszberg, 
Katz, and HFF7 are not alleged to have held positions at 
PPVA, or to have owed fiduciary duties to PPVA. 
Plaintiffs go to great lengths to detail the ways in which 
these defendants harmed PPVA, see Opp. 8-11, but harm 
is insufficient to establish insider status. See Sec. Inv’r 
Prot. Corp. v. Bernard L. Madoff Inv. Sec. LLC, 987 F. 
Supp. 2d 311, 321 (S.D.N.Y. 2013) (“[T]he Second 
Circuit has read the insider exception ... narrowly to allow 
only for suits ... against a fiduciary of the debtor 
corporation, not against third parties who are alleged to 
have aided and abetted the debtor’s fraud, short of control 
by the third party over the debtor.”). And although 
plaintiffs allege that Saks held a position at PPVA, these 
allegations do not show that Saks had the level of control 
to qualify as an insider. As this Court has explained, 
“[t]he purpose of the insider exception is to hold 
fiduciaries responsible for their conduct as control 
persons,” id. at 322, and - as discussed at greater length 
below - Saks is not adequately alleged to be a fiduciary or 
control person.
 
Insider status is not the end of the story, however, as 
non-insider defendants may still be subject to liability if 
the adverse interest exception applies. On this point, the 
Court holds that the applicability of the adverse interest 
exception must be evaluated with respect to specific 
instances of alleged misconduct. And the Court agrees 
with plaintiffs that certain allegations in the SAC describe 
the kind of “outright theft or looting or embezzlement” to 
which the exception applies. See Kirschner, 938 N.E.2d at 
952. For example, the alleged diversion of the 
Renaissance Sale proceeds to the Preferred Investors can 
be viewed only as “fraud ... committed against [PPVA] 
rather than on its behalf.” Id.; see ECF No. 290, at 11-13. 
The same is true of the Nordlicht Side Letter, which 
allegedly obligated PPVA - for no consideration - to 
apply proceeds from the sale of one of its assets toward a 
debt owed to BAM. ECF No. 290, at 15-16. In the 
remaining sections of this Opinion, which consider 
defendant-specific arguments for dismissal, the Court will 
clarify which instances of alleged misconduct fall within 
the adverse interest exception.
 

III. Defendant-Specific Arguments

A. The Beechwood Parties
The Beechwood Parties are named in or implicated by the 
Seventh, Eighth, Fourteenth, Sixteenth, Seventeenth,8 
Eighteenth, Twentieth, and Twenty-First Counts of the 
SAC. In the initial round, Beechwood Capital, BAM II, 
BBLN-PEDCO Corp., and BHLN-PEDCO Corp. moved 
to dismiss. The Court granted the motions of Beechwood 
Capital, BBLN-PEDCO Corp., and BHLN-PEDCO 
Corp., but it denied the motion of BAM II. ECF No. 290, 
at 37.
 
*8 The Beechwood Individuals and Illumin now move to 
dismiss the SAC in its entirety, and the Beechwood 
Entities move to dismiss all claims except the alter ego 
claim in the Eighteenth Count. BP MTD 1. As discussed 
above, the Beechwood Parties argue at length that 
plaintiffs’ claims are barred by the Wagoner rule and the 
doctrine of in pari delicto, and they contend that 
plaintiffs’ RICO claim is barred by the PSLRA. The 
Beechwood Parties also make several additional 
arguments for dismissal.
 
First, the Beechwood Parties argue that the Seventh and 
Eighth Counts - in addition to being barred by Wagoner 
and in pari delicto - fail to state claims for aiding and 
abetting. Id. at 16-19. With respect to aiding and abetting 
breach of fiduciary duties, defendants argue that the SAC 
fails to allege substantial assistance, at least as to 
BRILLC, BRE Holdings, BRE, BBIL, or Illumin. Id. at 
16-18. And as for aiding and abetting fraud, defendants 
contend that the SAC fails to allege justifiable reliance by 
PPVA because the only PPVA officers who could have 
been misled are those accused of committing the fraud. 
Id. at 18-19. Relatedly, defendants argue that the 
Sixteenth Count for civil conspiracy should be dismissed 
as duplicative of the aiding and abetting claims. Id. at 20.
 
Moving to the Fourteenth Count, defendants argue that 
plaintiffs’ unjust enrichment claim should be dismissed 
for two reasons: First, an express agreement covers “each 
one of the alleged bad acts underlying the claim.” Id. at 
21. Second, the SAC alleges only “a general, non-specific 
benefit,” and “contains no well-pled allegations 
concerning how the Beechwood Individuals were 
supposedly ‘enriched.’ ” Id.
 
The Beechwood Parties also argue that the Court should 
dismiss the Twentieth and Twenty-First Counts, which 
seek declaratory judgments that the Nordlicht Side Letter 
and the Master Guaranty, respectively, are void and 
unenforceable as against public policy. SAC ¶¶ 1013-28. 
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As discussed in the Court’s Opinion on the initial round 
of motions to dismiss, the Nordlicht Side Letter was a 
document that Mark Nordlicht allegedly executed to 
divert funds from PPVA to the Beechwood Entities. ECF 
No. 290, at 15. Specifically, BAM Admin held a loan 
issued by Golden Gate Oil, and PPVA’s subsidiary 
Montsant had been paying the interest on the loan. Id. 
When Montsant was no longer able to pay, the Side Letter 
bound PPVA to pay in Montsant’s stead - for no 
consideration - by applying proceeds from the sale of 
Implant Sciences Corporation (“IMSC”), a company in 
which PPVA held a substantial interest. Id. at 15-16.
 
The Master Guaranty, meanwhile, obligated Montsant to 
guaranty amounts owed to various Beechwood Entities 
and SHIP by Golden Gate. SAC ¶ 593. As with the Side 
Letter, the Master Guaranty did not benefit PPVA, but 
instead “benefited Beechwood by providing it with 
additional collateral to secure the non-performing Golden 
Gate Oil Loan, comprised of a significant portion of 
PPVA’s remaining valuable assets.” Id. ¶ 599.
 
The Beechwood Parties argue that plaintiffs’ declaratory 
judgment claims should be dismissed on two grounds. 
First, defendants argue, these claims rest on the theory 
that PPVA was fraudulently induced to enter into the Side 
Letter and the Guaranty, and plaintiffs have not 
adequately alleged fraudulent inducement. BP MTD 22. 
Second, defendants argue that PPVA’s subsidiary DMRJ 
is already litigating the enforceability of the Side Letter in 
New York state court. Id. at 23. Not only do plaintiffs’ 
claims in this Court constitute a “second bite at the 
apple,” defendants argue, but they are also inconsistent 
with the position taken by DMRJ in state court that the 
Master Guaranty superseded the Side Letter. Id. at 23-24.
 
*9 Finally, the Beechwood Parties argue that the SAC’s 
alter ego claim should be dismissed as to Illumin because 
it is entirely group pled, and they argue that the claims 
against Beechwood Capital, BBLN-PEDCO Corp., and 
BHLN-PEDCO Corp. should be dismissed because they 
were already dismissed in this Court’s Opinion and Order 
on the initial round of motions. Id. at 24-25.
 
Taking the Beechwood Parties’ last argument first, the 
Court agrees that it has already dismissed plaintiffs’ 
claims against Beechwood Capital, BBLN-PEDCO Corp., 
and BHLN-PEDCO Corp., see ECF No. 290, at 37, and it 
hereby reaffirms that dismissal. The Court likewise agrees 
that the SAC should be dismissed as to Illumin based on 
impermissible group pleading. Although the SAC alleges 
in conclusory fashion that “Illumin is owned and 
controlled by Dhruv Narain” and “acted as an investment 
advisor to Beechwood during the course of the Second 

Scheme,” SAC ¶ 222, there are no allegations that 
specifically describe the nature of Narain’s control or tie 
Illumin to any alleged misconduct. For example, the SAC 
alleges that “the Beechwood Defendants and Illumin 
caused AGH Parent to deliver a letter to PGS enclosing an 
Assignment” as part of the Agera Sale. Id. ¶ 663. But the 
document that this allegation references - attached as 
Exhibit 94 to the SAC - is signed by Narain on behalf of 
BAM Management Services LLC. ECF No. 285-7, at 223. 
Illumin is not mentioned.
 
Moving to the remaining Beechwood Parties, the Court 
has already explained above that the Beechwood Entities 
cannot claim the protections of Wagoner and in pari 
delicto insofar as they are found to be alter egos of 
Platinum Management. As for Feuer, Taylor, and Narain, 
the Court also holds that plaintiffs’ claims are not barred 
by Wagoner or in pari delicto, at least at the pleading 
stage, because the adverse interest exception applies. 
Feuer, for example, is alleged to have witnessed the 
Nordlicht Side Letter, which saddled PPVA with financial 
obligations for no consideration. See SAC ¶ 11 (i). And 
Taylor and Narain are charged with orchestrating the 
Agera Sale, which - as discussed below in the context of 
Nordlicht and Cassidy’s motion - is plausibly alleged to 
have satisfied the exception.
 
With respect to defendants’ more particularized grounds 
for dismissal, the Court agrees that the SAC fails to allege 
substantial assistance, and thus aiding and abetting, as to 
BRILLC, BRE Holdings, BRE, and BBIL. BRILLC 
(referred to in the SAC as “Beechwood Investments”) is 
alleged only to have been “used as a vehicle by Nordlicht, 
Levy, Bodner and Huberfeld to purchase all the preferred 
shares in the Beechwood Reinsurance Companies.” Id. ¶ 
212. The Beechwood Reinsurance Companies, in turn, are 
a defined group comprising BBIL and BRE, which are 
referred to in the SAC as “Beechwood Bermuda” and 
“Beechwood Cayman,” respectively. Id. ¶¶ 215-16. The 
SAC alleges that “the Beechwood Reinsurance 
Companies were established and had received significant 
funds for investment from insurance investors, including 
SHIP.” Id. ¶ 373. But there are no specific allegations that 
describe how these entities participated in the First or 
Second Schemes. And finally, BRE Holdings (referred to 
in the SAC as “Beechwood Holdings”) is alleged only to 
have owned all of Beechwood Cayman’s common stock. 
Id. ¶ 213.
 
While these allegations are insufficient to state aiding and 
abetting claims as to the above entities, defendants’ 
arguments for dismissing the claims as to the other 
Beechwood Parties fall short. Defendants contend that the 
SAC fails to allege aiding and abetting as to the other 
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Beechwood Parties because PPVA’s officers could not 
have justifiably relied on their own misrepresentations. 
BP MTD 19. But this argument fails to respect the 
distinction between a company and its officers, and it 
essentially rehashes the points made above - and rejected 
by this Court - in the context of the Wagoner rule and in 
pari delicto. Compare BP MTD 9 (“The Wagoner rule 
provides that ... a bankruptcy trustee ... lacks standing to 
assert a claim against a third party for defrauding a 
corporation with the cooperation of management on 
behalf of the guilty corporation.” (quotations and 
alteration omitted)), with id. at 19 (“[T]he Liquidators, 
standing in the shoes of PPVA, cannot assert claims 
against the Beechwood Parties for aiding and abetting 
PPVA in deceiving itself.”). Accordingly, while the 
Seventh and Eighth Counts are dismissed as to BRILLC, 
BRE Holdings, BRE, and BBIL, they are not dismissed as 
to the other Beechwood Parties.
 
*10 Moving to the Sixteenth Count, the Court agrees that 
plaintiffs’ conspiracy claim is duplicative of their aiding 
and abetting claims, and it hereby dismisses the 
conspiracy claim as to all Beechwood Parties. See 
Loreley Fin. (Jersey) No. 3 Ltd. v. Wells Fargo Sec, LLC, 
No. 12-cv-3723 (RJS), 2016 WL 5719749, at *8 
(S.D.N.Y. Sept. 29, 2016) (“In cases in which Plaintiffs’ 
aiding and abetting claims overlap with their conspiracy 
claims, New York courts have allowed the aiding and 
abetting claims to proceed, but have dismissed as 
duplicative the conspiracy claims.”); Kew Gardens Hills 
Apartment Owners, Inc. v. Horing Welikson & Rosen, 
P.C., 828 N.Y.S.2d 98, 101 (2nd Dep’t 2006) (“[T]he 
seventh cause of action alleging conspiracy to breach a 
fiduciary duty should have been dismissed ... because it is 
duplicative of the aiding and abetting cause of action.”).
 
With respect to the Fourteenth Count, plaintiffs have 
essentially abandoned their unjust enrichment claim, 
responding in their answering papers only that “the unjust 
enrichment claim against the Beechwood Movants, pled 
in the alternative, is due to Plaintiffs seeking to invalidate 
certain Second Scheme transactions.” Opp. 36 n.9. As the 
Beechwood Parties note in their reply, even if plaintiffs’ 
oblique mention of “invalidat[ing]” “transactions” refers 
to the Nordlicht Side Letter and the Master Guaranty, 
these agreements were made only with BAM I and BAM 
Admin. BP Reply 8-9; ECF No. 285-6, at 98 (Nordlicht 
Side Letter); ECF No. 285-7, at 2 (Master Guaranty). 
Moreover, plaintiffs fail to respond (obliquely or 
otherwise) to defendants’ contention that the unjust 
enrichment claim is pled with impermissible generality. 
Accordingly, the Fourteenth Count is dismissed as to all 
Beechwood Parties.
 

Finally, as to the Twehtieth and Twenty-First Counts, the 
Court holds that plaintiffs have adequately alleged that 
they are entitled to declaratory relief. “[A] contract is 
unenforceable under New York law if the finder of fact 
concludes that the agreement was made with corruption 
and fraud contemplated as its purpose.” CMF 
Investments, Inc. v. Palmer, No. 13-CV-475 VEC, 2014 
WL 6604499, at *2 (S.D.N.Y. Nov. 21, 2014). Here, 
plaintiffs allege that the Nordlicht Side Letter and Master 
Guaranty were structured for the corrupt purpose of 
stripping value from PPVA. This is sufficient to state a 
claim.
 
Moreover, the fact that one of PPVA’s subsidiaries, 
DMRJ, is seeking a similar declaratory judgment in state 
court does not preclude plaintiffs’ claims here. See 
McClellan v. Carland, 217 U.S. 268, 282 (1910) (“[T]he 
pendency of an action in the state court is no bar to 
proceedings concerning the same matter in the Federal 
court having jurisdiction....”). Nor does DMRJ’s position 
that the Guaranty superseded the Side Letter preclude 
PPVA from arguing that both are void.
 
Accordingly, as to the Beechwood Parties, the Court rules 
as follows: The SAC is dismissed in its entirety as to 
Illumin. As to all other Beechwood Parties, the 
Fourteenth, Sixteenth, and Seventeenth Counts are 
dismissed. In addition, the Seventh and Eighth Counts are 
dismissed as to BRILLC, BRE Holdings, BRE, and BBIL. 
The Beechwood Parties’ motion is otherwise denied.
 

B. Bodner and Huberfeld
Bodner and Huberfeld are both Platinum Defendants and 
Beechwood Defendants. Accordingly, they are named in 
the First, Second, Third, Fourth, Fifth, Sixth, Seventh, 
Eighth, Fourteenth,9 Sixteenth, and Seventeenth10 Counts 
of the SAC. In the initial round of motions to dismiss, 
Bodner moved to dismiss the FAC on group pleading 
grounds, and he also moved to dismiss each count against 
him on more particularized grounds. ECF No. 183. 
Huberfeld joined Bodner’s motion. ECF No. 173.
 
*11 This Court largely denied Bodner’s motion, holding 
that plaintiffs plausibly alleged that Bodner and the other 
Platinum Defendants: (1) were corporate insiders, such 
that they could be charged with Platinum’s misstatements 
of PPVA’s NAV; (2) had scienter, given their motive and 
opportunity to commit fraud; and (3) were fiduciaries of 
PPVA. ECF No. 290, at 44-54. Based on these 
conclusions, the Court held that plaintiffs stated claims 
against Bodner and Huberfeld for breach of fiduciary 
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duty, aiding and abetting breach of fiduciary duty, fraud, 
constructive fraud, aiding and abetting fraud, civil 
conspiracy, and civil RICO. Id. at 54. The Court 
dismissed plaintiffs’ unjust enrichment claim, however, 
because the claim was abandoned. Id. at 55.
 
Now before the Court is Bodner’s second motion to 
dismiss, which Huberfeld again joins. See Memorandum 
of Law of Defendant David Bodner in Support of His 
Motion to Dismiss the Non-NAV Claims in the Second 
Amended Complaint (“Bodner MTD”), ECF No. 322; 
Defendant Murray Huberfeld’s Memorandum of Law in 
Support of His Motion to Dismiss the Second Amended 
Complaint, ECF No. 330. In his motion, Bodner accepts 
for purposes of argument that plaintiffs have stated claims 
in connection with Platinum’s misstatements of PPVA’s 
NAV. Bodner MTD 1. Bodner argues, however, that the 
SAC also includes “allegations that a dozen or more 
transactions were executed with the fraudulent intent to 
loot or encumber the assets of PPVA.” Id. at 2. Bodner 
contends that the SAC does not adequately tie him to 
these transactions, and that any allegations regarding the 
transactions should be dismissed as to him. Id.
 
This Court considered and rejected a similar argument in 
the SHIP action. There, certain Beechwood Defendants 
argued that SHIP should be limited in the allegations it 
could use to support its fraud claims. See 2019 WL 
1759925, at *2. The Court disagreed, holding that it 
would not “place SHIP’s claims in a factual straitjacket at 
the pleading stage, and well before completion of 
discovery.” Id. The Court cautioned, however, that if 
SHIP later “trie[d] to prove fraud based on misstatements 
or omissions that SHIP should have referenced in the 
SAC, then defendants c[ould] make an appropriate motion 
at that time.” Id.
 
The Court sees no reason to treat Bodner’s and 
Huberteld’s motions differently in the instant case. Given 
the close relationship between the alleged fraudulent 
transactions and the misstatements of PPVA’s NAV, any 
attempt to segregate “NAV” from “non-NAV” claims at 
this stage would be artificial and premature.11

 

C. Nordlicht and Cassidy
Michael Nordlicht and Kevin Cassidy are both named in 
the Twelfth Count of the SAC (aiding and abetting breach 
of fiduciary duty) for their role in the Agera transactions. 
Cassidy is also named in the Fourteenth Count (unjust 
enrichment). Previously, Nordlicht and Cassidy moved to 
dismiss on group pleading grounds, and they also moved 

to dismiss for failure to state a claim. ECF No. 195. The 
Court denied their motion, holding that plaintiffs 
plausibly alleged that: (1) Nordlicht and Cassidy knew the 
Platinum Defendants were breaching their fiduciary duties 
to PPVA; (2) Nordlicht and Cassidy participated in the 
breach; and (3) Cassidy was unjustly enriched at the 
expense of PPVA through his receipt of unearned 
proceeds from the Agera Sale. ECF No. 290, at 60-61.
 
Nordlicht and Cassidy now move to dismiss on the 
grounds that plaintiffs’ claims are barred by the Wagoner 
rule and the doctrine of in pari delicto. Nordlicht-Cassidy 
MTD 1-3. As discussed above, neither Nordlicht nor 
Cassidy is adequately alleged to be an insider of PPVA. 
Accordingly, the disposition of their motion turns on 
whether their alleged conduct falls within the adverse 
interest exception.
 
*12 Beginning with the unjust enrichment claim against 
Cassidy, the Court concludes that the adverse interest 
exception applies. As explained in the Court’s Opinion on 
the initial round of motions to dismiss, plaintiffs allege 
that Cassidy created and controlled an entity called 
Starfish, and that Starfish was granted 8% of the 
membership interests in PPVA’s subsidiary PGS the day 
before PGS sold its interest in a convertible note in Agera 
to AGH Parent. ECF No. 290, at 16-18. Plaintiffs allege, 
moreover, that the grant to Starfish was made without 
consideration to PGS. Id. at 18. This naked diversion of 
financial interests – like the diversion of proceeds from 
the Renaissance Sale to the Preferred Investors – 
constitutes “outright theft or looting” for purposes of the 
adverse interest exception. See Kirschner, 938 N.E.2d at 
952.
 
Cassidy and Nordlicht’s broader participation in the 
Agera Sale, however, raises more difficult questions. 
According to defendants, “[t]he SAC does not (and 
cannot truthfully) allege that the Agera Transaction 
constituted theft or looting or embezzlement of PPVA” 
because “the SAC and its annexed exhibits establish that 
the Agera Transaction was intended to and did create at 
least a short-term benefit for PPVA.” Reply 
Memorandum of Law of Defendants Michael Nordlicht 
and Kevin Cassidy in Further Support of Their Motion to 
Dismiss the Second Amended Complaint 6 
(“Nordlicht-Cassidy Reply”), ECF No. 392. Specifically, 
defendants cite an email from Katz to Mark Nordlicht and 
Levy - attached as Exhibit 82 to the SAC – in which Katz 
describes how the sale of Agera would “[s]olve ... our 
liquidity problem.” ECF No. 285-7, at 33. Defendants 
also cite an email from Mark Nordlicht to Katz - attached 
as Exhibit 87 to the SAC - in which Nordlicht appears to 
say, of the Agera Sale, that “the liquidity is just too 
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transformative for us to ignore.” Id. at 54. Based on these 
exhibits, defendants argue, “the Agera Transaction was 
not an ‘abandonment’ or ‘looting’ of PPVA by Platinum 
Management, but rather an infusion of cash into PPVA at 
a time when it allegedly faced liquidity issues.” 
Nordlicht-Cassidy Reply 7.
 
If defendants are correct - and if the Agera Sale provided 
PPVA with liquidity necessary to sustain the fund’s 
operations - then the Court agrees that the adverse interest 
exception does not apply. See Kirschner, 938 N.E.2d at 
953 (“So long as the corporate wrongdoer’s fraudulent 
conduct enables the business to survive – to attract 
investors and customers and raise funds for corporate 
purposes – th[e] test [for applying the adverse interest 
exception] is not met.”). The Court also agrees that the 
exhibits cited by defendants, although not entirely clear, 
raise the suggestion that PPVA may have anticipated a 
benefit from the Agera Sale in the form of increased 
liquidity. This suggestion, however, is insufficient at the 
pleading stage to overwhelm the raft of allegations in the 
SAC that characterize the Agera Sale as pure pilfering.
 
According to the SAC, the Agera Sale was orchestrated 
“to clear out the uncollectable debt obligations owed to 
Beechwood by companies such as Golden Gate Oil and 
PEDEVCO, leaving PPVA with little to nothing in 
exchange for the transactions.” SAC ¶ 607. Although the 
convertible note in Agera in which PPVA (through PGS) 
held an interest was allegedly valued between $225 and 
$285 million, PGS sold the note to AGH Parent for $170 
million, with $115 million of that amount being “paid or 
payable in a combination of Beechwood ‘debt 
forgiveness’ and worthless debt and equity assignments.” 
Id. ¶¶ 648, 651. Moreover, of the $55 million paid in 
cash, $10 million is still unaccounted for. Id. ¶ 653. And 
not long after the sale closed, the Beechwood Entities 
allegedly sold their interests in AGH Parent to a third 
party, leaving PPVA, on the whole, with as much as $150 
million in losses. Id. ¶¶ 668-71.
 
*13 Based on these allegations, one can plausibly infer - 
even taking into account Exhibits 82 and 87 - that the 
Agera Sale constituted “outright theft or looting” for 
purposes of the adverse interest exception. The fact that 
PGS received $45 million in cash from the Agera Sale 
does not prove that PPVA (through PGS) received a 
benefit from the sale. To the contrary, it is reasonable to 
infer based on the pleadings that PGS could have received 
significantly more cash if the convertible note had been 
sold at a market price. To hold that any amount of cash 
received is a benefit, even if that cash pales in comparison 
to the value of the assets for which it was exchanged, 
would render the term “benefit” meaningless.

 
That said, defendants may well be able to show after 
discovery that PPVA received necessary liquidity from 
the Agera Sale. If this liquidity enabled PPVA to sustain 
its operations, then it may qualify as a benefit, even if the 
convertible note was sold below market price. And if the 
Agera Sale benefitted PPVA, then the adverse interest 
exception does not apply, and judgment for Nordlicht and 
Cassidy on the aiding and abetting claim is warranted.
 
In sum, Nordlicht and Cassidy’s motion to dismiss is 
denied in its entirety. The unjust enrichment claim against 
Cassidy clearly falls within the adverse interest exception. 
And while the aiding and abetting claim is a closer call, 
the Court holds at this stage in the litigation that the claim 
can proceed.
 

D. Gerszberg
Gerszberg is named in the Thirteenth and Fourteenth 
Counts of the SAC, for aiding and abetting breach of 
fiduciary duties and unjust enrichment, respectively. The 
SAC alleges that Gerszberg ran an apparel business called 
the Collective, which took out a $30 million line of credit 
from Atlantic Growth, a PPVA subsidiary. SAC ¶¶ 
729-30. The Collective also entered into a series of 
agreements with a company called West Loop, but by the 
summer of 2015, the Collective was unable to make 
payments to Atlantic Growth and was in $2.4 million of 
debt to West Loop. Id. ¶¶ 731-34. Gerszberg was close 
friends with Mark Nordlicht, and he approached Nordlicht 
for help. Id. ¶ 735. Thereafter, the Platinum Defendants 
declined to foreclose on their loans to Gerszberg, and they 
instead caused PPVA to enter into a series of transactions 
with West Loop and a company called Epocs that “solely 
benefit[ted] West Loop/Epocs, Gerszberg and The 
Collective, to the detriment of PPVA.” Id. ¶¶ 736-37.
 
Specifically, the SAC alleges that PPVA assumed the 
Collective’s debt to West Loop and granted West Loop an 
interest in a promissory note issued by PPVA (the “12% 
PPNE Note”). Id. ¶ 738. PPVA also incurred a “sham” 
loan obligation to Epocs, pursuant to which the loan 
proceeds were given to the Collective and Epocs was 
given an interest in the 12% PPNE Note. Id. Finally, 
PPVA guaranteed an obligation that the Collective owed 
to West Loop. Id. Together, these transactions are referred 
to in the SAC as the “Purported Underlying West 
Loop/Epocs Obligations.” Id.
 
The SAC also alleges that “Gerszberg was provided with 
information concerning PPVA’s financial condition, its 
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ongoing liquidity issues and the misrepresentation of its 
NAV by the Platinum Defendants.” Id. ¶ 744. According 
to the SAC, however, Gerszberg nevertheless drafted a 
“Forbearance and Security Agreement” on behalf of West 
Loop and Epocs that gave these companies a security 
interest in the rights that PPVA’s subsidiary DMRJ had to 
proceeds from the sale of IMSC. Id. ¶¶ 747-49.
 
Finally, the SAC alleges that Gerszberg and the Platinum 
Defendants conspired to transfer $15 million from the 
Agera Sale to Gerszberg and entities he controlled for no 
consideration. The SAC alleges that Gerszberg and an 
individual named Franky Zapata entered into an 
agreement - the “Zapata Master Agreement” - that 
concerned “the rights and duties of Gerszberg, Zapata and 
their affiliates upon the occurrence of a proposed merger 
between Zapata Industries and IMSC.” Id. ¶¶ 752, 754. 
For the Zapata Master Agreement to become effective, a 
Gerszberg-controlled entity called Spectrum30 needed to 
deposit €10 million into Zapata’s bank account. Id. ¶ 755. 
On the day the Agera transaction closed, a PPVA 
subsidiary called Huron transferred $15 million of the 
proceeds to Gerszberg and Spectrum30 (the “Spectrum30 
Loan”), and $11 million was wired to Zapata. Id. ¶ 756. 
The SAC alleges that PPVA had no obligation under the 
Zapata Master Agreement to transfer these funds, and that 
it received nothing in return. Id. ¶ 757.
 
*14 Gerszberg did not move to dismiss as part of the 
initial round, but he now moves to dismiss on several 
grounds. See Brief of Seth Gerszberg in Support of His 
Motion to Dismiss the Second Amended Complaint, ECF 
No. 334-1. First, Gerszberg argues that plaintiffs’ unjust 
enrichment claim is barred because an express contract 
governs the transfer of proceeds from the Agera Sale. Id. 
at 11. Second, Gerszberg contends that plaintiffs’ aiding 
and abetting claim fails because it does not adequately 
allege knowledge, substantial assistance, or proximate 
causation. Id. at 18-28. And third - as noted above - 
Gerszberg raises a Wagoner/in pari delicto defense. 
Gerszberg Reply 3-6.
 
As a preliminary matter, the Court holds that plaintiffs’ 
claims against Gerszberg are not barred by Wagoner and 
in pari delicto because the adverse interest exception 
applies. Through the Purported Underlying West 
Loop/Epocs Obligations, the Forbearance and Security 
Agreement, and the Spectrum30 Loan, Gerszberg and his 
affiliates were allegedly awarded various financial 
benefits at the expense of PPVA. These benefits were 
awarded without consideration and unambiguously 
“operated at [PPVA’s] expense.” Kirschner, 938 N.E.2d 
at 952.
 

Moving to the unjust enrichment claim, the Court agrees 
with Gerszberg that an express contract governs the 
transfer of proceeds from the Agera Sale. In support of 
plaintiffs’ allegation that Gerszberg was unjustly enriched 
by the $15 million transfer from Huron, the SAC relies on 
Exhibit 102 to the SAC. See ECF No. 285-8, at 49-52. 
Exhibit 102, however, references a “Note” issued by 
Spectrum30 to Huron, which the SAC does not include as 
an exhibit. Id. This “Note,” which sets the terms of the 
$15 million transfer, is attached to Gerszberg’s motion 
(permissibly, in the Court’s view, given its incorporation 
by reference in Exhibit 102). See ECF No. 334, Ex. D. 
The Note is signed by Gerszberg on behalf of 
Spectrum30, and by Mark Nordlicht on behalf of Huron 
and PPVA. Id. at 14.
 
As this Court has explained previously, “an unjust 
enrichment claim is not available where it simply 
duplicates, or replaces, a conventional contract or tort 
claim.” ECF No. 290, at 27 (quoting Corsello v. Verizon 
New York, Inc., 967 N.E.2d 1177, 1185 (N.Y. 2012)). To 
the extent that PPVA seeks to recover the $15 million that 
Huron loaned to Spectrum30, the appropriate vehicle is a 
breach of contract action. Accordingly, the unjust 
enrichment claim is dismissed as to Gerszberg insofar as 
it relates to the Spectrum30 Loan.
 
In all other respects, however, Gerszberg’s motion to 
dismiss plaintiffs’ unjust enrichment claim is denied. 
After all, the Spectrum30 Loan is only one of several 
transactions through which plaintiffs allege that 
Gerszberg was unjustly enriched. And Gerszberg does not 
argue that these other transactions were governed by 
express contracts. Indeed, Gerszberg gives no explanation 
as to why these transactions cannot ground an unjust 
enrichment claim. Any argument to the contrary has thus 
been forfeited for purposes of the instant motion practice.
 
Gerszberg’s motion to dismiss plaintiffs’ aiding and 
abetting claim is also denied. The SAC plausibly alleges 
that Gerszberg engaged in multiple transactions that 
stripped PPVA of its value, and that he did so with actual 
knowledge of PPVA’s financial difficulties and the 
Platinum Defendants’ fiduciary breaches. SAC ¶¶ 744, 
749. Given the nature the transactions with which 
Gerszberg is charged, the SAC’s allegations of knowledge 
are far from conclusory. Moreover, the SAC adequately 
alleges that Gerszberg substantially assisted in the 
breaches that led to his enrichment and that he 
proximately caused the injuries that PPVA suffered. 
Indeed, it is hard to imagine how the Purported 
Underlying West Loop/Epocs Obligations, the 
Forbearance and Security Agreement, or the Spectrum30 
Loan would have happened without him.

Case 2:19-ap-01382-SK    Doc 349-3    Filed 01/14/22    Entered 01/14/22 07:52:03    Desc
Appendix of Unpublished Opinions    Page 187 of 441



In re Platinum-Beechwood Litigation, Not Reported in Fed. Supp. (2019)
RICO Bus.Disp.Guide 13,199

 © 2022 Thomson Reuters. No claim to original U.S. Government Works. 12

 
*15 Accordingly, the Fourteenth Count of the SAC is 
dismissed only insofar as it relates to the Spectrum30 
Loan, and Gerszberg’s motion to dismiss is otherwise 
denied.
 

E. HFF
HFF is a Preferred Investor of the BEOF Funds, and it is 
accordingly named in the Ninth, Tenth, and Fifteenth 
Counts of the SAC. In addition - as noted above - the 
SAC added as a Twenty-Second Count an alter ego claim 
against HFF in respect of Counts One through Six. 
According to the SAC, HFF “is set up for the benefit of 
the family of defendant Murray Huberfeld, but in fact was 
used as a repository for assets of the Platinum Defendants 
and their friends and family during the course of the First 
and Second Schemes, and as such is the alter ego of 
Platinum Management and Murray Huberteld.” SAC ¶ 
144. Huberfeld is alleged to be HFF’s president, director, 
and official signatory, and the daily administration of 
HFF is alleged to have been handled by the Platinum 
Defendants and other Platinum employees. Id. ¶¶ 145-46.
 
Moreover, the SAC alleges that HFF “regularly entered 
into transactions and agreements with Platinum insiders 
and certain of the Defendants in this case,” and that HFF 
“has a history of providing a range of ‘loans’ to affiliated 
investors and friends in the Platinum circle.” Id. ¶¶ 
148-49. For example, the SAC alleges, HFF loaned Mark 
Nordlicht $7.5 million through an intermediary. Id. ¶ 152. 
HFF also gave a $325,000 zero-interest loan to the Fuchs 
Family Foundation, and it loaned $1.8 million to Moshe 
Oratz - an individual who managed certain 
Platinum-affiliated funds - including $750,000 for Oratz 
to pay fines and restitution in connection with a criminal 
racketeering conviction. Id. ¶¶ 153-57. In addition, the 
SAC alleges, Platinum Defendants regularly invested 
money acquired during the course of the First and Second 
Schemes, and HFF loaned this money to Platinum 
insiders. Id. ¶¶ 159-61.
 
Finally, according to the SAC, HFF “provided substantial 
assistance to the Platinum Defendants in implementing 
the First and Second Schemes,” and “acted as a repository 
for assets illicitly gained by the Platinum Defendants by 
way of the First and Second Schemes.” Id. ¶¶ 880-81. The 
SAC alleges that HFF “was formed for the corrupt and 
wrongful purpose of acting as a clearing house for assets 
acquired by Murray Huberfeld and certain other Platinum 
Defendants in connection with the First and Second 
Schemes,” and that it “was one of the Preferred Investors 

of the BEOF Funds in connection with the siphoning of 
nearly $100 million in funds out of Black Elk in 
connection with the Renaissance Sale.” Id. ¶¶ 1031-32.
 
HFF now moves to dismiss the SAC in its entirety. As a 
preliminary matter, HFF argues, plaintiffs lack standing to 
bring claims in connection with HFF’s role as a Preferred 
Investor. HFF MTD 10. According to HFF, the SAC 
alleges that plaintiffs were injured because the proceeds 
of the Renaissance Sale would have been used to pay off 
PPVA’s debt if they had not been funneled to the 
Preferred Investors. Id. at 12. However, HFF argues, the 
SAC itself alleges that “Black Elk, now in bankruptcy, 
has sought to avoid and recover all transfers to PPVA and 
to equitably subordinate PPVA’s claims in connection 
with its secured debt.” Id. (citing SAC ¶ 510). 
Accordingly, HFF concludes, any injury belongs to Black 
Elk in the first instance. Id. Moreover, HFF notes that it 
has already settled its claims with Black Elk, and that any 
injury of PPVA’s has been rendered moot. Id. at 13.
 
*16 Even if plaintiffs had standing, HFF continues, the 
SAC would fail to state a claim. With respect to aiding 
and abetting, HFF contends that its “unrelated 
transactions with certain of the defendants or investment 
in the BEOF Funds does not permit the reasonable 
inference that the Foundation substantially assisted the 
Black Elk Scheme or any other scheme.” Id. at 17. And as 
for unjust enrichment, HFF argues that “the SAC does not 
demonstrate that [HFF] was enriched, particularly 
considering its substantial lost investment in PPVA.” Id. 
at 18. Moreover, HFF contends, “[a]bsent any allegations 
of dealings between [HFF and PPVA], their relationship 
is simply too attenuated to state a claim for unjust 
enrichment.” Id. at 19.
 
Finally, with respect to plaintiffs’ alter ego claim, HFF 
argues that the SAC fails to allege that the Platinum 
Defendants had complete domination over HFF, or that 
this domination was used to injure plaintiffs. Id. at 20. 
Instead, HFF contends, “the only non-conclusory facts 
that Plaintiffs assert are that Huberfeld was the ‘president, 
director and official signatory’ for the Foundation and that 
a single ‘invoice for third party payroll services’ was 
directed to Platinum Management’s offices.” Id. at 21 
(quoting SAC ¶¶ 145-47). Moreover, HFF continues, “the 
SAC does not - because it cannot - allege that the 
Foundation’s corporate formalities were not observed, 
that it was undercapitalized, engaged in any ultra vires 
activity, or that the dealings between Huberfeld or 
Platinum Management with the Foundation were anything 
other than arms-length.” Id.
 
HFF also contends that “the SAC does not sufficiently 
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allege with particularity any non-conclusory facts to 
support a reasonable inference that the Foundation’s 
corporate form was used to achieve the fraud or breaches 
of fiduciary duty alleged in Counts 1-6 of the SAC.” Id. at 
22. Instead, HFF explains, “Plaintiffs only assert that 
during the time period of the SAC, the Foundation, 
among other activity, ‘entered into transactions and 
agreements with Platinum insiders and certain of the 
Defendants in this case,’ ‘provid[ed] a range of “loans” to 
affiliated investors and friends in the Platinum circle,’ and 
that other defendants, from time to time, provided money 
to the Foundation.” Id. The rest of the SAC’s allegations, 
HFF concludes, are conclusory or false on their face. Id. 
at 23.
 
After reviewing the new allegations in the SAC and the 
arguments in the parties’ submissions, the Court is of the 
view that the alter ego claim - but only the alter ego claim 
- should be dismissed as to HFF. Simply put, the SAC 
does not plausibly allege that HFF was “used by 
[Huberfeld] to accomplish his own and not [HFF’s] 
business,” Wm. Passalacqua Builders, Inc. v. Resnick 
Developers S., Inc., 933 F.2d 131, 138 (2d Cir. 1991), or 
that the Platinum Defendants were “in reality carrying on 
[HFF’s] business in their personal capacities for purely 
personal ... ends,” Walkovszky v. Carlton, 223 N.E.2d 6, 
8 (N.Y. 1966). As HFF notes, the SAC does not allege 
that HFF’s “corporate formalities were not observed, that 
it was undercapitalized,” or that it “engaged in any ultra 
vires activity.” HFF MTD 21. And while it is true that 
Huberfeld is alleged to be HFF’s president, director, and 
official signatory, if this were sufficient to pierce the 
corporate veil little would be left of the rule that courts 
must “disregard corporate form reluctantly.” Gartner v. 
Snyder, 607 F.2d 582, 586 (2d Cir. 1979).
 
Nor is the Court’s conclusion changed by the SAC’s 
allegations that HFF engaged in suspicious financial 
transactions with Platinum-related individuals at a time 
when the First and Second Schemes were ongoing. 
Although the loans and “investments” described in the 
SAC may raise eyebrows, plaintiffs fail to describe how 
these transactions contributed to either scheme. Instead, 
the SAC alleges in conclusory fashion that HFF “act[ed] 
as a clearing house for assets acquired by Murray 
Huberfeld and certain other Platinum Defendants in 
connection with the First and Second Schemes.” SAC ¶ 
1031. How this clearing house was “connected” to the 
First and Second Schemes, or how it facilitated the 
schemes’ operation, is left unexplained.
 
*17 The Court nevertheless concludes that the SAC 
adequately alleges aiding and abetting and unjust 
enrichment in connection with HFF’s role as a Preferred 

Investor. The Court already explained in its Opinion on 
the initial round of motions why plaintiffs have stated an 
unjust enrichment claim as to the other Preferred 
Investors, see ECF No. 290, at 33, and the same reasoning 
applies to HFF. Moreover, the grounds on which the 
Court dismissed the aiding and abetting claims as to the 
other Preferred Investors - that “plaintiffs’ allegations 
[we]re insufficient to impute actual knowledge to any of 
these defendants,” id. - do not apply to HFF, as HFF is 
charged with the knowledge of Huberfeld, and Huberfeld 
is alleged to have had knowledge of Platinum’s fraud and 
fiduciary breaches. See Baker v. Latham Sparrowbush 
Assocs., 72 F.3d 246, 255 (2d Cir. 1995) (“The 
knowledge of a director, officer, sole shareholder or 
controlling person of a corporation is imputable to that 
corporation.”). This is true even though Huberfeld is not 
plausibly alleged to have “exercised complete 
domination” over HFF. Morris, 623 N.E.2d at 1160.
 
Moreover, HFF’s arguments regarding standing and 
Wagoner/in pari delicto do not change the Court’s 
conclusion. With respect to standing, the Court finds that 
the SAC plausibly alleges that PPVA was injured by the 
diversion of proceeds from the Renaissance Sale because 
the proceeds would have remained with PPVA if they had 
not been siphoned to the Preferred Investors. And with 
respect to Wagoner and in pari delicto, the Court has 
already indicated above that the diversion of the proceeds 
from the Renaissance Sale constituted the kind of 
“outright theft or looting” to which the adverse interest 
exception applies. See Kirschner, 938 N.E.2d at 952. So, 
while HFF (like the other Preferred Investors) is not an 
insider, it still can be held liable for the proceeds that it 
received.
 

F. Katz
Katz is named only in the Eleventh Count of the SAC, 
which alleges that he aided and abetted the Platinum 
Defendants’ breach of their fiduciary duties. SAC ¶¶ 
900-10. According to the SAC, Katz’s grandfather, 
Marcos, was a major investor in PPVA. Id. ¶ 124. In 
2015, Marcos sought to redeem his investment in PPVA, 
but there was insufficient liquidity to do so. Id. ¶ 125. The 
Platinum Defendants instead gave Marcos an opportunity 
to convert his interest in PPVA into an interest in 
Platinum Management and to appoint a representative to 
oversee his interests. Id. In early 2016, Michael Katz - 
who knew Nordlicht, Levy, Huberfeld, Bodner and Fuchs, 
and who had previously invested with Levy in an energy 
company that was merged into Agera in 2014 - “began 
taking an active role at Platinum Management” and 
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representing Marcos’s interests. Id. ¶¶ 126-27.
 
The key allegations against Katz relate to his involvement 
in the Agera transactions. According to the SAC, “Katz 
conspired with Nordlicht, Levy and other Platinum 
Defendants to develop the plan to transfer PPVA’s 
interest in Agera Energy to an ‘insider.’ ” Id. ¶ 128. 
Specifically, the SAC alleges that Katz “initiated” the 
Agera transactions in a March 13, 2016 email to 
Nordlicht. Id. ¶ 608. In the email - discussed above in the 
context of Nordlicht and Cassidy’s motion, and attached 
as Exhibit 82 to the SAC - Katz says, “I would like to 
share some thoughts on Agera and a potential sale to an 
insider. Believe this merits serious consideration now, 
some notes below on why.” ECF No. 285-7, at 32. The 
SAC also cites an email from Nordlicht to Katz - also 
discussed above and attached as Exhibit 87 to the SAC - 
in which Nordlicht says that Platinum “might get 
statistactory [sic] type of bid from a beechwood led 
consortium.” ECF No. 285-7, at 54. Based on these 
emails, the SAC alleges that Katz was an advisor to 
Platinum who knew that the Platinum Defendants were 
breaching their fiduciary duties by engaging in the Agera 
transactions, and who substantially assisted with those 
transactions. SAC ¶¶ 903-07. Plaintiffs seek both 
compensatory and punitive damages from Katz. Id. ¶¶ 
909-10.
 
*18 Katz did not move to dismiss as part of the initial 
round, but he now moves to dismiss on several grounds. 
First, as noted above, Katz argues that plaintiffs’ claims 
are barred by the Wagoner rule and the doctrine of in pari 
delicto. See Katz MTD 6-11. This argument fails because 
of the Court’s conclusion - discussed in the context of 
Nordlicht and Cassidy’s motion - that the Agera Sale falls 
within the adverse interest exception.
 
Second, Katz argues that the SAC does not adequately 
plead the elements of aiding and abetting breach of 
fiduciary duty. Id. at 11-18. Beginning with knowledge, 
Katz argues that “there are no allegations that Katz held 
any position at Platinum, Beechwood, or Agera; had any 
personal interest in the Agera Transactions; or actually 
prepared or executed any documents related to the Agera 
Transactions.” Id. at 13. Katz contrasts himself in these 
respects to the defendants allegedly involved in the Agera 
Sale whose motions to dismiss the Court denied in the 
initial round. Moreover, Katz contends, “the SAC’s 
failure to properly plead actual knowledge of fraud is not 
surprising given that it alleges no personal benefit to Katz, 
who is described in the SAC as simply acting as a 
representative for the interests of his outside-investor 
grandparents.” Id. at 14.
 

Moving to substantial assistance, Katz argues that the 
SAC alleges only “guilt by association,” and that even if 
Katz suggested that Agera be sold to a Platinum-related 
insider (which Katz denies), “the SAC does not allege that 
Katz was suggesting a transaction that would be unfair, 
offensive, illicit, or improper to PPVA.” Id. at 15-16. To 
the contrary, Katz argues, his email to Nordlicht makes 
clear that Katz was proposing a sale at “an above industry 
average” price. Id. at 16 (quoting ECF No. 285-7, at 32). 
Moreover, Katz argues, the SAC does not adequately 
allege causation because it does not allege that Katz was a 
but-for cause of the Agera Sale, and - even if it did - 
Katz’s email to Nordlicht “is too attenuated to constitute 
proximate cause.” Id. at 16-17.
 
The Court agrees with Katz, and it hereby dismisses the 
aiding and abetting claim against him. At bottom, the 
SAC relies on two email exchanges between Katz and 
Nordlicht, and these exchanges establish only that: (1) 
Katz proposed selling Agera to an “insider” - a term 
whose meaning is unclear from the context - at an “above 
industry average” price, ECF No. 285-7, at 32; and (2) 
Nordlicht told Katz that PPVA might receive a 
satisfactory bid from a “beechwood led consortium,” id. 
at 54. The Court cannot reasonably infer from these 
exchanges that the Agera Sale “was initiated by ... Katz,” 
SAC ¶ 608, or that Katz “assisted in orchestrating the 
scheme,” id. ¶ 903. At most, the Court can infer that Katz 
was an active investor who was aware of PPVA’s plans to 
sell its interest in Agera, and who sought to maximize the 
return that PPVA received.
 
To hold Katz liable for aiding and abetting would require 
the Court to engage in the sort of “speculation” that is 
inappropriate even at the motion to dismiss stage. See 
Gmurzynska v. Hutton, 257 F. Supp. 2d 621, 631 
(S.D.N.Y. 2003), aff’d, 355 F.3d 206 (2d Cir. 2004). 
Plaintiffs seem to recognize as much, as they spend barely 
a page in their opposition brief addressing Katz’s 
arguments (and even this page largely recites the 
allegations in the SAC). Accordingly, the Court holds that 
the SAC fails to state a claim as to Katz.
 

G. Landesman
*19 Landesman moves only to dismiss the civil RICO 
claim in the Seventeenth Count of the SAC. See ECF No. 
299. Because, as discussed above, the Court holds that 
plaintiffs’ RICO claim is barred by the RICO 
Amendment, Landesman’s motion is granted.
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H. PBIHL
As noted above, the SAC added PBIHL as a defendant. 
PBIHL is alleged to be “a Beechwood Entity organized 
under Bermuda law, with its principal place of business in 
Bermuda.” SAC ¶ 214. It is also alleged to be the 
successor in interest to Beechwood Bermuda Investment 
Holdings Ltd., which “was a reinsurance and wealth 
management company domiciled in Bermuda that issued 
wealth management products for the Beechwood 
Defendants.” Id.
 
PBIHL moves to dismiss on a number of grounds. See 
Memorandum of Law in Support of Motion to Dismiss on 
Behalf of Defendant PB Investment Holdings, Ltd., ECF 
No. 379. As relevant here, PBIHL argues that it has been 
impermissibly group pled and that it should be dismissed 
as a defendant for the same reasons that the Court 
dismissed the FAC as to Beechwood Capital, 
BBLNPEDCO Corp., BHLN-PEDCO Corp., and 
Beechwood Trust Nos. 7-14. Id. at 5-7; see ECF No. 290, 
at 34-37.
 
The Court agrees. PBIHL is named in a single paragraph 
of the SAC, and it is not charged with any specific 
wrongdoing. Although plaintiffs have attempted to add 
specificity by attaching new documents to their 
opposition brief, see ECF No. 398, the Court will not 
consider these, see O’Brien v. Nat’l Prop. Analysts 
Partners, 719 F. Supp. 222, 229 (S.D.N.Y. 1989) (“[I]t is 
axiomatic that the Complaint cannot be amended by the 
briefs in opposition to a motion to dismiss.”). 
Accordingly, PBIHL’s motion to dismiss the SAC is 
granted.
 

I. Saks
Whereas the FAC classified Saks only as a Beechwood 
Defendant, the SAC classifies him as both a Platinum 
Defendant and a Beechwood Defendant. As such, Saks is 
named in the First, Second, Third, Fourth, Fifth, Sixth, 
Seventh, Eighth, Fourteenth,12 Sixteenth, and 
Seventeenth13 Counts of the SAC. In the initial round of 
motions to dismiss, Saks incorporated the group pleading 
arguments made by Bodner, and he argued that plaintiffs 
failed to attribute to him “even one instance of specific 
wrongful conduct or specific knowledge of wrongful 
conduct by others.” ECF No 193, at 4.
 
The Court denied Saks’s motion, holding that one could 

“reasonably infer that Saks knowingly participated in the 
Platinum Defendants’ tortious conduct.” ECF No. 290, at 
56-57. Specifically, the Court explained, plaintiffs 
“allege[d] that Saks moved from a portfolio management 
position at Platinum Management to become CIO and 
President of BAM,” and they “also allege[d] that he 
helped orchestrate the transaction in which Montsant paid 
millions of dollars for Black Elk senior secured notes of 
dubious value.” Id. at 57. The Court held that “Saks [wa]s 
not prejudiced from hereafter moving to dismiss the 
remaining claims in the FAC on more particularized 
grounds,” but it “reject[ed] his broad-brush argument that 
no wrongdoing or knowledge of wrongdoing has been 
attributed to him.” Id.
 
*20 Saks now moves to dismiss on more particularized 
grounds. He argues that the First and Second Counts for 
breach of fiduciary duties - now brought against him in 
his capacity as a Platinum Defendant - should be 
dismissed because the SAC fails to allege the he owed 
fiduciary duties to PPVA or that he breached those duties. 
Saks MTD 6-10. With respect to the owing of duties, Saks 
argues that he is alleged only to have worked for six 
months as a non-owner employee at Platinum. Id. at 6. 
And as for breach, Saks contends that he “is not alleged to 
be one of the ‘narrowly defined group of highly ranked 
officers or directors who participated in the preparation 
and dissemination of’ net asset value (‘NAV’) reports for 
PPVA’s investments.” Id. at 8. Saks contrasts his role 
with that of Bodner, Huberfeld, Ottensoser, Levy, and 
Landesman - whom this Court held were insiders and thus 
chargeable with misstatements of PPVA’s NAV - and he 
argues that he was not “a founder or owner,” or “a 
member of the valuation committee, or of the risk 
committee.” Id. at 9.
 
For similar reasons, Saks argues that the Fourth and Fifth 
Counts for fraud and constructive fraud should be 
dismissed. Id. at 10. Not only are plaintiffs unable to tie 
Saks to any misstatements through the group pleading 
doctrine, he argues, and not only does the constructive 
fraud claim fail because plaintiffs do not adequately 
allege a fiduciary duty, but the SAC also fails “to 
establish scienter as to Saks during his short tenure at 
Platinum.” Id. at 11. Saks argues that he is alleged to be 
copied on one email - attached as Exhibit 30 to the SAC - 
regarding the public disclosure of an option that Black 
Elk had to purchase Golden Gate Oil for $60 million. See 
ECF No. 285-3, at 102. This email, Saks argues, is 
insufficient to show that he knew Golden Gate’s value 
was inflated. Saks MTD 12.
 
Next, Saks argues that the aiding and abetting claims 
against him (the Third, Sixth, Seventh, and Eighth 

Case 2:19-ap-01382-SK    Doc 349-3    Filed 01/14/22    Entered 01/14/22 07:52:03    Desc
Appendix of Unpublished Opinions    Page 191 of 441



In re Platinum-Beechwood Litigation, Not Reported in Fed. Supp. (2019)
RICO Bus.Disp.Guide 13,199

 © 2022 Thomson Reuters. No claim to original U.S. Government Works. 16

Counts) should be dismissed for failure to plead 
knowledge or substantial assistance. Id. at 17-21. With 
respect to knowledge, Saks argues that “[t]he SAC, at 
most, alleges that Saks could have had reason to suspect 
that some type of wrongdoing was occurring.” Id. at 18. 
And with respect to substantial assistance, he contends 
that “no action of Saks proximately caused any harm to 
PPVA.” Id. at 19. Saks argues that the only conduct 
attributed to him as a Platinum Defendant is his receipt of 
the Golden Gate email above, which was neither the 
but-for nor proximate cause of any harm. Id. at 20.
 
Moreover, Saks contends, the only conduct attributed to 
him as a Beechwood Defendant is his signature of the 
Montsant Pledge Agreement, which “secured a previous 
loan, made four months earlier, that enabled Montsant to 
purchase Black Elk 13.75% Senior Secured Notes at 
93.5% of par.” Id. Saks argues that he is not alleged to be 
involved with the previous loan, and he is not alleged to 
be responsible for PPVA valuation reports that involved 
assets encumbered by the pledge agreement. Id. at 20-21. 
In addition, Saks contends, the pledge agreement did not 
proximately cause injury to PPVA because any harm to 
PPVA came through the prior purchase of the Black Elk 
notes and the subsequent misstatement of asset values. Id. 
at 21.
 
As a final point, Saks argues that the SAC fails to state a 
claim for civil conspiracy because such a claim requires 
proof of “intentional participation in the furtherance of a 
plan or purpose” and “resulting damage or injury.” Id. at 
22 (quoting Treppel v. Biovail Corp., No. 03 Civ. 3002 
(PKL), 2005 WL 2086339, at *5 (S.D.N.Y. Aug. 30, 
2005)). According to Saks, the SAC “fails to plead an 
agreement involving Saks in even a conclusory fashion.” 
Id.
 
The Court largely agrees with Saks, and it hereby 
dismisses all claims brought against him as a Platinum 
Defendant. Unlike the other Platinum Defendants, Saks is 
not alleged to have “held a high level position indicating 
that he was an insider, with direct involvement in 
day-to-day affairs.” In re Alstom SA, 406 F. Supp. 2d 
433, 449 (S.D.N.Y. 2005). Instead, he is alleged only to 
have been a portfolio manager who was “responsible for 
overseeing and managing PPVA’s bio/pharma 
investments,” which are mostly tangential to the SAC’s 
core allegations. SAC ¶ 12(xii). These allegations are 
insufficient to charge him with misstatements of PPVA’s 
NAV, and the SAC does not otherwise meet Rule 9(b)’s 
specificity requirement for pleading fraud or breach of 
fiduciary duty in connection with Saks’s role at Platinum. 
Moreover, while plaintiffs contend in their opposition 
brief that Saks “was marketed as the co-CIO of Platinum 

Partners, along with Mark Nordlicht,” Opp. 35, this 
allegation appears nowhere in the SAC. Accordingly, the 
First through Sixth Counts are hereby dismissed as to 
Saks.14

 
*21 Moving to the remaining counts, brought against 
Saks in his capacity as a Beechwood Defendant, the Court 
holds that the SAC states claims for aiding and abetting.15 
As plaintiffs note, the Court already held in its Opinion on 
the initial round of motions to dismiss that “Saks 
knowingly participated in the Platinum Defendants’ 
tortious conduct.” ECF No. 290, at 56-57. The only 
question, then, is whether Saks’s participation rose to the 
level of “substantial assistance.” The Court concludes that 
it did because it is reasonable to infer that Saks 
substantially assisted the Platinum Defendants by signing 
the Montsant Pledge Agreement. Indeed, without posting 
collateral to secure the loan from SHIP, the Platinum 
Defendants might have had difficulty unwinding the 
Black Elk Scheme.
 
As a final point, Saks cannot raise a defense based on the 
Wagoner rule or the doctrine of in pari delicto. As 
discussed above, the Black Elk Scheme involved the 
straightforward diversion of assets from PPVA. And the 
Montsant Pledge Agreement was part of a series of 
transactions whereby a PPVA subsidiary borrowed money 
and encumbered its assets in order to relieve Beechwood 
Entities of worthless securities. These transactions qualify 
as “looting,” and the adverse interest exception therefore 
applies.
 
In sum, Saks’s motion is denied with respect to the 
Seventh and Eighth Counts, and it is granted in all other 
respects.
 

Conclusion

This Opinion disposes of the second round of motions to 
dismiss in Trott et al. v. Platinum Management (NY) LLC 
et al., 18-cv-10936. The Clerk is directed to close the 
following entries on the Trott docket: 299, 304, 308, 321, 
323, 329, 357, 373, and 378. The Clerk is also directed to 
close the following entries on the master docket, 
18-cv-6658: 257, 259, 262, 276, 278, 284, 333, and 383.
 
SO ORDERED.
 

All Citations

Not Reported in Fed. Supp., 2019 WL 2569653, RICO 
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Footnotes

1 The Beechwood Parties include: Beechwood Capital Group, LLC (“Beechwood Capital”), B Asset Manager LP (“BAM I”), B 
Asset Manager II LP (“BAM II”), Beechwood Re Investments, LLC (“BRILLC”), Beechwood Re Holdings, Inc. (“BRE 
Holdings”), Beechwood Re (in Official Liquidation) s/h/a Beechwood Re Ltd. (“BRE”), Beechwood Bermuda International Ltd. 
(“BBIL”), BAM Administrative Services, LLC (“BAM Admin”), Illumin Capital Management LP (“Illumin”), BBLN-PEDCO 
Corp., and BHLN-PEDCO Corp. (collectively, the “Beechwood Entities”), and Mark Feuer, Scott Taylor, and Dhruv Narain 
(collectively, the “Beechwood Individuals”).

2 Defendant Joseph SanFilippo belatedly joined the group of defendants that moved to dismiss in the initial round. ECF No. 259. 
Although the Court indicated that it would rule on SanFilippo’s motion in the second round, ECF No. 290, at 2 n.1, SanFilippo is 
one of the defendants currently facing criminal prosecution in the Eastern District of New York. Accordingly, his deadline to 
answer - like that of the other criminal defendants - is postponed until after trial, and the Court will wait to rule on any motions 
from SanFilippo until that time.

3 Unless otherwise indicated, in quoting cases all internal quotation marks, alterations, emphases, footnotes, and citations are 
omitted.

4 PBIHL also moves to dismiss plaintiffs’ RICO claim. As discussed below, the Court has dismissed the SAC as to PBIHL for the 
independent reason that PBIHL is the object of impermissible group pleading.

5 The Court’s holding is also supported by its conclusion in Picard v. Kohn, 907 F. Supp. 2d 392 (S.D.N.Y. 2012). There, the Court 
held that the RICO Amendment barred claims brought against defendants who fed money into Bernard Madoff’s Ponzi scheme, 
even though these claims were grounded in part in defendants’ alleged collection of “hundreds of millions of dollars in fees from 
their customers.” Id. at 396.

6 PBIHL also argues that the SAC should be dismissed because of Wagoner and in pari delicto, but - as noted - the Court has 
dismissed the SAC as to PBIHL on group pleading grounds.

7 HFF is differently situated from the Beechwood Entities because the SAC does not adequately allege that HFF was an alter ego of 
a Platinum insider, for the reasons discussed below.

8 As discussed above, the Court holds that the Seventeenth Count is barred by the RICO Amendment. Accordingly, the claim is 
dismissed as to the Beechwood Parties, among others.

9 Bodner argues that the SAC impermissibly reasserts the unjust enrichment claim that the Court already dismissed. Bodner MTD 12 
n.3. The Court agrees, and it again dismisses the Fourteenth Count as to Bodner and Huberfeld.

10 As discussed above, the Court holds that the Seventeenth Count is barred by the RICO Amendment. Accordingly, the claim is 
dismissed as to Bodner and Huberfeld, among others.

11 As in SHIP, however, Bodner and Huberfeld may argue later in this litigation that plaintiffs are barred from relying on conduct that 
should have been alleged in the SAC. As to whether such an argument will prevail, the Court expresses no opinion.

12 Saks, like Bodner, argues that the Fourteenth Count impermissibly reasserts the unjust enrichment claim that the Court already 
dismissed. Saks MTD 5. The Court agrees, and it again dismisses the Fourteenth Count as to Saks.

13 As discussed above, the Court holds that the Seventeenth Count is barred by the RICO Amendment. Accordingly, the claim is 
dismissed as to Saks, among others.

14 As noted above, the Fourteenth and Seventeenth Counts are also dismissed.

15 The Court concludes, however - as it did with the other Beechwood Defendants - that plaintiffs’ conspiracy claim is duplicative of 
their aiding and abetting claims. The Sixteenth Count is therefore dismissed as to Saks.
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Related to Adv. Docket Nos. 103, 105, 106, 107, 109 & 
113

MEMORANDUM ORDER1

Brendan Linehan Shannon, Chief United States 
Bankruptcy Judge

*1 Upon consideration of the Motion to Dismiss the First 
Amended Complaint (the “Motion to Dismiss”) [Adv. 
Docket No. 105] and accompanying brief in support 
[Adv. Docket No. 106] filed by Preferred Bank (the 

“Bank”); the Answering Brief (the “Answering Brief”) in 
Opposition to the Motion to Dismiss [Adv. Docket No. 
109] filed by SB Liquidation Trust (the “Trust” or 
“Plaintiff”); the Reply Brief in Support of the Motion to 
Dismiss [Adv. Docket No. 264] filed by the Defendant; 
and oral argument heard on April 20, 2015; the record 
reflects as follows:
 

I. BACKGROUND
1. The Court assumes familiarity with the history 
underlying this dispute as it has been subject of three 
memorandum opinions. The factual and procedural 
background of this adversary proceeding (the 
“Proceeding”) is set forth in detail in two opinions by this 
Court, see SB Liquidation Trust v. Preferred Bank (In re 
Syntax–Brillian Corp.), No. 08–11407 BLS, 2011 WL 
3101809 (Bankr.D.Del. July 25, 2011); SB Liquidation 
Trust v. Preferred Bank (In re Syntax–Brillian Corp.), No. 
08–11407 BLS, 2013 WL 153831 (Bankr.D.Del. Jan. 15, 
2013), and also in an opinion by the Court of Appeals for 
the Third Circuit, see SB Liquidation Trust v. Preferred 
Bank (In re Syntax–Brillian Corp.), 573 Fed.Appx. 154 
(3d Cir.2014). The following background is only a 
summary of the facts relevant to the instant matter.2

 
2. On July 7, 2010, the Plaintiff initiated the Proceeding 
by filing a complaint against the Bank to recover, among 
other things, avoidable fraudulent transfers owed to 
Syntax–Brillian Corporation and certain of its affiliated 
debtors (collectively, the “Debtors”). The Bank moved to 
dismiss the Proceeding, which the Court granted by Order 
[Adv. Docket No. 31] and Opinion [Adv. Docket No. 30] 
on July 25, 2011 (the “July 25 Opinion”). In re 
Syntax–Brillian Corp., No. 08–11407 BLS, 2011 WL 
3101809 (Bankr.D.Del. July 25, 2011). With respect to 
the actual and constructive fraud claims, the Court held 
that dismissal was appropriate because the Plaintiff did 
not allege sufficient facts to show that the Bank actually 
or constructively knew of the purported ongoing fraud. Id. 
at *12. The Court determined that the failure to allege 
such knowledge was fatal under the circumstances 
because the Plaintiff’s fraudulent transfer claims hinged 
on the collapsing doctrine—an equitable tool whereby a 
court can collapse multiple transactions and consider the 
overall financial consequences of the transactions. Id. at 
*11–12. The Court concluded that the collapsing doctrine 
required a showing of the transferee’s knowledge of the 
fraudulent scheme, and therefore the Plaintiff could not 
invoke the collapsing doctrine. Id. (“Because Counts III 
through VII [actual and constructive fraud claims] are 
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predicated upon the Plaintiff’s collapsing argument, the 
Court finds that each of the fraudulent transfer claims 
necessarily fail.”).
 
*2 3. On July 25, 2012, the Plaintiff filed a motion for 
relief from judgment under Fed.R.Civ.P. 60(b) and sought 
reconsideration of the July 25 Opinion based on newly 
discovered evidence. On January 15, 2013, the Court 
denied the motion by Order [Adv. Docket No. 79] (the 
“January 15 Order”) and Opinion [Adv. Docket No. 78]. 
In re Syntax–Brillian Corp., 2013 WL 153831, at *8–9 
(holding that the Plaintiff failed to show that the new 
evidence would have changed the Court’s disposition).
 
4. The Plaintiff appealed both of the Court’s rulings. The 
Third Circuit certified and authorized a direct appeal of 
the rulings pursuant to 28 U.S.C. § 158(d)(2). On August 
11, 2014, the Third Circuit affirmed in part and vacated in 
part the July 25, 2011 Order and affirmed the January 15, 
2013 Order. In re Syntax–Brillian Corp., 573 Fed. Appx. 
at 164.
 
5. The Third Circuit vacated this Court’s dismissal of the 
counts relating to fraudulent transfers with actual intent 
under 11 U.S.C. § 548(a)(1)(A) and 6 Del.Code § 
1304(a)(1). In its ruling, the Third Circuit focused on 
whose intent was necessary to satisfy the “actual intent” 
requirement and held that the relevant statutes only 
require the Plaintiff to allege the intent of the Debtors. In 
re Syntax–Brillian Corp., 573 Fed.Appx. at 161–62 
(“[W]e conclude that the Trust should not have been 
required to aver knowledge of the Debtor’s fraudulent 
intent on the part of the defendant/transferee, Preferred 
Bank.”).
 
6. After the Third Circuit’s ruling, the Proceeding was 
remanded to the District Court, which referred it back to 
this Court [Adv. Docket No. 96].
 
7. By stipulation of the parties, the Plaintiff filed the First 
Amended Complaint [Adv. Docket No. 102] on 
December 17, 2014. In accordance with the Third 
Circuit’s ruling, the First Amended Complaint now 
asserts three counts against the Bank: Count I seeks to 
avoid the Kolin Secured Line Obligations, the Note 
204615 Obligations, the December 2006 Line 202359 
Obligation, and the September 2007 Line 202359 
Obligations (collectively, the “Obligations” or “Count I”) 
on the basis that the Obligations were incurred with the 
actual intent to delay, hinder, or defraud under 11 U.S.C. 
§ 548(a)(1)(A), 11 U.S.C. § 544(b), and applicable state 
law; Count II seeks to avoid the Kolin Secured Line 
Principal Transfer and the Line 202359 Payoff Transfer 
(collectively, the “Transfers” or “Count II”) on the same 

basis as Count I; and Count III seeks to recover the 
Transfers under 11 U.S.C. § 550.
 
8. The Bank timely filed the Motion to Dismiss under 
Fed.R.Civ.P. 12(b)(6) on ground that the First Amended 
Complaint fails to state claims upon which relief may be 
granted. Plaintiff has opposed the Motion to Dismiss, and 
the Bank filed the Reply. The Court heard oral argument 
and took the matter under advisement. The matter has 
been fully briefed and is ripe for decision.
 
9. For the following reasons, the Court will deny the 
Bank’s Motion to Dismiss.
 

II. ANALYSIS
10. On remand, the Third Circuit tasked this Court with 
determining whether the “Trust sufficiently alleged actual 
fraud under the heightened pleading standard of Rule 9(b) 
of the Federal Rules of Civil Procedure.” In re 
Syntax–Brillian, 573 Fed. Appx. at 163 n.11. Before 
addressing this issue, the Court must briefly consider a 
couple arguments made by the parties that seek to 
influence the prism by which the Court analyzes the 
sufficiency of the facts in the First Amended Complaint.
 
*3 11. The Plaintiff once again seeks to collapse the 
Obligations into one integrated transaction so the Court 
can consider the outgoing transfers to the Kolin 
Company, Ltd. (“Kolin”).3 The law of the case doctrine 
bars the Plaintiff from reasserting this argument because 
the Court previously held that the Obligations could not 
be collapsed.4 In re Syntax–Brillian Corp., 2011 WL 
3101809, at *12. “The doctrine of the law of the case 
dictates that when a court decides upon a rule of law, that 
rule should continue to govern the same issues in 
subsequent stages in the litigation.” Deisler v. 
McCormack Aggregates, Co., 54 F.3d 1074, 1086 (3d 
Cir.1995) (internal citation and quotation marks omitted). 
After an issue has been decided, parties cannot seek to 
re-litigate that issue in the same case. In re Martin’s 
Aquarium, Inc., 98 Fed.Appx. 911, 913 (3d Cir.2004).
 
12. In the July 25 Opinion, the Court expressly held that 
the Obligations could not be collapsed into one 
transaction because the Plaintiff failed to sufficiently 
allege that the Bank had actual or constructive knowledge 
of the wrongful purpose of the purported fraudulent 
transactions. In re Syntax–Brillian Corp., 2011 WL 
3101809, at *12. The Third Circuit did not disturb this 
conclusion. In re Syntax–Brillian Corp., 573 Fed.Appx. at 
160. The Third Circuit declined to address whether the 
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Court correctly applied the collapsing doctrine because 
the Plaintiff prevailed in arguing that its fraudulent 
transfer claims only require evidence of the Debtors’ 
intent.5 Id. (“Because we find that the Trust prevails on its 
first argument, we need not reach its alternative argument 
regarding the requirements for the equitable tool of 
collapsing.”). Therefore, the Plaintiff is bound by the 
Court’s previous decision rejecting the collapsing doctrine 
in this case.
 
13. The Bank requests dismissal of the First Amended 
Complaint on grounds that it gave value in good faith 
within the meaning of Bankruptcy Code section 548(c). 
At this juncture, the Court will not consider whether the 
affirmative defense embodied in section 548(c) applies.6 
A plaintiff asserting a claim under 548(a)(1)(A) does not 
have to allege that the transferee lacked good faith. In re 
Bernard L. Madoff Inv. Sec. LLC, 454 B.R. 317, 331 
(Bankr.S.D.N.Y.2011) (“[A] defendant’s good faith need 
not be negated by the Trustee in the Complaint.”) 
(internal citation omitted); In re Bayou Grp., LLC, 362 
B.R. 624, 631 (Bankr.S.D.N.Y.2007) (“[L]ack of good 
faith is not an element of a plaintiff’s claim under Section 
548(a)(1).”). Section 548(c) is an affirmative defense, and 
therefore the burden is on the defendant-transferee to 
plead and establish facts to prove the defense. Silverman 
v. Actrade Capital, Inc. (In re Actrade Fin. Techs. Ltd.), 
337 B.R. 791, 805 (Bankr.S.D.N.Y.2005). But that burden 
does not shift to the transferee until the plaintiff meets the 
evidentiary burden of proving a prima facie case. 
Accordingly, the Court declines to consider the merits of 
the Bank’s good faith defense under section 548(c) at this 
stage. E.g., In re Dreier LLP, 452 B.R. 391, 401 
(Bankr.S.D.N.Y.2011) (refusing to consider an 
affirmative defense under 548(c) at the motion to dismiss 
stage); see also In re Opus E., L.L.C., 480 B.R. 561, 572 
(Bankr.D.Del.2012).
 

A. Standard for Dismissal under Rule 12(b)(6) when 
Rule 9(b) Applies

*4 14. Federal Rule of Civil Procedure 12(b)(6), made 
applicable to the Proceeding by Fed. R. Bankr.P. 7012, 
provides that a court may dismiss a complaint “for failure 
to state a claim upon which relief may be granted.” 
Fed.R.Civ.P. 12(b)(6). The purpose of a Rule 12(b)(6) 
motion is to test the sufficiency of a complaint, not to 
resolve disputed facts or decide the merits of the case. 
Kost v. Kozakiewicz, 1 F.3d 176, 183 (3d Cir.1993).
 
15. The Third Circuit instructs courts to conduct a 
two-part analysis when presented with a Rule 12(b)(6) 

motion to dismiss. Fowler v. UPMC Shadyside, 578 F.3d 
203, 210 (3d Cir.2009). First, courts are to separate the 
factual and legal elements of the claims and accept all 
well-pleaded facts as true. Id. Second, courts are to 
“determine whether the facts alleged in the complaint are 
sufficient to show that the plaintiff has a plausible claim 
for relief.” Id. at 211 (internal citation omitted).
 
16. 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). A claim is 
facially plausible 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. Determining plausibility will be “a 
context-specific task that requires the reviewing court to 
draw on its judicial experience and common sense.” Id. at 
679.
 
17. Federal Rule of Civil Procedure 9(b), made applicable 
to the Proceeding by Fed. R. Bankr.P. 7009, governs the 
pleading of intentional fraudulent conveyance claims. It 
provides that “[i]n alleging fraud or mistake, a party must 
state with particularity the circumstances constituting 
fraud or mistake. Malice, intent, knowledge, and other 
conditions of a person’s mind may be alleged generally.” 
Fed.R.Civ.P. 9(b). “In order to satisfy Rule 9(b), plaintiffs 
must plead with particularity the circumstances of the 
alleged fraud in order to place the defendants on notice of 
the precise misconduct with which they are charged, and 
to safeguard defendants against spurious charges of 
immoral and fraudulent behavior.” Lum v. Bank of Am., 
361 F.3d 217, 223–24 (3d Cir.2004) (internal citation and 
quotation marks omitted), abrogated in part on other 
grounds by Bell Atl. Corp. v. Twombly, 550 U.S. 544, 557 
(2007).
 
18. In bankruptcy, the heightened pleading standard under 
Rule 9(b) is “relaxed and interpreted liberally where a 
trustee, or a trust formed for the benefit of creditors, ... is 
asserting the fraudulent transfer claims.” Official Comm, 
of Unsecured Creditors of Fedders N. Am., Inc. v. 
Goldman Sachs Credit Partners (In re Fedders N. Am., 
Inc.), 405 B.R. 527, 544 (Bankr.D.Del.2009); In re Saba 
Enterprises, Inc., 421 B.R. 626, 640 
(Bankr.S.D.N.Y.2009).
 

B. Actual Intent to Hinder, Delay, or Defraud under 
Section 548(a)(1)(A) and 6 Del.Code § 1304(a)(1)

19. Both Bankruptcy Code section 548(a)(1)(A)7 and 6 
Del.Code § 1304(a)(1)8 focus on whether a transfer was 
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made, or an obligation was incurred, with the actual intent 
to “hinder, delay, or defraud” the debtor’s creditors. In re 
Syntax–Brillian Corp., 573 Fed.Appx. at 161–62 
(“[S]ection 548(a)(1)(A) and 6 Del.Code § 1304 
unambiguously focus solely on the intent of the debtor.”). 
Both statutes are set out in the disjunctive, and “a 
showing of any one of the three requisite states of 
mind—the intent to hinder, the intent to delay, or the 
intent to defraud—is sufficient to establish the intent 
element.” In re Stanton, 457 B.R. 80, 93 
(Bankr.D.Nev.2011). Because direct evidence of intent is 
typically unavailable, plaintiffs may demonstrate intent 
circumstantially with the well-known “badges of fraud.” 
In re Fedders N. Am., Inc., 405 B.R. 527, 545 
(Bankr.D.Del.2009). Badges of fraud are circumstances 
so commonly associated “with fraudulent transfers that 
their presence gives rise to an inference of intent.” In re 
Sharp Int’l Corp., 403 F.3d 43, 56 (2d Cir.2005).
 
*5 20. The badges of fraud that courts often consult 
include, but are not limited to: (1) the relationship 
between the debtor and the transferee; (2) consideration 
for the conveyance; (3) insolvency or indebtedness of the 
debtors; (4) how much of the debtor’s estate was 
transferred; (5) reservation of benefits, control or 
dominion by the debtor over the property transferred; and 
(6) secrecy or concealment of the transaction. In re 
Hechinger Inv. Co. of Del, Inc., 327 B.R. 537, 550 
(D.Del.2005), aff’d, In re Hechinger Inv. Co. of Del., Inc., 
278 Fed.Appx. 125 (3d Cir.2008). The presence or 
absence of any single badge of fraud is not conclusive. In 
re Hill, 342 B.R. 183, 197 (Bankr.D.N.J.2006). “The 
proper inquiry is whether the badges of fraud are present, 
not whether some factors are absent.” Id. (internal citation 
omitted); see In re Lehman Bros. Holdings Inc., 469 B.R. 
415, 448 (Bankr.S.D.N.Y.2012).
 
21. The badges-of-fraud analysis is not a check-the-box 
inquiry, and a court may consider other factors relevant to 
the alleged fraudulent transaction. E.g., Ritchie Capital 
Mgmt., LLC v. Stoebner (In re Polaroid Corp.), 779 F.3d 
857, 863 (8th Cir.2015) (“Courts may consider any 
factors they deem relevant to the issue of fraudulent 
intent....”); In re Tribune Co., 464 B.R. 126, 162 
(Bankr.D. Del.2011) (“A court may, of course, consider 
factors other than the traditional badges of fraud in an 
analysis of fraudulent intent.”). While the badges of fraud 
provide a basic rubric, courts examine the totality of the 
circumstances to determine whether fraudulent intent 
exists. See Max Sugarman Funeral Home, Inc. v. A.D.B. 
Inv’rs, 926 F.2d 1248, 1254 (1st Cir.1991); In re Adler, 
Coleman Clearing Corp., 247 B.R. 51, 86 n.52 
(Bankr.S.D.N.Y.1999), aff’d, 263 B.R. 406 
(S.D.N.Y.2001).

 

1. Count I: Avoidance of the Obligations

22. The Bank asserts that the Plaintiff has not sufficiently 
alleged a claim under section 548(a)(1)(A) and 6 
Del.Code § 1304 because the First Amended Complaint 
lacks direct evidence of fraud, and with the exception of 
insolvency, the presence of any badges of fraud. With 
such lack of circumstantial evidence, the Court cannot 
infer that the Obligations were incurred with the actual 
intent to hinder, delay, or defraud the Debtors’ creditors. 
The Bank also argues that the Obligations cannot be 
fraudulent conveyances because those obligations and the 
funding of the proceeds into the Debtors’ bank accounts 
could not, in and of themselves, cause damage to the 
Debtors’ creditors.
 
23. In response, the Plaintiff contends that the First 
Amended Complaint contains sufficient allegations to 
show that the Debtors knew to a substantial certainty that 
incurring the Obligations would have the consequence of 
hindering, delaying, or defrauding its creditors. The 
Plaintiff emphasizes that an intent to delay, an intent to 
hinder, or an intent to defraud qualifies under section 
548(A)(1)(A). The Plaintiff asserts that the Kolin 
Faction’s knowledge of the inevitable harm that would 
befall the creditor body can be imputed to the Debtors 
because many of the members of the Kolin Faction served 
as directors and officers of the Debtors.
 
24. The gravamen of Count I is that the Obligations were 
incurred to prolong the Kolin Faction’s fraudulent scheme 
and to continue an unsustainable enterprise that was 
inevitably doomed to fail. The Plaintiff supports this 
assertion with the following allegations: the Kolin Faction 
had the power to cause the Debtors to enter into the 
Obligations; at all relevant times, the Debtors 
purposefully sold products at a loss to “prop up” Kolin; 
the Debtors were insolvent at the time the Obligations 
were incurred; the Kolin Faction generated fake “credit 
memos” that purported to represent various credits that 
Kolin gave the Debtors; the amount of the fake credit 
memos were substantial—in fiscal year 2006 and 2007 
the Debtors recorded in excess of $85 million and $140 
respectively; the fake credit memos enabled the Debtors 
to continue an unsustainable enterprise; Syntax was 
significantly overpaying Kolin for the televisions that 
Syntax imported and sold; and the Kolin Faction 
significantly benefitted from the Debtors under-cost 
selling. The Plaintiff also stresses that the chief 
components of the Kolin Faction’s prodigious fraud 
include the Kolin Faction causing the generation of over 
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100 fake “credit memos” that represented various credits 
Kolin gave the Debtors, the Debtors to record over $400 
million in fake sales to SCHOT, and the creation of fake 
invoices from Kolin to SBC for Kolin’s fictitious 
purchase of “tooling” for plastic molds. The Court accepts 
as true all of these allegations. Phillips v. Cnty. of 
Allegheny, 515 F.3d 224, 231 (3d Cir.2008).
 
*6 25. Critical to the Plaintiff’s position is the overlap of 
management between Kolin and the Debtors. Several of 
the Debtors’ officers and directors were officers, 
directors, and shareholders of Kolin: James Li was on 
SBC’s Board of Directors and was also at relevant times 
its President, Chief Operating Officer, and Chief 
Executive Officer; Thomas Chow was a Director of SBC, 
its Chief Financial Officer, and Chief Procurement 
Officer; Christopher Liu was Kolin’s Chairman of the 
Board and a Director of SBC; Roger Kao was Kolin’s 
Vice President and served as a Director of Syntax; Alice 
Phang was SBC’s Controller.9 In re Syntax–Brillian 
Corp., 2013 WL 153831, at *1 n.6.
 
26. The Court can reasonably infer based on the relative 
positions of the Kolin Faction members within the 
Debtors’ organization that they had the power to cause the 
Debtors to incur the Obligations. Worldcom, Inc. v. 
Graphnet, Inc., 343 F.3d 651, 653 (3d Cir.2003) (“[We] 
draw all reasonable inferences from such allegations in 
favor of the complainant.”). The Court will impute the 
intent of these individuals to incur the Obligations to the 
Debtors.10 E.g., Schnelling v. Crawford (In re James River 
Coal Co.), 360 B.R. 139, 161–62 (Bankr.E.D.Va.2007) 
(“[F]or the purpose of recovering impermissibly 
transferred corporate assets and thereby facilitating 
creditor recovery, the intent of the officers and directors 
may be imputed to the corporation.”); In re Nat’l Audit 
Def. Network, 367 B.R. 207, 220 (Bankr.D.Nev.2007) 
(same).
 
27. The Debtors’ operations depended on receiving 
money from the Obligations; without this liquidity the 
Debtors could not sustain their under-cost selling to 
Kolin. When the Obligations were incurred, the Debtors 
had negative operating income and negative gross 
margins. While obtaining liquidity under such 
circumstances might be a reasonable way to effectuate a 
turnaround plan or other related business decision, the 
Obligations were incurred at a time when the Kolin 
Faction was in the midst of generating fake credit memos 
and recording fake sales to SCHOT. The Kolin Faction 
would also be incentivized to cause the Debtors to incur 
the Obligations because they benefited from the Debtors 
continued operations as they were directors, officers, and 
shareholders of Kolin.

 
28. The Debtors are presumed to intend the natural 
consequences of their acts. In re Sentinel Mgmt. Grp., 
Inc., 728 F.3d 660, 667 (7th Cir.2013). And the natural 
consequence of incurring the Obligations—which were 
primarily secured obligations—under the circumstances 
described above would, at a minimum, delay or hinder 
distributions to the creditor body. See In re Tribune Co., 
464 B.R. at 161 (“If the natural consequence of a debtor’s 
actions is that its creditors were hindered, delayed or 
defrauded, a court is more likely to find that an intentional 
fraudulent transfer occurred.”). The delay of payment to 
creditors was substantially certain to occur when the 
Debtors incurred the Obligations at a time when they 
were purposefully concealing massive losses. See In re 
Tronox Inc., 503 B.R. 239, 279–80 (Bankr.S.D.N.Y.2013) 
(observing that “actual intent” is satisfied when the 
consequences of an act are substantially certain to result 
from it). Furthermore, the Debtors were insolvent at the 
time the Obligations were incurred. The presence of this 
badge of fraud, along with viewing the incurrence of the 
Obligations under the totality of the circumstances, the 
Court finds that the factual pleadings allow the Court to 
draw the reasonable inference that the Debtors incurred 
the Obligations with the actual intent to delay, hinder, or 
defraud within the meaning of both section 548(a)(1)(A) 
and 6 Del.Code § 1304.11 Thus, the Court holds that the 
Plaintiff plausibly states a claim upon which relief can be 
granted in Count I.
 

2. Count II: Avoidance of the Transfers

*7 29. The Bank requests dismissal of Count II on 
grounds that the Transfers represent payments towards 
fully secured obligations. The Transfers resulted in a 
dollar-for-dollar reduction in the Debtors’ liability and 
therefore did not put assets otherwise available in a 
bankruptcy distribution outside the reach of creditors. The 
Bank reasons that the Transfers cannot constitute 
fraudulent transfers because they represent repayments of 
fully secured debt that resulted in the Bank releasing its 
security interest in the Debtors’ assets; as such, the 
Transfers did not deplete or diminish the value of assets 
available to creditors.
 
30. The Plaintiff’s avoidance of the Transfers is 
predicated on the successful avoidance of the Obligations. 
Count I seeks to avoid the Obligation; while Count II 
seeks to avoid the Transfers, which are the repayment of 
the Obligations. The Court accepts as true the allegations 
regarding the Bank obtaining a valid security interests 
under applicable nonbankruptcy law at the time the 
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Obligations arose.12

 
31. If the Plaintiff ultimately prevails on Count I and 
avoids the Obligations, by operation of law the security 
interests created are retroactively nullified and the Bank’s 
otherwise enforceable security interests are rendered 
ineffective. 10 Collier on Bankruptcy ¶ 548.10[1] (Alan 
N. Resnick & Henry J. Sommer eds., 15th ed. 2015) (“If 
the trustee avoids an obligation, nullification means that 
the transferee acquired no rights as a result of the 
transaction and that the trustee need not consider the 
obligation valid as against the estate.”); see Roswell 
Capital Partners LLC v. Alternative Const. Techs., No. 08 
CIV. 10647 DLC, 2010 WL 3452378, at *6 (S.D.N.Y. 
Sept. 1, 2010) (“[A] valid security interest depends on the 
continuing existence of an ‘obligation.’ Where the 
underlying debt has been extinguished, a security interest 
is no longer enforceable.”). However, if the Court 
ultimately concludes that the Obligations were not 
fraudulently incurred, then their repayment does not harm 
creditors because the Transfers were made on account of 
a valid and binding obligation. E.g., In re First All. 
Mortgage Co., 471 F.3d 977, 1008 (9th Cir.2006) (noting 
that payment to a “fully secured creditor does not hinder, 
delay or defraud creditors because it does not put assets 
otherwise available in bankruptcy distribution out of their 
reach”); In re Propex, Inc., 415 B.R. 321, 324 
(Bankr.E.D.Tenn.2009) (holding that payments made on 
account of an antecedent debt is as a matter of law, a 
transfer made for reasonably equivalent value). Because 
the Court declines to dismiss Count I, Count II cannot be 
dismissed at this stage.

 

3. Count III: Recovery of the Transfers under 11 
U.S.C. § 550

32. The Plaintiff avers that that the Bank received the 
Transfers and was an initial transferee under 11 U.S.C. § 
550(a)(1).13 The Bank does not dispute that it was the 
initial transferee. The Court finds that the First 
Amendment Complaint sufficiently alleges that the Bank 
was an initial transferee of the Transfers. Because the 
Court holds that Count II survives, Count III must also 
survive because it provides the mechanism for the 
Plaintiff to recover the value of property transferred in the 
event it successfully avoids the Transfers.
 
*8 Accordingly, it is hereby
 
ORDERED, that the Motion to Dismiss [Adv. Docket 
No. 105] is DENIED; and it is further
 
ORDERED, that counsel shall confer and promptly 
contact the Court to schedule a status conference to 
address further proceedings in this Proceeding.
 

All Citations

Not Reported in B.R. Rptr., 2016 WL 1165634

Footnotes

1 “The court is not required to state findings or conclusions when ruling on a motion under Rule 12 ....” Fed. R. Bankr.P. 7052(a)(3). 
Accordingly, the Court makes no findings of fact and conclusions of law pursuant to Rule 7052 of the Federal Rules of Bankruptcy 
Procedure.

2 Capitalized terms that are not defined herein have the meaning ascribed to them in the Court’s two previous memorandum 
opinions.

3 The Plaintiff also argues that the Ponzi scheme presumption applies such that the Debtors’ actual intent to hinder, delay, or defraud 
can be inferred from its active participation in a Ponzi scheme. See generally In re DBSl, Inc., 477 B.R. 504, 510 
(Bankr.D.Del.2012). It is unnecessary to consider whether the presumption applies because, as will be discussed, the Court holds 
that the Plaintiff has sufficiently pled a claim under section 548(a)(1)(A) and 6 Del.Code § 1304(a)(1).

4 The Third Circuit recognizes three exceptions to the law of the case doctrine. In re AmeriServe Food Distribution, Inc., 315 B.R. 
24, 36 (Bankr.D.Del.2004). None of these exceptions apply to the matter before the Court.

5 The Third Circuit also explicitly declined to reach the question of whether the Plaintiff must allege that the Bank knew or should 
have known of the fraudulent nature of the alleged fraudulent conveyances to invoke the collapsing doctrine. In re Syntax–Brillian 
Corp., 573 Fed.Appx. at 160 n.8.

6 11 U.S.C. § 548(c) (“[A] transferee or obligee of such a transfer or obligation that takes for value and in good faith has a lien on or 
may retain any interest transferred or may enforce any obligation incurred, as the case may be, to the extent that such transferee or 
obligee gave value to the debtor in exchange for such transfer or obligation.”).
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7 Section 548(a)(1)(A) provides that a “trustee may avoid any transfer ... of an interest of the debtor in property, or any obligation ... 
incurred by the debtor, that was made or incurred on or within 2 years before the date of the filing of the petition, if the debtor 
voluntarily or involuntarily—(A) made such transfer or incurred such obligation with actual intent to hinder, delay, or defraud any 
entity to which the debtor was or became ... indebted....”

8 6 Del.Code § 1304(a)(1) states that “(a) A transfer made or obligation incurred by a debtor is fraudulent as to a creditor, whether 
the creditor’s claim arose before or after the transfer was made or the obligation was incurred, if the debtor made the transfer or 
incurred the obligation: (1) With actual intent to hinder, delay or defraud any creditor of the debtor....”

9 As noted in both the Court’s memorandum opinions, the members of the “Kolin Faction” are Li, Chow, Liu, Kao, and Phang.

10 The Court is cognizant that there may be a dispute as to whether members of the Kolin Faction had sufficient authority within the 
Debtors’ organization such that their intent can be imputed to the Debtors. See In re Pers. & Bus. Ins. Agency, 334 F.3d 239, 242 
(3d Cir.2003) (discussing the circumstances upon which the fraud of an officer or director can be imputed to a corporation). The 
Court construes the First Amended Complaint in a light most favorable to the Plaintiff and draws all reasonable inferences in favor 
of the Plaintiff; as such, at this stage, the acts of the Kolin Faction will be attributable to the Debtors.

11 The Plaintiff supports Count I with details regarding the date, time, and amount of each individual obligation. See In re Aphton 
Corp., 423 B.R. 76, 87 (Bankr.D.Del.2010) (“[T]he Court must decide whether the Complaint meets the heightened pleading 
standards of Rule 9(b). Allegations of ‘date, place or time’ fulfill the function of Rule 9(b) by placing the defendants on notice of 
the precise misconduct with which they are charged.”) (internal citation omitted).

12 The Plaintiff disputes that the Kolin Secured Line Obligations was secured by assets of the Debtors. The Plaintiff argues that 
without a security interest in any of the Debtors’ assets, payments on the Kolin Secured Line Obligations could not reduce a 
secured obligation as to the Debtors, but rather constituted a payment of funds that could otherwise have been available to the 
Debtors’ creditors. Regardless if the Kolin Secured Line Obligations were secured with assets other than the Debtors, because the 
Kolin Secured Line Obligation is one of the obligations the Debtors seek to avoid in Count I and could still potentially be avoided 
given that the Court declines to dismiss Count I, any repayment on such obligation could also be avoided in the event the Plaintiff 
prevails on Count I.

13 11 U.S.C. § 550(a)(1) (“[T]o the extent that a transfer is avoided under ... [section] 548 ... the trustee may recover, for the benefit of 
the estate, the property transferred, or, if the court so orders, the value of such property, from—(1) the initial transferee of such 
transfer....”).

End of Document © 2022 Thomson Reuters. No claim to original U.S. Government Works.
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Forman, Chapter 7 Trustee for the Debtors.

Norgaard O’Boyle , John O’Boyle, Esq., 184 Grand 
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OPINION

THE HONORABLE DONALD H. STECKROTH, 
BANKRUPTCY JUDGE

*1 Before the Court is the motion filed by the defendant 
law firm, Deutsch Atkins, P.C. (“Deutsch Atkins” or 
“Defendant”), to dismiss the adversary complaint 
(“Motion”) filed by Charles Forman, the chapter 7 trustee 
(“Trustee”) for The Russ Companies, Inc., et al. 

(“Debtors”),1 pursuant to Federal Rule of Civil Procedure 
12(b)(6). The Trustee filed a two-count complaint against 
Deutsch Atkins seeking: (i) avoidance of preferential 
transfers paid to Deutsch Atkins for the benefit of David 
Moll, a creditor of the Debtors, pursuant to section 547(b) 
of the Bankruptcy Code and (ii) recovery of the voidable 
transfers pursuant to section 550(a) of the Code.
 
The Defendant submits the following arguments in 
support of its motion to dismiss: (i) the transfer was of 
property belonging to a third party, not the Debtors; (ii) 
the transfers were not made on account of an antecedent 
debt because: (a) the debt was not the Debtors’, but rather 
a third party’s, or alternatively (b) if the debt is one of the 
Debtors’, the transfers were made contemporaneously 
with incurring the debt; (iii) the Trustee is not permitted 
to pursue two adversary proceedings to recover the 
transferred funds from two different parties; and, lastly, 
(iv) the Debtors received new value for the transfers.
 
The Court has jurisdiction over this motion pursuant to 28 
U.S.C. §§ 1334(b), 157(a), and the Standing Order of 
Reference from the United States District Court for the 
District of New Jersey dated July 23, 1984 as amended 
September 18, 2012. This matter is a core proceeding 
pursuant to 28 U.S.C. § 157(b)(2)(E), (F), and (H). Venue 
is proper under 28 U.S.C. §§ 1408 and 1409(a). The 
following shall constitute the Court’s findings of fact and 
conclusions of law as required by Federal Rule of 
Bankruptcy Procedure 7052.
 

BACKGROUND AND RELEVANT FACTS

Considering the nature of the Defendant’s motion, one 
seeking dismissal of the complaint pursuant to Rule 
12(b)(6), for purposes of this hearing, the factual record 
comprises the facts as presented in the Trustee ‘s 
Complaint.
 
The Debtors were in the business of designing and 
marketing gifts, collectibles, and home decor. Between 
October, 2006 and July, 2009, David Moll served as Vice 
President for the Debtors. Mr. Moll was subsequently 
terminated and prior to the petition date filed an 
arbitration demand (“Arbitration Action”) against the 
Debtors seeking unpaid severance payments that had 
accrued. Deutsch Atkins represented Mr. Moll in that 
arbitration.
 
On March 8, 2011, the Debtors and Mr. Moll resolved the 
Arbitration Action by entering into a settlement 
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agreement (“Settlement Agreement”), whereby the 
following payments were to be made by the Debtors:

●$66,666.67 on March 10, 2011 to Mr. Moll;

●$33,333.33 on March 10, 2011 to Deutsch Atkins;

●$36,666.66 on April 10, 2011 to Mr. Moll;

*2 ●$18,333.34 on April 10, 2011 to Deutsch Atkins;

●$36,666.66 on May 10, 2011 to Mr. Moll; and

●$18,333.34 on May 10, 2011 to Deutsch Atkins;
The actual payments made to the Defendant included:

●$33,333.33 on March 8, 2011;

●$5,987.50 on March 17, 2011; and

●$18,333.34 on April 11, 2011.
 
The Debtors filed independent voluntary petitions for 
relief under chapter 7 on April 21, 2011. On the same day, 
the Trustee was appointed by the Court to act as chapter 7 
trustee for each of the Debtors’ estates. The matters were 
procedurally consolidated. Thereafter, the Trustee 
initiated this adversary proceeding seeking to avoid the 
payments made to Deutsch Atkins.
 

DISCUSSION

I. Standard of Review
Federal Rule of Civil Procedure 12(b)(6) permits a party 
to seek dismissal of a complaint for failure to state a claim 
upon which relief may be granted. Bankruptcy Rule 7012 
provides that Rule 12(b)(6) applies in adversary 
proceedings. Federal Rule of Civil Procedure 8 provides 
that pleadings must contain “a short and plain statement 
of the claim showing that the pleader is entitled to relief, 
in order to give fair notice of what the ... claim is and the 
grounds upon which it rests.” Bell Atlantic Corp. v. 
Twombly, 550 U.S. 544, 555, 127 S.Ct. 1955, 167 
L.Ed.2d 929 (2007) (quoting Conley v. Gibson, 355 U.S. 
41, 47 (1957)). Upon considering a 12(b)(6) motion to 
dismiss, courts “accept all factual allegations as true, 
construe the complaint in the light most favorable to the 
plaintiff, and determine whether, under any reasonable 
reading of the complaint, the plaintiff may be entitled to 
relief.” Phillips v. County of Allegheny, 515 F.3d 224, 233 

(3d Cir.2008) (citation and quotations omitted). The 
factual allegations contained in the complaint “must be 
enough to raise the right to relief above the speculative 
level.” Twombly, 550 U.S. at 555.
 
Furthermore, “[t]he allegations of the complaint should 
‘plausibly suggest’ the pleader is entitled to relief.” 
Wilkerson v. New Media Tech. Charter Sch. Inc., 522 
F.3d 315, 321 (3d Cir.2008) (citing Twombly, 127 S.Ct. at 
1966). The Supreme Court clarified the “plausibility” 
standard in Ashcroft v. Iqbal by holding that in order “[t]o 
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, 
129 S.Ct. 1937, 1949, 173 L.Ed.2d 868 (2009) (citation 
omitted). “The plausibility standard is not akin to a 
‘probability requirement,’ but it asks for more than a 
sheer possibility that a defendant acted unlawfully.” Id. 
Indeed, mere “labels and conclusions, and a formulaic 
recitation of the elements of a cause of action will not do. 
“ Twombly, 550 U.S. at 555. Thus, Rule 8 “requires a 
‘showing,’ rather than a blanket assertion, of entitlement 
to relief.” Twombly, 550 U.S. at 555 n.3.
 

II. Factual Record Before the Court
As a threshold matter, the Trustee contends that many of 
the Defendant’s arguments rely on facts introduced by 
counsel’s certification in opposition and are outside the 
four corners of the Complaint. These facts include that 
Mr. Moll worked as Vice President for Russ Berrie & 
Company, Inc. until December 2008 when he was 
transferred to Russ Berrie U.S. Gift, Inc., and was 
terminated from Russ Berrie U.S. Gift, Inc. in or about 
July, 2009.
 
*3 The Court cannot consider the extraneous facts 
introduced by the Defendant unless those facts can be 
found in documents relied on by the Trustee is forming 
the allegations contained in the Complaint. See In re 
Burlington Coat Factory Sec. Litig., 114 F.3d 1410, 
1424–25 (3d Cir.1997) (when ruling on a motion to 
dismiss, the Court is not permitted to go beyond the facts 
alleged in the Complaint and the documents on which the 
claims made therein were based). For this reason, the 
Court will look no further than the four corners of the 
Complaint, the Debtors’ disbursement receipts, and the 
Settlement Agreement entered into by Mr. Moll and the 
Debtors resolving the Arbitration Action.
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III. Count I—Preferential Transfers
To succeed, the Trustee must adequately plead that the 
Debtors’ interest in property was transferred and that the 
subject transfers: (1) were to or for the benefit of a 
creditor; (2) were for or on account of antecedent debt 
owed by the debtor before such transfer was made; (3) 
were made while the debtor was insolvent; (4) were made 
on or within 90 days before the date of the filing of the 
petition; and (5) enabled the creditor to receive more than 
such creditor would receive under a chapter 7 distribution 
if the transfers had not been made. 11 U.S.C. § 547(b).
 
The Defendant challenges, first, that the funds transferred 
do not constitute an interest of the Debtors in property, 
and, second, that the transfers were not on account of an 
antecedent debt. Finally the Defendant seeks dismissal 
based on a procedural argument and an affirmative 
defense. Each is discussed in turn.
 

A. Interest of the Debtors in Property
The Defendant argues the funds transferred by the 
Debtors were not property of the Debtors, but rather Mr. 
Moll because Mr. Moll was required to declare the funds 
transferred to the Defendant as his own income. (See 
Settlement Agreement) The Trustee counters that this is 
the kind of extraneous fact THAT cannot be considered 
by the Court in determining a motion to dismiss. This is 
incorrect, however, since the Settlement Agreement, 
relied upon by the Trustee, does require such an 
acknowledgment. However, the Court still must 
determine whether the Trustee has sufficiently alleged 
that the property transferred was an interest of the 
Debtors’ in property.
 
The Bankruptcy Code does not define the phrase: “an 
interest of the debtor in property.” Jacobs v. Matrix 
Capital Bank (In re AppOnline.com, Inc.), 315 B.R. 259, 
272 Bankr. E.D.N.Y. (2004). Courts have concluded, 
however, that the term is equivalent to the term: “property 
of the estate,” pursuant to 11 U.S.C. § 541. See Begier v. 
Internal Revenue Serv., 496 U.S. 53, 59–60 (1990); 
AppOnline.com, 315 B.R. at 272. Courts turn then to § 
541 in order to determine the scope of property interests 
that are recoverable under §§ 544, 547, and 548. See 
Begier, 496 U.S. at 59–60, 110.

Because the purpose of the avoidance provision is to 
preserve the property includable within the bankruptcy 
estate—the property available for distribution to 
creditors—“property of the debtor” subject to the 
preferential transfer provision is best understood as that 

property that would have been part of the estate had it 
not been transferred before the commencement of 
bankruptcy proceedings.

Begier, 496 U.S. at 59. Section 541(a)(1) provides that 
property of the estate includes “all legal or equitable 
interests of the debtor in property as of the 
commencement of the case.” 11 U.S.C. § 541(a)(1). As 
such, the Complaint needs only a short and plain 
statement that plausibly suggests that the Debtors held an 
interest in the funds in their Disbursement Account that 
were subsequently transferred to the Defendant such that 
if they had not been transferred they would have 
constituted property of the estate upon commencement of 
the bankruptcy case.
 
*4 Reviewing the Complaint makes clear that the Trustee 
clearly alleges a transfer of the Debtors’ interest in 
property. The Complaint alleges that “the Debtors made 
the following payments (the “Transfers”) by checks to 
Defendant’s attorneys that were drawn from the Debtors’ 
Disbursement Account based upon the Agreement 
reached in the Arbitration Action ...” and that the 
Disbursement Account was one maintained by Russ 
Berrie U.S. Gift, Inc. at Wells Fargo bank, N.A. for 
purposes of the Debtors’ receipt and disbursement of 
funds, thus, supporting the requirement that the funds 
transferred were property of the Debtors. (Compl., ¶¶ 
11,17).
 
The Trustee further argues that because the funds were 
transferred from the Debtors’ account, there is a 
presumption that they constitute an interest of the 
Debtors’ in property. In re Spinnaker Industries, Inc., 328 
B.R. 755 (Bankr.S.D.Oh.2005) (stating that “The check 
evidencing the Transfer was drawn on a Spinnaker 
Coating account with Key Bank of Maine in the amount 
$100,000 and, thus, was unquestionably property of the 
Debtor’s estate” because it constituted a legal or equitable 
interest); In re Tax Grp., LLC, 439 B.R. 47 
(Bankr.S.D.N.Y.2010) (holding that funds in the debtor’s 
bank account were presumed to be property of the estate 
upon commencement of the case); But see also In re Fin. 
Res. Mortgage Inc., 468 B.R. 487 (Bankr.D.N.H.2012) 
(found that funds held in the debtor’s account were 
presumed to be property of the estate based on New 
Hampshire state law).
 
Notwithstanding the Trustee’s attempt to establish the 
presumption that the Debtors held an interest in the funds 
transferred, such a presumption is not required under the 
pleading standard of Rule 8. It is sufficient that the 
Trustee clearly and plainly alleges facts that would 
plausibly suggest that the Debtors held an interest in the 
funds transferred to the Defendant from the Debtors’ 
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Disbursement Account. Therefore, the Court finds that the 
Trustee has adequately pleaded that the transfers were of 
property in which the Debtors held an interest.
 

B. On Account of an Antecedent Debt
The Defendant argues that the Complaint must be 
dismissed because the transfers from the Disbursement 
Account were not on account of an antecedent debt. Its 
argument relies on, first, a finding by the Court that the 
debt owed to the Defendant was not that of the 
transferring Debtor, but of a third party, or, alternatively, 
that the debt was contemporaneous with the transfer, not 
antecedent.
 

i. Debt of the Debtor or of a Third Party

The Defendant argues that the payments to Deutsch 
Atkins were made on behalf of Kid Brands, Inc., the new 
name for Russ Berrie & Company, neither of which is a 
debtor in this case. Further, the Defendant contends that 
Russ Berrie U.S. Gift, Inc., a Debtor herein, made 
payment to Deutsch Atkins for Kid Brands, Inc. in 
connection with the Settlement Agreement for various 
forms of consideration and a release of Russ Berrie U.S. 
Gift, Inc. and its affiliates.
 
Defendant’s statements are not contained within the 
Complaint and should not be considered by the Court. 
Moreover, the Complaint sets out a clear statement 
plausibly suggesting that the Trustee is entitled to relief. 
Paragraph 12 states that Mr. Moll served as vice president 
for the Debtors until July, 2009. Paragraph 13 states that 
on March 8, 2011, Mr. Moll and the Debtors reached a 
settlement to the Arbitration Action. Paragraph 17 clearly 
states that between March 10, 2011, and April 11, 2011, 
payments were made to the Defendant, and paragraph 22 
states that “[e]ach of the Transfers was made for or on 
account of an antecedent debt owed by the Debtors to 
David Moll before each of the Transfers was made.”
 
*5 The Complaint clearly states that the payments were 
made to the Defendant on account of a debt owed by the 
Debtors. Furthermore, the extraneous facts introduced by 
the Defendants should not be considered by the Court in 
considering a motion to dismiss pursuant to Rule 
12(b)(6). See In re Burlington Coat Factory Sec. Litig., 
114 F.3d 1410, 1424–25 (3d Cir.1997). For these reasons, 
the Court finds that the Trustee has adequately plead that 

the payments were made on account of an antecedent debt 
and denies the motion insofar as it seeks to dismiss for 
that reason.
 

ii. Antecedent or Contemporaneous Debt

Alternatively, the Defendant argues that, if the debt is 
determined to be that of the Debtors, then the payment of 
March 8, 2011, made the same day as the Settlement 
Agreement resolving the Arbitration Action, was 
contemporaneous with the debt being incurred and, 
therefore, not antecedent. See In re U.S. Digital, Inc., 443 
B.R. 22, 37 (Bankr.D.Del.2011). The Trustee counters 
that the debt did not arise with the Settlement Agreement, 
but rather the moment when Mr. Moll was entitled to his 
pension benefits – upon his termination, which is alleged 
to have occurred prior to the Arbitration Action, which 
commenced in January, 2010.
 
Again, considering the Complaint on its face, the Trustee 
has sufficiently alleged that the Debt was antecedent. 
Much of the factual evidence on which the Defendant 
relies is drawn from a 2008 Severance Policy that was 
created in anticipation of an acquisition of Russ Berrie & 
Company, Inc. (or Kids Brand, Inc.) by The Encore 
Group, Inc., not properly in evidence and not to be 
considered in defense of this Motion. Notwithstanding the 
improper submission of facts by the Defendant, the debt, 
whether arising at the point of Mr. Moll’s termination, 
pursuant to the 2008 Severance Policy, upon the 
commencement of the Arbitration Action, or pursuant to 
the Settlement Agreement, it is clear that: (1) the 
Complaint clearly sets forth that the debt owed to Mr. 
Moll arose prior to the date of the payments to the 
Defendant, and (2) to make a final determination on the 
Trustee’s preference action, the Court needs a more 
developed factual record to determine the nature of the 
debt and when it arose. Because there remain substantial 
questions of fact, the Court will allow the parties to 
pursue discovery and present a fully developed factual 
record for the Court to consider.
 

C. Other Arguments
The Defendant contends that the Trustee’s Complaint 
must be dismissed because he has initiated a similar 
action seeking avoidance of the transfer from Mr. Moll. 
While Section 550(d) provides that “[t]he trustee is 
entitled to only a single satisfaction under subsection (a),” 
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it recognizes the possibility that more than one party may 
be liable and, thus, the trustee’s remedy is limited not by 
parties, but by amount. In other words, the limiting nature 
of section 550(d) ensures only that the trustee’s recovery 
does not exceed the property value or the property 
transferred. See 5 Collier on Bankruptcy ¶ 550.05 (Alan 
N. Resnick & Henry J. Sommer eds., 16th eds.) (citing 
Freeland v. Enodis Corp., 540 F.3d 721 (7th Cir.2008)). 
The Trustee is not precluded from pursuing separate 
actions against multiple parties for receipt of the same 
property. The limitation is on the recovery.
 
Lastly, the Defendant seeks dismissal of the Complaint 
based upon its claimed affirmative defense of 
contemporaneous exchange for new value. The preference 
exception, codified by 11 U.S.C. § 547(c)(1), serves as a 
defense to an avoidance action based on a preferential 
transfer when the transfer was “substantially 
contemporaneous” and was intended to be for new value 
by both the creditor and the debtor. In re Hechinger Inv. 
Co. of Delaware, Inc., 489 F.3d 568, 572 (3d Cir.2007) 
(citing 11 U.S.C. § 547(c)(1)). Affirmative defenses, 
however, notwithstanding their likelihood of success, 
cannot be used to dismiss a plaintiff’s complaint under 
Rule 12(b)(6). In re Adams Golf, Inc. Securities 
Litigation, 381 F.3d 267, 277 (3d Cir.2004) (citing Doe v. 
GTE Corp., 347 F.3d 655, 657 (7th Cir.2003)) 
(defendant’s affirmative defense to plaintiff’s loss 
causation pleading could not be used to dismiss the 
complaint). Furthermore, courts have specifically 
determined that preference exceptions listed under 11 
U.S.C. § 547(c) cannot be used to dismiss a plaintiff’s 
complaint under Rule 12(b)(6). See e.g. Gluth Bros. 

Const., Inc., 424 B.R. 379, 398 (Bankr.N.D.Ill.2009) 
(defendant’s argument that payments fell within the 
ordinary course of business exception were irrelevant for 
the purposes of the motion to dismiss since the preference 
exceptions in § 547(c) are affirmative defenses); Adelphia 
Communications Corp. v. Bank of America, N.A. (In re 
Adelphia Communications Corp.), 365 B.R. 24, 79 
(Bankr.S.D.N.Y.2007) (the ordinary course of business 
affirmative defense under 11 U.S.C. § 547(c)(2) raised 
factual issues inappropriate for a determination on a 
motion to dismiss under Rule 12(b)(6)); In re DVI, Inc., 
2008 WL 4239120, at *3 (Bankr.D.Del.2008) (conduit 
defense is an affirmative defense and cannot form the 
basis of a motion to dismiss). Therefore, the Defendant’s 
affirmative defense of contemporaneous exchange for 
new value is irrelevant to the instant Rule 12(b)(6) action.
 

CONCLUSION

*6 For the foregoing reasons, the Defendant’s motion to 
dismiss the adversary complaint pursuant to Federal Rule 
of Bankruptcy Procedure 7012 is denied. An Order in 
conformance with this Opinion has been entered by the 
Court and a copy attached hereto.
 

All Citations

Not Reported in B.R. Rptr., 2013 WL 4028098

Footnotes

1 The Debtors are The Russ Companies, Inc., Russ Berrie Company Investments, Inc., Russ Berrie U.S. Gift Inc., The Encore 
Group, Inc., Russ Berrie and Company Properties, Inc., andRussplus, Inc.
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Opinion

A. HOWARD MATZ, District Judge.

*1 Stephen Montes, Deputy Clerk.
 

I. INTRODUCTION
The Inside Edge, LLC (“The Inside Edge”), a California 
limited liability company, filed this action in the Superior 
Court of the State of California on March 20, 2008, 
against Defendants Mike Nelson; Redwood Publications, 
LLC (“Redwood”); Construction Trader; and Does 1 
through 25.1 Defendants Nelson and Redwood 
(collectively “Defendants”) removed the action to this 
Court on April 23, 2008. Redwood, an Arizona limited 
liability company, then filed a counterclaim against The 
Inside Edge and Christopher Christopherson 
(“Counterdefendants”), the alleged owner and operator of 
The Inside Edge, on May 20, 2008. After a June 23, 2008 
scheduling conference, this Court ordered the parties to 
stipulate to the choice of law to be applied in this action, 

and if they were unable to do so, to file contention 
papers.2 The parties filed their papers on September 15, 
2008.
 
For the reasons set forth below, the Court rules that 
Arizona law shall govern the parties’ contract law claims, 
and California law shall govern the parties’ tort law 
claims.
 

II. BACKGROUND
Plaintiff’s claims relate to two alleged contracts setting 
forth terms for Defendants’ solicitation of advertising for 
Plaintiff’s publication. The first contract was allegedly 
executed in October 2007; the second in January 2008. 
There are four causes of action: (1) fraudulent inducement 
of contract; (2) fraudulent inducement of an alleged 
second contract; (3) fraud; and (4) breach of contract. The 
first cause of action relates to the October contract; the 
second to the January contract; and the third and fourth to 
both contracts. The October contract contains a 
choice-of-law provision that states “[t]his Agreement 
shall be interpreted under the laws of Arizona.” See Def. 
Brief at Ex. A, ¶ 14. The January contract does not 
contain a choice-of-law provision. See Def. Brief at Ex. 
B.
 
Defendants allege that the second (January) contract “was 
not agreed to by Redwood, and that plaintiff simply 
signed a signature page defendants previously provided 
for another version of the proposed contract and attached 
it to a contract other than the one discussed by the 
parties.” First Am. Answer ¶ 12; see also Def. Brief at 1 
(“... Redwood never executed the version referenced by 
Plaintiff in its Complaint.”) Defendants further assert that 
Redwood “did provide to Plaintiff a different, executed 
version of [Plaintiff’s January contract],” that Plaintiff did 
not execute Defendants’ version, and that Defendants’ 
version “contained a choice of law provision providing 
for the application of Arizona law: “[a]ll disputes will be 
governed by the laws of Maricopa County, AZ ...” Def. 
Brief at 1–2, Ex. C.
 
On May 20, 2008, Defendant Redwood filed a 
counterclaim alleging four causes of action against The 
Inside Edge and its alleged owner and operator, Chris 
Christopherson: (1) breach of contract; (2) breach of 
implied covenant of good faith and fair dealing as against 
The Inside Edge; (3) fraud as against The Inside Edge and 
Christopherson; (4) misrepresentation as against The 
Inside Edge and Christopherson; (5) conversion as against 
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The Inside Edge.
 

III. DISCUSSION

A. Contract Claims
*2 Both sides agree that the only substantive difference 
between California and Arizona contract law concerns the 
award of attorney’s fees. Pl. Brief at 2 (“it appears that the 
only substantive difference between Arizona and 
California contract law related to this action is the 
recovery of attorneys fees ....”); Def. Brief at 4 (“The only 
difference is that under California law, attorneys’ fees are 
recoverable in contract cases only when there is a 
contractual provision authorizing their reciprocal recovery 
....”). Under California law, the court may award fees only 
if a provision in the relevant contract allows for their 
recovery. Cal. Civ.Code § 1717 (2008); Brittalia Ventures 
v. Stuke Nursery Co., Inc., 153 Cal.App.4th 17, 62 
Cal.Rptr.3d 467, 476–79 (2007). Under Arizona law, the 
court may award the successful party reasonable attorney 
fees “[i]n any contested action arising out of a contract 
....” Ariz.Rev.Stat. § 12–341.01 (2008) (emphasis added).
 
Defendants contend that Arizona law governs the parties’ 
contract-based claims. Def. Brief at 5. Although Plaintiff 
and Counterdefendant Christopherson contend that 
California law governs, they also state that

Plaintiffs will stipulate that the prevailing party may 
recover attorney’s fees under Arizona law so long as 
Plaintiffs’ stipulation is not deemed and/or construed as 
an admission or acknowledgment concerning which 
one of the parties’ two agreements controls. In the 
alternative, if such a stipulation cannot be entertained 
by the court, California law should control.

Pl. Brief at 5. Earlier in their brief, Plaintiffs also state,

To be clear, if the recovery of attorney’s fees is the 
only difference in the two state’s contract laws related 
to this action, Plaintiffs will agree that the winning 
party may recover attorney’s fees consistent with 
Arizona law so long as Plaintiffs’ agreement is not 
deemed and/or construed as an admission concerning 
which of the parties’ two agreements controls ....

Id. at 2, 62 Cal.Rptr.3d 467. Given that both sides agree 
that the only substantive difference between Arizona and 
California law is the recovery of attorneys fees, the Court 
will construe these statements as a stipulation by 
Plaintiff–Counterdefendants to the application of Arizona 

law to the contract claims, including those for breach of 
contract and breach of implied covenant of good faith. 
Although the Court will not consider that 
Plaintiff–Counterdefendants have made any admission as 
to which of the two agreements controls, if the Court must 
resolve the question as a matter of law, it will apply 
Arizona law in doing so.
 

B. Tort Claims
The question of which law governs the parties’ tort 
claims—fraudulent inducement of contract, fraud, 
misrepresentation,3 and conversion—is decided by 
California’s choice-of-law rules, because California is the 
forum state. Sutter Home Winery v. Vintage Selections, 
971 F.2d 401, 407 (9th Cir.1992) (“Claims arising in tort 
are not ordinarily controlled by a contractual choice of 
law provision.... Rather, they are decided according to the 
law of the forum state.” (citations omitted)); Consolidated 
Data Terminals v. Applied Digital Data Sys., 708 F.2d 
385, 390 n. 3 (9th Cir.1983) (applying choice of law rules 
of forum state to tort issues).
 
*3 In analyzing a choice-of-law issue,

California courts apply the so-called governmental 
interest analysis, under which a court carefully 
examines the governmental interests or purposes served 
by the applicable statute or rule of law of each of the 
affected jurisdictions to determine whether there is a 
“true conflict.” If such a conflict is found to exist, the 
court analyzes the jurisdictions’ respective interests to 
determine which jurisdiction’s interests would be more 
severely impaired if that jurisdiction’s law were not 
applied in the particular context presented by the case.

Kearney v. Salomon Smith Barney, Inc., 39 Cal.4th 95, 
100, 45 Cal.Rptr.3d 730, 137 P.3d 914 (2006) (citations 
omitted). See also Consol. Data Terminals, 708 F.2d at 
390 n. 3 (“California law requires an analysis of the 
interests of states involved to determine the law that most 
appropriately applies to each issue.”); Sinclair v. 
Servicemaster Co., 2007 WL 2254448 at *3 
(E.D.Cal.2007) (same, quoting Consolidated Data 
Terminals ).
 
Because all parties contend, and the Court agrees, that 
(putting aside the contractual choice-of-law provision) 
California has a more substantial interest in this dispute 
than Arizona, the Court need not analyze whether there is 
a significant conflict between California and Arizona tort 
law.
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Although Plaintiff–Counterdefendants do not specifically 
discuss the tort claims in their brief, they assert that 
“California has the most significant relationship to the 
transaction and the parties,” because “[t]he contract was 
executed by Plaintiffs in California, Plaintiffs’ domicile is 
in California, Defendants represented to the public on 
their website that they had an office in Agoura at 
Plaintiffs’ operation, and the performance (i.e., soliciting 
advertisers from the inside call center) occurred in 
California.” Pl. Brief at 5. Defendants contend that 
California law governs these claims given “the presence 
of Plaintiff in California and the selection of California as 
the forum state.” Def. Brief at 5.
 
California’s interest in this case favors the application of 
California tort law.

 

IV. CONCLUSION
Accordingly, and good cause appearing therefor, the 
Court will apply Arizona law to the contract claims and 
California law to all other claims.4

 
IT IS SO ORDERED.
 

All Citations

Not Reported in F.Supp.2d, 2008 WL 4889027

Footnotes

1 Defendants Mike Nelson and Redwood Publications, LLC deny that Construction Trader is a business entity. They aver that it “is 
the name of the periodical published by Defendant Redwood that is the subject of the Services Contract ... and is not properly 
named as a defendant in this case.” First Am. Answer ¶ 3.

2 Docket No. 20.

3 It appears that Counterclaimant Redwood is asserting a tort claim, as it makes no mention of any contract in the portion of its 
Counterclaim addressing misrepresentation. Counterclaim ¶¶ 47–54.

4 This Order addresses docket numbers 20, 25, 26.
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United States District Court,

S.D. New York.

INTERNATIONAL GEMMOLOGICAL 
INSTITUTE, INC., Plaintiff,

v.
Abe RAFAEIL, a/k/a Ebrahim Raphael, 

a/k/a “Abe,” Shace Lulgjuraj, Sol Rafaeil, 
Domani International Enterprises, 

Express Fine Jewelry Manufacturing 
Corp., Euro Antiques & Gems, Inc., a/k/a 

Euro Antiques, New York Rafaeil 
Diamonds, a/k/a Rafaeil Brothers, a/k/a 
Rafaeil Diamond Co., Rex Jewelry Ltd. 
a/k/a Rex Jewelers, a/k/a Rex Jewelry, 
a/k/a Rex of New York, Rosen Diamond 
Co., Inc., a/k/a Rosen Diamonds, a/k/a 
Rosen, SR 2003 Corp., Ubex USA, Inc., 

Wheel of the World Auto Corp., Yafa 
Jewelry Inc., a/k/a Yafa, Mansour 

Farsijany, a/k/a “Amir,” John Doe 1 
(Domani), John Doe 2 (Express), John 
Doe 3 (Euro), John Doe 4 (New York 
Rafaeil), John Doe 5 (SR 2003), John 
Doe 6 (Rosen Diamond), John Doe 7 

(Ubex), John Doe 8 (Wheels), and John 
Doe 9 (Yafa), Defendants.

No. 05 Civ.2395 JGK JCF.
|

Aug. 17, 2005.

REPORT AND RECOMMENDATION

FRANCIS, Magistrate J.

*1 This is an action brought pursuant to the Racketeer 
Influenced and Corrupt Organizations Act (“RICO”), 18 
U.S.C. § 1961, et seq. The plaintiff also brings pendant 
state law claims for conversion, fraud, breach of fiduciary 
duty, and unjust enrichment. Four defendants-Shace 
Lulgjuraj, Rosen Diamond Co., Inc. (“Rosen Diamonds”), 
Ubex USA, Inc. (“Ubex”), and Mansour Farsijany-failed 
to answer the complaint and default judgments were 
entered against them. The case was then referred to me 
for an inquest on damages against these defendants. 
Although the defaulting defendants were advised of the 
date of the inquest, they failed to appear. Therefore, the 
following findings are based on the evidence presented by 
the plaintiff.
 

Background
International Gemmological Institute, Inc. (“IGI”) is a 
New York corporation that specializes in certifying and 
appraising gems. (Complaint (“Compl.”), ¶ 3). Defendant 
Shace Lulgjuraj worked for IGI from January 1995 until 
October 2000 and December 2001 until January 2003 as 
an assistant to the President. (Compl., ¶ 29). Ms. 
Lulgjuraj’s responsibilities included preparing checks for 
vendors, recording check information in IGI’s check 
book, and handling cancelled checks. (Compl., ¶ 31). 
With help from the other defendants, Ms. Lulgjuraj used 
her position to embezzle funds from IGI. (Compl., ¶ 33).
 
At the behest of Abe Rafaeil, Ms. Lulgjuraj prepared 
checks with forged signatures for companies that were not 
entitled to receive money from IGI. (Compl., ¶¶ 35-36). 
These companies, with which Mr. Rafaeil was affiliated, 
included Domani International Enterprises, Euro Antiques 
& Gems, Inc., Express Fine Jewelry Manufacturing Corp., 
Rex Jewelry Ltd. (“Rex Jewelry”), Rosen Diamonds, 
Ubex, Yafa Jewelry Inc., and Wheel of the World Auto 
Corp. (Compl., ¶ ¶ 35-36). Mansour Farsijany was named 
as a defendant because he is a manager of Rex. (Compl., ¶ 
17). The managers of the other companies are also 
identified as defendants, although their names are 
unknown. (Compl., ¶¶ 18-25).
 
In exchange for the forged checks, Ms. Lulgjuraj received 
money and gifts from Mr. Rafaeil. The checks were then 
sold or cashed by Mr. Rafaeil and the other defendants. 
(Compl., ¶¶ 35-36). When the cancelled checks were 
returned to IGI, Ms. Lulgjuraj intercepted them to prevent 
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detection. (Compl., ¶ 43). In order to camouflage her 
scheme, Ms. Lulgjuraj also falsified company records by 
claiming the checks were paid to companies with which 
IGI ordinarily conducted business. (Compl., ¶ 44). This 
alleged illegal activity occurred from January 1995 until 
December 2002. (Compl., ¶¶ 35, 48-55).
 
The plaintiff commenced this action on February 25, 
2005. Several defendants answered the Complaint, and 
the suit against them is ongoing. Ms. Lulgjuraj, Rosen 
Diamonds, Ubex, and Mr. Farsijany, however, failed to 
answer. Accordingly, the Honorable John G. Koeltl, 
U.S.D.J., entered default judgments against them and 
referred the case to me for an inquest on damages.
 

Discussion

A. Prematurity
*2 Rex Jewelry asserts that this inquest is premature and 
has asked me to delay determining damages until after the 
liability of the remaining defendants has been decided. 
This request appears to be motivated by concerns about 
the precedential effect my determination will have on any 
ultimate jury trial. While other courts have granted similar 
requests in the past, I find that the balance of the equities 
in the instant case favors my proceeding with the inquest 
at this time.
 
The principles governing the default of some but not all 
defendants in a litigation derive from Frow v. De La 
Vega, 82 U.S. 552 (1872). See Garafola v. Ecker 
Restoration Corp., No. 94 Civ. 7999, 1996 WL 312346, 
at *1 (S.D.N.Y. June 10, 1996). In Frow, eight defendants 
were accused of jointly defrauding the plaintiff. 82 U.S. at 
552-53. One defendant, Frow, defaulted, while the rest 
proceeded to trial and prevailed against the plaintiff. See 
id. at 553. The plaintiff then sought to enforce the default 
judgment against Frow, who appealed. See id. Finding the 
situation “unseemly and absurd, as well as unauthorized 
by law,” the Supreme Court set aside the default 
judgment. Id. at 554.
 
Frow has been interpreted to prohibit entry of a default 
judgment against one of several defendants where the 
theory of recovery is joint liability, such that no one 
defendant may be liable unless all defendants are liable. 
See U.S. Securities & Futures Corp. v. Irvine, No. 00 Civ. 
2322, 2001 U.S. Dist. LEXIS 25167, at *11 (S.D.N.Y. 
May 23, 2001); 10 James Wm. Moore et al., Moore’s 

Federal Practice § 55.25 at 55-46 (3d ed.1999). In such a 
case, the defaulting defendant is barred from participating 
in further proceedings on the merits, but would be 
exonerated if the other defendants prevail. See Garafola, 
1996 WL 312346, at *1.
 
In cases where the theory of recovery is joint and several 
liability, however, Frow does not directly apply. See 
Garafola, 1996 WL 312346, at *2. Since each defendant 
is accused of individually causing the entire injury, it 
would not be inconsistent to hold some but not all 
defendants liable. See Farberware, Inc. v. Groben, No. 89 
Civ. 6240, 1991 WL 123964, at *3 (S.D.N.Y. July 3, 
1991). Therefore, in joint and several liability cases the 
court may enter a default judgment against any defendant 
that fails to appear. See Montcalm Publishing Corp. v. 
Ryan, 807 F.Supp. 975, 978 (S.D.N.Y.1992). Many 
courts, however, have refused to assess damages against 
defaulting defendants in these cases since doing so 
presents the possibility of judgments inconsistent with 
jury awards against the non-defaulting parties. See 
Lawrence v. Vaman Trading Co., No. 92 Civ. 0377, 1993 
WL 190266, at *2 (S.D.N.Y. May 28, 1993). Instead, 
these courts have consolidated the inquest with the 
damages aspect of the trial. See Farberware, 1991 WL 
123964, at *3.
 
The main justification for requiring such a delay has been 
judicial economy. See Miele v. Greyling, No. 94 Civ. 
3674, 1995 WL 217554, at *3 (S.D.N.Y. April 13, 1995); 
In re Uranium Antitrust Litigation, 617 F.2d 1248, 1262 
(7th Cir.1980). Here, however, the strain on judicial 
resources is so slight that this consideration must give 
way to the interests of the parties in proceeding with the 
inquest.
 
*3 It is undisputed that the amount of damages that a 
plaintiff may recover from defaulting and non-defaulting 
defendants in a case based on joint and several liability 
should not differ. See Montcalm, 807 F.Supp. at 978; 
Hunt v. Inter-Globe Energy, Inc ., 770 F.2d 145, 148 
(10th Cir.1985). However, it is unclear why the mere 
possibility that such a circumstance may come to pass 
should prevent this Court from assessing damages. If a 
jury returns a verdict for a different amount than is 
assessed during this inquest, my ruling will be set aside 
and the jury’s finding will prevail. This mild 
administrative inconvenience is clearly outweighed by the 
interests of the parties in proceeding with the damage 
assessment at this time.
 
The plaintiff in this case has suffered a significant 
monetary injury. Postponing the inquest would delay-and 
perhaps jeopardize-its recovery since a plaintiff cannot 
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begin to collect on a judgment until it is final. During the 
potentially protracted litigation against the non-defaulting 
defendants, the defaulting defendants would have ample 
opportunity to spend, secrete, or otherwise protect their 
ill-gotten gains. If they are successful in doing so, the 
delayed inquest could permanently prevent the plaintiff 
from being made whole.
 
The non-defaulting defendants could also be injured by a 
postponed assessment of damages. If the defaulting 
parties are able to insulate themselves from judgment 
during the continuing litigation, the non-defaulting parties 
could be forced to satisfy the entire damage award 
without the possibility of contribution from the defaulting 
defendants. On the other hand, any fears that the 
non-defaulting parties have about the precedential effect 
of this inquest are baseless. It will have none. Even courts 
that have chosen to delay damage assessments in similar 
situations have acknowledged this point. See Lawrence, 
1993 WL 190266, at *2 (“[The Court should] stay its 
determination of damages ... not because the 
nondefaulters would be bound by the damage 
determination against the defaulters, but to avoid the 
problems of dealing with inconsistent damage 
determinations[.]”).
 
The only parties that may experience prejudice from 
assessing damages now are the defaulting defendants, 
who could be temporarily deprived of an amount greater 
than the jury ultimately awards. However, it is also 
possible that the damages assessed by a jury will be the 
same as or greater than those assessed by this Court, in 
which case such prejudice would not come to pass. In any 
event, the interests of these defaulting defendants-who 
have failed to respond and thereby admitted liability-are 
significantly weaker than those of the plaintiff they 
injured, and any prejudice to the defaulting defendants 
could be easily corrected.
 
The mere possibility of inconvenience to the defaulting 
defendants should not require this Court to delay, and 
threaten, the plaintiff’s recovery. Therefore, assessing 
damages is not premature and I will proceed with the 
inquest at this time.
 

B. Jurisdiction
*4 The Court has subject matter jurisdiction over the 
RICO claims in this dispute pursuant to the RICO statute, 
18 U.S.C. § 1964(c), and federal question jurisdiction, 28 
U.S.C. § 1331. It can also exercise supplemental 
jurisdiction over the state law claims under 28 U.S.C. § 

1367. There is personal jurisdiction over Ms. Lulgjuraj 
because she is a resident of New York (Compl., ¶ 5); over 
Rosen Diamonds because it is a business organized and 
operated under the laws of New York (Compl., ¶ 12); 
over Ubex because it is a business located in New York 
(Compl., ¶ 14); and over Mr. Farsijany because he 
manages a corporation organized in New York (Compl., 
¶¶ 11, 17).
 

C. Liability
When a defendant defaults, all of the plaintiff’s factual 
allegations are accepted as true except those relating to 
damages. See Transatlantic Marine Claims Agency, Inc. 
v. Ace Shipping Corp., 109 F.3d 105, 108 (2d Cir.1997); 
Cotton v. Slone, 4 F.3d 176, 181 (2d Cir.1993); Time 
Warner Cable of New York City v. Barnes, 13 F.Supp.2d 
543, 547 (S.D.N.Y.1998). IGI’s well-pled allegations 
establish violations of RICO and state law.
 
The plaintiff alleges that each defendant violated the 
RICO statute, converted the plaintiff’s property, and 
received unjust enrichment. IGI also claims that Ms. 
Lulgjuraj committed fraud and breached her fiduciary 
duties. The other defendants are accused of aiding and 
abetting Ms. Lulgjuraj in committing these torts.
 

1. RICO Claims
To establish a civil RICO claim, the plaintiff must 
demonstrate that a RICO violation caused an injury to 
business or property. See DeFalco v. Bernas, 244 F.3d 
286, 305 (2d Cir.2001). Proof of a RICO violation, in 
turn, requires showing that each of the defendants, 
“through the commission of two or more acts constituting 
a pattern of racketeering activity, directly or indirectly 
participated in an enterprise, the activities of which 
affected interstate or foreign commerce.” Id. at 306.
 
In the RICO statute, “racketeering activity” is defined in 
terms of a long list of state and federal crimes. 18 U.S.C. 
§ 1961(1). These enumerated crimes include mail fraud, 
bank fraud, and money laundering. 18 U.S.C. § 
1961(1)(B). Mail fraud is committed when a person uses 
the mails to execute a scheme to defraud. 18 U.S.C. § 
1341. Bank fraud involves obtaining money from a 
financial institution by means of fraudulent pretenses. 18 
U.S.C. § 1344. Money laundering is committed when a 
person knowingly engages in a transaction that is either 
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designed to conceal the proceeds of unlawful activity or 
involves criminally derived property that is of a value 
greater than $10,000. 18 U.S.C. §§ 1956, 1957.
 
The RICO statute requires as least two acts of 
racketeering activity within a period of ten years to 
constitute a “pattern of racketeering activity.” 18 U.S.C. § 
1961(5); see also DeFalco, 244 F.3d at 320. However, 
more is required than merely showing the minimum 
number of predicate acts. It must also be proved that a 
relationship exists between the acts such that they pose a 
threat of continuing illegal activity. See H.J. Inc. v. 
Northwestern Bell Telephone Co., 492 U.S. 229, 239 
(1989).
 
*5 The term “enterprise” is broadly defined to include 
“any individual, partnership, corporation, association, or 
other legal entity, and any union or group of individuals 
associated in fact although not a legal entity.” 18 U.S.C. § 
1961(4). To directly or indirectly participate in an 
enterprise, however, a person must participate in the 
operation or management of the enterprise itself. See 
Reves v. Ernst & Young, 507 U.S. 170, 185 (1993). While 
participation is not limited to those with primary 
responsibility for the enterprise’s affairs, some part in 
directing the enterprise’s affairs is required. See id. at 179.
 
The allegations in the plaintiff’s Complaint establish that 
the defaulting defendants violated the RICO statute. First, 
they utilized the mails to defraud the plaintiff by causing 
the mailing of each of the fraudulent checks by IGI’s bank 
to IGI. Their scheme also involved bank fraud, since 
money was obtained from IGI’s bank account with forged 
checks. A claim of money laundering has also been made 
out, because it has been alleged that the parties devised a 
scheme by which funds were illegally obtained, sought to 
conceal this fact, and engaged in transactions involving 
more than $10,000 with criminally derived property. This 
fraudulent use of IGI’s bank account affected interstate 
commerce.
 
The allegations also support finding a pattern of 
racketeering activity. The predicate offenses cited are not 
only numerous enough to qualify as a pattern, but also 
display the type of continuing illegal activity prohibited 
by RICO.
 
Finally, the plaintiff’s allegations establish participation 
by each defendant in the enterprise, which consisted of a 
group of individuals and businesses associated in fact. 
The allegations demonstrate that Ms. Lulgjuraj managed 
the bank and mail fraud offenses by forging checks and 
falsifying company records. The other defaulting 
defendants operated the money laundering and mail fraud 

activities by knowingly accepting forged checks, cashing 
them, attempting to conceal their illegal origin, and 
causing them to be delivered to IGI by mail.
 
Since the plaintiffs have demonstrated that the 
defendants’ RICO violations injured their business, they 
have satisfied their burden of establishing a civil RICO 
claim.
 

2. State Law Claims
The tort of conversion is committed under New York law 
“when a defendant exercises unauthorized dominion over 
personal property in interference with a plaintiff’s legal 
title or superior right of possession.” LoPresti v. 
Terwilliger, 126 F.3d 34, 41 (2d Cir.1997). The plaintiff’s 
allegation that the defendants intentionally 
misappropriated IGI’s funds satisfies the elements for the 
tort of conversion.
 
The elements of a claim of fraud in New York are a 
material misrepresentation or omission of fact made with 
knowledge of its falsity and with an intent to defraud, 
coupled with reasonable reliance on the part of the 
plaintiff that causes damage to the plaintiff. See Baker v. 
Dorfman, 239 F.3d 415, 423 (2d Cir.2000). Aiding and 
abetting fraud requires “the existence of a fraud, 
defendant’s knowledge of the fraud, and proof that the 
defendant provided substantial assistance to advance the 
fraud’s commission.” Wight v. BankAmerica Corp., 219 
F.3d 79, 91 (2d Cir.2000); Fidelity Funding of California, 
Inc. v. Reinhold, 79 F.Supp.2d 110, 122 (E.D.N.Y.1997).
 
*6 The false records kept by Ms. Lulgjuraj to prevent 
detection of her scheme qualify as a material 
misrepresentation for the purposes of New York’s fraud 
law. IGI reasonably relied on Ms. Lulgjuraj’s 
representations, which caused the plaintiff monetary 
damage. Therefore, a claim of fraud has been established 
against Ms. Lulgjuraj. Although the other defaulting 
defendants did not directly commit such fraud against the 
plaintiff, they did aid and abet Ms. Lulgjuraj’s actions. 
The defendants’ knowing acceptance of and payment for 
Ms. Lulgjuraj’s forged checks provided substantial 
assistance to advance the fraud’s commission.
 
The elements of a New York claim for participating in a 
breach of fiduciary duty are that a breach by a fiduciary of 
obligations to another occurred, that the defendant 
knowingly induced or participated in the breach, and that 
the plaintiff suffered damages as a result. See Whitney v. 
Citibank, N.A., 782 F.3d 1106, 1115 (2d Cir.1986). For a 
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defendant to be liable for aiding and abetting a breach of 
fiduciary duty, it must also be shown that the defendant 
had actual knowledge of the breach. See In re Sharp 
International Corp., 403 F.3d 43, 49 (2d Cir.2005).
 
The plaintiff alleges that Ms. Lulgjuraj owed a fiduciary 
duty to IGI, which she knowingly breached by 
misappropriating company funds. Since this situation 
caused damage to the plaintiff, Ms. Lulgjuraj can be held 
liable for her breach of fiduciary duty. Once again, the 
plaintiff demonstrates that the other defaulting defendants 
aided and abetted Ms. Lulgjuraj’s tortious conduct by 
paying for and accepting the IGI checks with knowledge 
that they were forged.
 
To prevail on a claim for unjust enrichment in New York, 
a plaintiff must show that the defendant benefitted at the 
plaintiff’s expense and that equity and good conscience 
require restitution. See Kaye v. Grossman, 202 F.3d 611, 
616 (2d Cir.2000). Here, the plaintiff has demonstrated 
that the defendants received money that they did not 
deserve. In such a situation, equity requires the defaulting 
defendants to provide restitution to the plaintiff for their 
unjust enrichment.
 

D. Damages
The plaintiff has provided copies of checks forged by Ms. 
Lulgjuraj and cashed by the other defendants in the 
amount of $6,080,108.48. (Exhs. 7 & 8 attached to 
Affidavit of Jerry Ehrenwald dated July 1, 2005). The 
defaulting defendants are jointly and severally liable for 
that amount under both state and federal law. Under the 
RICO statute, however, these actual damages should be 
trebled to $18,240,325.44. 18 U.S.C. § 1964(c). IGI also 
asks for prejudgment interest, post-judgment interest, and 
attorneys’ fees.
 
Several courts have taken the view that prejudgment 
interest is inappropriate in RICO cases absent exceptional 
circumstances. See In re Crazy Eddie Securities 
Litigation, 948 F.Supp. 1154, 1166 (E.D.N.Y.1996); 
Bingham v. Zolt, 810 F.Supp. 100, 102 (S.D.N.Y.1993). 
Even if exceptional circumstances were not present in this 
case, prejudgment interest is available on the plaintiff’s 
state law claims. New York Civil Practice Law and Rules 
(“CPLR”) § 5001(a) (“Interest shall be recovered upon a 
sum awarded ... because of an act or omission depriving 
or otherwise interfering with title to, or possession or 
enjoyment of, property[.]”). “Courts applying § 5001(a) 

have without qualification awarded interest as a matter of 
right whenever any tortious conduct causes pecuniary 
damage to tangible or intangible property interests.” 
Baker, 239 F.3d at 425. Here, the defendants’ conduct 
caused pecuniary damage to the plaintiff’s property 
interests and prejudgment interest is therefore warranted.
 
*7 Under New York law, interest is computed at the rate 
of nine percent per year and calculated from the earliest 
ascertainable date the cause of action existed. CPLR §§ 
5001(b), 5004. The plaintiff seeks interest from December 
31, 2002, the last day of the last year of stolen payments. 
This is an appropriate accrual date, and interest should 
therefore be awarded from that point until the date of 
judgment on the principal amount of $6,080,108.48.
 
A plaintiff who prevails on a RICO claim is also entitled 
to an award of costs, including reasonable attorneys’ fees. 
18 U.S.C. § 1964(c). IGI, however, has not submitted 
time records that would support such an award. Therefore, 
these costs should not be included in a judgment at this 
time.
 

Conclusion
For the reasons set forth above, I recommend that 
judgment be entered in favor of the plaintiff and against 
Shace Lulgjuraj, Rosen Diamonds, Ubex, and Mansour 
Farsijany, jointly and severally, in the amount of 
$18,240,325.44, together with interest at the rate of nine 
percent per year on the principal sum of $6,080,108.48 
running from December 31, 2002, until the date of 
judgment.
 
Pursuant to 28 U.S.C. § 636(b)(1) and Rules 72,6(a), and 
6(e) of the Federal Rules of Civil Procedure, the parties 
shall have ten (10) days to file written objections to this 
Report and Recommendation. Such objections shall be 
filed with the Clerk of the Court, with extra copies 
delivered to the chambers of the Honorable John G. 
Koeltl, Room 1030, and to the chambers of the 
undersigned, Room 1960, 500 Pearl Street, New York, 
New York 10007. Failure to file timely objections will 
preclude appellate review.
 

All Citations

Not Reported in F.Supp.2d, 2005 WL 3880222
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United States District Court,

S.D. New York.

INTERNATIONAL GEMMOLOGICAL 
INSTITUTE INC., Plaintiff,

v.
Abe RAFAEIL et al., Defendants.

No. 05 Civ. 2395(JGK).
|

March 21, 2006.

ORDER

KOELTL, J.

*1 The Court adopts the findings of the Report and 
Recommendation of Magistrate Judge James C. Francis 
IV dated August 17, 2005. The only objections to the 
Report and Recommendation were resolved at the hearing 
on March 21, 2006. The Clerk is directed to enter 
judgment in favor of the plaintiff and against the 
defaulting defendants Shace Lulgjurag, Rosen Diamond 
Co., Inc., Ubex USA, Inc., and Mansour Farsijany, jointly 
and severally, in the amount of $18,240.325.44, together 
with interest at the rate of nine percent per year, on the 
principal sum of $6,080,108.48 running from December 
31, 2002, until the date of judgment, in accordance with 
the Magistrate Judge’s Report and Recommendation.
 
The Court further finds that there is no just reason for 
delay and directs the entry of final judgment against the 
above-named defaulting defendants pursuant to Rule 
54(b) of the Federal Rules of Civil Procedure.
 
SO ORDERED.
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2021 WL 4555819
Only the Westlaw citation is currently available.

United States District Court, C.D. California.

Jacqueline KROLL, Plaintiff,
v.

COUNTY OF LOS ANGELES, et al., 
Defendants.

CV 21-832 DSF (Ex)
|

Signed 06/28/2021

Attorneys and Law Firms

Stephen D. Wegman, Emanuel Zola, Zola Wegman and 
Associates APC, Van Nuys, CA, for Plaintiff.

Thomas C. Hurrell, Diane Martinez, Jessica You Lee, 
Melinda L. Cantrall, Hurrell Cantrall LLP, Los Angeles, 
CA, for Defendants County of Los Angeles, Los Angeles 
County Sheriffs Department, James McDonnell.

Gilbert M. Nishimura, Janet L. Keuper, Seki Nishimura 
and Watase LLP, Los Angeles, CA, for Defendant Royce 
Bass.

Order GRANTING in Part and DENYING in Part 
Defendants’ Motion to Dismiss (Dkt. 18)

Dale S. Fischer, United States District Judge

*1 This case arises out of Defendant Sheriff’s Department 
Custodial Assistant Roy’ce Bass’s alleged rape and sexual 
abuse of Plaintiff Jacqueline Kroll. Defendants County of 
Los Angeles, Los Angeles County Sheriff’s Department 
(LASD), and James McDonnell move to dismiss, or, 
alternatively move to strike and for a more definite 
statement. Dkt. 18 (Mot.). Bass joins in the portions of the 
motion applicable to him. Dkt. 27. Kroll opposes. Dkt. 36 
(Opp’n).1 The Court deems this matter appropriate for 
decision without oral argument. See Fed. R. Civ. P. 78; 
Local Rule 7-15. For the reasons stated below, the motion 
to dismiss is GRANTED in part and DENIED in part.
 

I. BACKGROUND

Kroll was arrested on July 7, 2017 and detained at the 
Century Regional Detention Facility (CRDF), a women’s 
jail located at 11705 Alameda Street in Lynwood, 
California. Dkt. 1 (Compl.) ¶¶ 1, 16. Kroll suffers from 
schizophrenia, bipolar disease, post-traumatic stress 
disorder (PTSD), and other mental disabilities. Id. ¶ 9. 
While at CRDF, Kroll began to hallucinate and have 
delusions that LASD employees were poisoning her food. 
Id. ¶¶ 16-17. As a result, she was classified as mentally ill 
and placed in a single-person solitary cell with video 
surveillance in Module 1600, CRDF’s mental health 
high-observation housing (HOH). Id. ¶¶ 17-18.
 
Bass worked as an LASD custody assistant in HOH. Id. 
¶¶ 12, 19. On July 8, 2017, Bass entered Kroll’s solitary 
cell and stated, “show me your boobies!” Id. ¶ 20. Kroll 
complied. Id. Shortly after, Bass returned, told Kroll to 
get on her knees, and unbuckled his weapons belt. Id. ¶ 
21. Kroll took Bass unbuckling his belt to be a “direct 
command from BASS that Plaintiff was being ordered to 
orally copulate BASS.” Id. Kroll felt like she had no other 
choice but to comply and was in fear for her life and of 
imminent physical harm. Id. Bass inserted his penis into 
Kroll’s mouth and forced her to orally copulate his penis 
and genitalia without Kroll’s consent. Id. ¶ 22.
 
*2 Bass then ordered Kroll to take off her jumpsuit and 
bend over. Id. Kroll “interpreted the statement to be a 
demand to bend over and open up her legs to show BASS 
her vagina.” Id. Kroll then “began to rape her by 
penetrating her vagina with his penis and telling her that 
he was going to make her open her mouth so he could 
ejaculate in her mouth.” Id. During the encounter, “BASS 
had her move her body from different places and 
distances such that a kidnapping of Plaintiff occurred. 
Eventually, BASS pulled out his penis and ejaculated all 
over Plaintiff’s person.” Id. Bass visited Kroll’s cell again 
later that night and said, “don’t tell anybody or you will 
suffer the consequences.” Id. ¶ 23.
 
Kroll did not report the incident because she was afraid of 
retaliation by Bass. Id. ¶ 25. Further, Kroll was “fearful 
that a conspiracy to conceal BASS’ predatory sexual acts 
against mental patients was present because the command 
room had a monitoring deputy who must have observed 
the incident and covered up the criminal acts.” Id. 
Supervisors “presumably reviewed the tapes, concealed 
them and took no action against Bass.” Id. Kroll was 
never provided mental health or victim advocates or 
recommendations for mental treatment. Id. ¶ 28. Kroll 
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was released on September 28, 2017 but has been 
repeatedly incarcerated for all but 6 months since then on 
the same offense. Id. ¶ 29.
 
During her time at HOH until the present, Kroll has been 
“mentally incapacitated, mentally incompetent and ... 
incapable of caring for her property or transacting 
business or understanding the nature or effects of her 
acts.” Id. ¶ 24. On December 17, 2020, Dr. Susan B. 
Ashley, a psychologist consultant and expert witness for 
the Ventura County District Attorney’s Office Major 
Crimes Unit and the Santa Barbara County District 
Attorney’s Office, classified Kroll as incompetent. Id. ¶ 
27. Dr. Ashley determined that Kroll’s failure to 
cooperate with directions or perform simple tasks is a 
direct result of PTSD from Bass sexually assaulting and 
raping her, which exacerbated Kroll’s pre-existing mental 
disabilities. Id.
 
“After intentional delay pursuant to a conspiratorial 
cover-up,” the County’s Internal Affairs Department of 
CRDF interviewed Kroll. Id. ¶ 37. Sergeant Eric 
Roelofson of LASD’s Internal Criminal Investigations 
Bureau interviewed Kroll twice. Id. ¶ 38. “After being 
questioned by Roelofson and other officers within 
Internal Affairs, a determination was made that BASS 
committed forcible oral copulation and raped Plaintiff 
against her will and in the absence of consent.” Id. ¶ 39.
 
After County employees told Kroll she was a victim, they 
conveyed that the County “would take all legal steps to 
take care of everything to compensate her.” Id. ¶ 40. 
County and LASD employees “assured Plaintiff that she 
need not hire an attorney nor file a lawsuit and that she 
would be compensated millions of dollars as the County 
had paid other victims of Deputy Scotti,” who raped six 
victims in the same facility. Id. ¶¶ 33, 40. Kroll was also 
informed Bass would be arrested and prosecuted for rape. 
Id. ¶ 41.
 
Defendants directed the district attorney’s office to file a 
criminal complaint against Bass on July 21, 2020. Id. ¶¶ 
45, 50. Kroll claims “the delayed discovery of the 
untruthfulness of Defendants occurred on July 24, 2020 
when the County denied Plaintiff’s claim for damages.” 
Id. ¶ 46.
 

II. LEGAL STANDARD

A. Rule 12(b)(6): Motion to Dismiss
Rule 12(b)(6) allows an attack on the pleadings for failure 
to state a claim on which relief can be granted. “[W]hen 
ruling on a defendant’s motion to dismiss, a judge must 
accept as true all of the factual allegations contained in 
the complaint.” Erickson v. Pardus, 551 U.S. 89, 94 
(2007) (per curiam). However, a court is “not bound to 
accept as true a legal conclusion couched as a factual 
allegation.” Ashcroft v. Iqbal, 556 U.S. 662, 678 (2009) 
(quoting Bell Atl. Corp. v. Twombly, 550 U.S. 544, 555 
(2007)). “Nor does a complaint suffice if it tenders ‘naked 
assertion[s]’ devoid of ‘further factual enhancement.’ ” 
Id. (alteration in original) (quoting Twombly, 550 U.S. at 
557). A complaint must “state a claim to relief that is 
plausible on its face.” Twombly, 550 U.S. at 570. This 
means that the complaint must plead “factual content that 
allows the court to draw the reasonable inference that the 
defendant is liable for the misconduct alleged.” Iqbal, 556 
U.S. at 678. There must be “sufficient allegations of 
underlying facts to give fair notice and to enable the 
opposing party to defend itself effectively ... and 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).
 
*3 Ruling on a motion to dismiss will be “a 
context-specific task that requires the reviewing court to 
draw on its judicial experience and common sense. But 
where the well-pleaded facts do not permit the court to 
infer more than the mere possibility of misconduct, the 
complaint has alleged – but it has not ‘show[n]’ – ‘that 
the pleader is entitled to relief.’ ” Iqbal, 556 U.S. at 679 
(alteration in original) (citation omitted) (quoting Fed. R. 
Civ. P. 8(a)(2)). As a general rule, leave to amend a 
complaint that has been dismissed should be freely 
granted. Fed. R. Civ. P. 15(a).
 

B. Rule 12(e) Motion for a More Definite Statement
“A party may move for a more definite statement of a 
pleading to which a responsive pleading is allowed but 
which is so vague or ambiguous that the party cannot 
reasonably prepare a response.” Fed. R. Civ. P. 12(e). 
“The motion must be made before filing a responsive 
pleading and must point out the defects complained of 
and the details desired.” Id.
 
A Rule 12(e) motion “must be considered in light of the 
liberal pleading standards set forth in Rule 8(a)(2).” 
Comm. for Immigrant Rts. of Sonoma Cty. v. Cty. of 
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Sonoma, 644 F. Supp. 2d 1177, 1191 (N.D. Cal. 2009). 
Rule 8 requires only “sufficient allegations to put 
defendants fairly on notice of the claims against them.” 
McKeever v. Block, 932 F.2d 795, 798 (9th Cir. 1991). 
Therefore, “the proper test in evaluating a Rule 12(e) 
motion is whether the complaint provides the defendant 
with a sufficient basis to frame his responsive pleadings.” 
Fed. Sav. & Loan Ins. Corp. v. Musacchio, 695 F. Supp. 
1053, 1060 (N.D. Cal. 1988). “The rule is aimed at 
unintelligibility rather than lack of detail and is only 
appropriate when the defendants cannot understand the 
substance of the claim asserted.” Griffin v. Cedar Fair, 
L.P., 817 F. Supp. 2d 1152, 1156 (N.D. Cal. 2011).
 
Courts are instructed not to resolve “merits issues, 
especially fact-sensitive questions, on Rule 12(e) 
motions.” One Indus., LLC v. Jim O’Neal Distrib., 578 
F.3d 1154, 1160 (9th Cir. 2009). A court should deny a 
motion for a more definite statement “if the complaint is 
specific enough to notify [a] defendant of the substance of 
the claim being asserted” or “if the detail sought by a 
motion for more definite statement is obtainable through 
discovery.” C.B. v. Sonora Sch. Dist., 691 F. Supp. 2d 
1170, 1191 (E.D. Cal. Mar. 8, 2010). “Motions pursuant 
to Rule 12(e) are generally ‘viewed with disfavor and are 
rarely granted.’ ” Nguyen v. CTS Electronics 
Manufacturing Solutions Inc., 301 F.R.D. 337, 340 (N.D. 
Cal. 2014) (quoting E.E.O.C. v. Alia Corp., 842 
F.Supp.2d 1243, 1250 (E.D. Cal. 2012)).
 

C. Rule 12(f): Motion to Strike
A district court “may strike from a pleading an 
insufficient defense or any redundant, immaterial, 
impertinent, or scandalous matter.” Fed. R. Civ. P. 12(f). 
Rule 12(f) allows a court to act: “(1) on its own; or (2) on 
motion made by a party either before responding to the 
pleading or, if a response is not allowed, within 21 days 
after being served with the pleading.” Id. “Rule 12(f) does 
not authorize district courts to strike claims for damages 
on the grounds that such claims are precluded as a matter 
of law.” Whittlestone, Inc. v. Handi-Craft Co., 618 F.3d 
970, 974-75 (9th Cir. 2010). Nor can the Rule be used as 
a means to dismiss some or all of a pleading. Id. at 974. 
Because of “the limited importance of pleadings in federal 
practice,” motions to strike pursuant to Rule 12(f) are 
disfavored. Bureerong v. Uvawas, 922 F. Supp. 1450, 
1478 (C.D. Cal. 1996).
 

III. DISCUSSION

*4 Kroll brings claims for violation of the Americans with 
Disabilities Act (ADA) (first through fifth claims for 
relief); violation of the First, Fourth, Eighth, and 
Fourteenth Amendments, 42 U.S.C. § 1983 (sixth through 
eleventh claims for relief); municipal liability based on 
unconstitutional custom, practices, or policies and 
inadequate training, 42 U.S.C. § 1983 (twelfth and 
thirteenth claims for relief); failure to intervene to prevent 
civil rights violations, 42 U.S.C. §§ 1983, 1988 
(fourteenth claim for relief); conspiracy to violate civil 
rights, 42 U.S.C. §§ 1983, 1988 (fifteenth claim for 
relief); sexual assault and rape, Cal. Civ. Proc. Code § 
340.16 (sixteenth and seventeenth claims for relief); false 
imprisonment (eighteenth claim for relief); violation of 
Cal. Civ. Code § 52.1 (Bane Act) (nineteenth claim for 
relief), violation of Cal. Civ. Code § 52.4 (twentieth claim 
for relief); violation of Cal. Civ. Code § 17-8.5 
(twenty-first claim for relief); negligent supervision, 
hiring, or retention (twenty-second claim for relief); and 
negligence (twenty-third claim for relief). Compl. at 
26-60.
 

A. Request for Judicial Notice
Defendants ask the Court to take judicial notice of (1) 
Kroll’s tort claim for damages submitted to the County of 
Los Angeles and (2) the County’s letter in response to 
Kroll’s tort claim. Dkt. 19 at 2. Kroll objects on hearsay 
the grounds and because Kroll’s attorneys did not testify 
to having personal knowledge of the documents or being 
the custodian of records to lay a foundation for the 
admissibility of the documents as business or public 
records. Dkt. 37 at 2-3.
 
“On a motion to dismiss, a court may take judicial notice 
of facts outside the pleadings.” Mack v. S. Bay Beer 
Distribs., Inc., 798 F.2d 1279, 1282 (9th Cir. 1986). 
“Moreover, a court may take judicial notice of ‘records 
and reports of administrative bodies.’ ” Id. “Therefore, on 
a motion to dismiss a court may properly look beyond the 
complaint to matters of public record and doing so does 
not convert a Rule 12(b)(6) motion to one for summary 
judgment.” Id.
 
The Court agrees with the numerous district courts in the 
Ninth Circuit that have taken judicial notice of a 
plaintiff’s tort claim and the County’s response letter as 
public records that are “not subject to reasonable dispute 
because [they] ... can be accurately and readily 
determined from sources whose accuracy cannot 
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reasonably be questioned.” Fed. R. Evid. 201.
 
Kroll is correct, dkt. 37 at 2-3, that Defendants have not 
attested to personal knowledge of the records or had a 
custodian authenticate them. But Kroll also does not 
question the authenticity of the records or claim they are 
fabricated. The records were submitted to and are kept by 
the County, which is a defendant in this case and would 
ostensibly have easy access to the authentic record. That 
Kroll does not question the authenticity of the records, in 
conjunction with the characteristics of the documents, 
supports that they are authentic. See Las Vegas Sands, 
LLC v. Nehme, 632 F.3d 526, 533-34 (9th Cir. 2011) 
(holding a letter and return receipt could be authenticated 
by their distinctive characteristics, such as the date, 
address, date-stamp, and letterhead); Wineland v. Air & 
Liquid Sys. Corp., No. C19-0793RSL, 2021 WL 843166, 
at *1 n.2 (W.D. Wash. Mar. 4, 2021) (holding documents 
were authentic because the objecting party did not 
identify anything that raised a question about their 
authenticity, and someone with knowledge of the 
documents relied on them). The Court finds the 
appearance, content, and characteristics of the documents 
establish their authenticity. Defendants’ request for 
judicial notice is GRANTED.
 

B. Evidentiary Objections
Defendant objects to exhibits Kroll submitted with her 
opposition on the grounds the Court may not consider 
extrinsic evidence on a motion to dismiss and Kroll has 
not sought judicial notice for any of her exhibits. Dkts. 42 
at 1-2, 43 (Reply) at 1-2. The Court agrees. “[E]xtraneous 
evidence should not be considered in ruling on a motion 
to dismiss.” Arpin v. Santa Clara Valley Transp. Agency, 
261 F.3d 912, 925 (9th Cir. 2001). Kroll did not seek 
judicial notice for the exhibits or argue why the Court 
should consider them on a motion to dismiss, in which a 
Court is generally confined to the pleadings. The Court 
therefore disregards Kroll’s exhibits.
 
*5 To the extent Kroll claims Defendants have destroyed 
evidence and disobeyed Court orders, Opp’n at 8, Kroll 
may file a motion to compel or other motion to address 
these issues. To survive the motion to dismiss stage, Kroll 
must be able to state a claim on which relief can be 
granted, with or without discovery. The destruction of 
records is therefore irrelevant to the motion to dismiss and 
can be addressed at a later stage of the proceedings.
 

C. Claims 19-22: California Government Code Section 
844.6(a) Defense from Liability
Defendants assert that the state claims against the County 
and LASD (collectively, Entity Defendants) are barred 
because, under California Government Code section 
844.6(a), public entities are not liable for an injury to a 
prisoner and no exceptions apply. Mot. at 5. Kroll 
responds that section 844.6 is unconstitutional and fails 
intermediate scrutiny, applied to gender-based 
classifications, because it arbitrarily distinguishes 
between rapes of non-detainees and detainees and ratifies 
institutionalized rape in prison. Opp’n at 16-18.
 
The constitutionality of section 844.6 has been confirmed 
by a California appellate court, Reed v. City & County of 
San Francisco, 237 Cal. App. 2d 23, 24 (1965), and this 
Court has no reason to believe the California Supreme 
Court would decide differently. The Court also agrees 
with Defendants, Reply at 3, that the statute does not 
distinguish between male and female prisoners, and 
therefore declines to apply intermediate scrutiny to the 
statute. Kroll fails to support her claim.
 
California courts have held that section 844.6(a) 
immunizes public entities from liability for various state 
law causes of action, including assault. See Machado v. 
Cal. Dep’t of Corr., No. CV 13-01703-CAS DFM, 2014 
WL 7476233, at *1 (C.D. Cal. Oct. 29, 2014), report and 
recommendation approved, No. CV 13-01703-CAS DFM, 
2015 WL 78731 (C.D. Cal. Jan. 6, 2015). It is undisputed 
that Kroll was a prisoner at the time of the assault and that 
Defendants are public entities. This is clear from the face 
of the complaint and, contrary to Kroll’s claim, Opp’n at 
19, there are no factual disputes that make this 
inappropriate for dismissal at this stage rather than at the 
summary judgment stage.
 
Defendants are correct that they do not need to 
“affirmatively negate any exceptions to section 844.6 that 
are not alleged in the Complaint.” Reply at 3 (citing, 
among other cases, Towery v. State of California, 14 Cal. 
App. 5th 226, 232 n.5 (2017)). There are no allegations in 
the Complaint that any Defendants were acting outside of 
the scope of their employment. In her opposition, Kroll 
argues the exceptions for use of a motor vehicle or unsafe 
physical conditions on the premises may be applicable. 
Opp’n at 23-24. But Kroll did not include any of those 
allegations in her Complaint, and the exception for injury 
resulting from a dangerous condition on the property 
applies only to those who are not prisoners. See Cal. 
Gov’t Code § 844.6(c).
 
Kroll cites to section 844.6(d) for support that her 
“complaint put County defendants on notice that she 
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expects them to pay for the deliberate indifference to her 
medical needs and injuries, and any punitive damages 
arising therefrom.” Opp’n at 26. But Government Code 
section 844.6(d) merely establishes the section does not 
exonerate an individual public employee from liability for 
an injury proximately caused by an act or omission and 
clarifies that a public entity may indemnify the employee. 
It also relates to medical malpractice, but there are no 
allegations of medical malpractice in the Complaint. It 
therefore does not save Kroll’s claims as to the Entity 
Defendants. Claims 19 through 22 are DISMISSED as to 
them.
 

D. Claims 19-21: California Government Code Section 
820.8 Defense from Liability
*6 Defendants claim Kroll’s California Civil Code section 
52.1, gender violence, and sexual battery claims fail 
against McDonnell because the only person accused of 
wrongdoing is Bass. Mot. at 5-6. Further, Defendants 
assert McDonnell is immune from Kroll’s state law 
claims under California Government Code section 820.8, 
which states, “[a] public employee is not liable for an 
injury caused by the act or omission of another person.” 
Id. at 5.
 
Section 52.1 creates a cause of action against any person 
who “interferes by threats, intimidation, or coercion, or 
attempts to interfere by threats, intimidation, or coercion,” 
with the constitutional rights of an individual. Cal. Civ. 
Code § 52.1. Section 52.4 states, “[a]ny person who has 
been subjected to gender violence may bring a civil action 
for damages against any responsible party,” but specifies 
that “this section does not establish any civil liability of a 
person because of his or her status as an employer, unless 
the employer personally committed an act of gender 
violence.” Id. § 52.4(a), (e). Section 1708.5 states a 
person who commits a sexual battery upon another is 
liable to that person for general damages, special 
damages, and punitive damages. Id. § 1708.5(b)
 
The Court agrees that no allegations support that 
McDonnell did anything affirmatively with regard to 
these state law claims and that McDonnell is entitled to 
immunity under section 820.8. See Ramirez v. County of 
Los Angeles, No. CV 11-5370 AHM MANX, 2012 WL 
2574826, at *5 (C.D. Cal. July 3, 2012) (holding inaction 
did not amount to the “threats, intimidation, or coercion” 
required by section 52.1 and a supervisor was protected 
from immunity under section 820.8). Kroll does not 
address section 820.8 immunity in her opposition. The 
Court deems the lack of opposition to be consent to the 

motion. L.R. 7-12; see also Ghazali v. Moran, 46 F.3d 52 
(9th Cir. 1995); Brydges v. Lewis, 18 F.3d 651, 652 (9th 
Cir. 1994).
 
Claims 19 through 21 are DISMISSED as to McDonnell.
 

E. Claims 19-22: Failure to Comply with California’s 
Claim-Presentation Requirements
Defendants claim Kroll’s state law claims are barred 
because she did not comply with the requirement to 
present a claim before pursuing a lawsuit against a public 
entity. Mot. at 6-7 (citing Cal. Gov’t. Code §§ 900.4, 905, 
911.2, 945.4, 945.6). The Court has already dismissed 
claims 19 through 22 against the Entity Defendants and 
McDonnell, so it addresses this requirement as to the 
claim against Bass only
 
Under the Government Claims Act, a plaintiff must 
present a claim for money or damages before pursuing a 
lawsuit against a local public entity. Cal. Gov’t. Code §§ 
900.4, 905. The claim must be timely presented and must 
be made within six months for a tort claim and not later 
than one year after the accrual of the cause of action. Id. § 
911.2. The failure to do so bars the plaintiff from bringing 
suit against the entity. Id. § 945.4. A plaintiff is barred 
from bringing suit against a public employee if the claim 
is barred against an entity. Id. § 950.2.2 Additionally, a 
complaint must be timely filed in accordance with 
Government Code section 945.6.
 
*7 Here, the assault happened on July 8, 2017. Compl. ¶ 
20. Kroll’s tort claim is dated June 25, 2020, almost three 
years after the incident. Dkt. 19-1. But as Kroll notes, 
Opp’n at 12-13, section 911.4 states that in calculating the 
one-year time limit, the time during which a person is 
“mentally incapacitated and does not have a guardian or 
conservator of his or her person shall not be counted.” 
Cal. Gov’t Code § 911.4 (c)(1). Here, Kroll’s complaint 
repeatedly asserts that she was mentally incapacitated 
from the time of the assault until the present. See, e.g., 
Compl. ¶¶ 18, 19, 24, 27. Defendants do not respond to 
this argument. Taking the allegations in the Complaint as 
true, as the Court must at this phase of litigation, Kroll 
has been consistently mentally incapacitated from the 
time of the assault until the present, and was therefore not 
bound by the requirement to file a claim within one year.
 
After Kroll retained counsel, however, she waited more 
than 7 months after submitting her June 25, 2020 claim to 
file this lawsuit. See Compl. “Where compliance with the 
Tort Claims Act is required, the plaintiff must allege 
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compliance or circumstances excusing compliance, or the 
complaint is subject to general demurrer.” Mangold v. 
Cal. Pub. Utilities Comm’n, 67 F.3d 1470, 1477 (9th Cir. 
1995) (emphasis added); see also State of California v. 
Superior Ct., 32 Cal. 4th 1234, 1239 (2004) (“[F]ailure to 
allege facts demonstrating or excusing compliance with 
the claim presentation requirement subjects a claim 
against a public entity to a demurrer for failure to state a 
cause of action.”).
 
At the motion to dismiss stage, Kroll has asserted facts 
sufficient to excuse compliance with the claim 
presentation requirement. “[A] plaintiff may arguably be 
able to satisfy the claim presentation requirement by 
alleging an appropriate excuse, such as equitable 
estoppel.” State of California, 32 Cal. 4th at 1245. “It is 
well settled that a public entity may be estopped from 
asserting the limitations of the claims statute where its 
agents or employees have prevented or deterred the filing 
of a timely claim by some affirmative act.” Ard v. City of 
Contra Costa, 93 Cal. App. 4th 339, 346-47 (2001) (citing 
John R. v. Oakland Unified Sch. Dist., 48 Cal. 3d 438, 
445 (1989)).
 
Kroll sufficiently pleads that she should be excused from 
the time limits and claim presentation requirement 
because her mental incapacity interfered with her ability 
to communicate with her attorney. See, e.g., Compl. ¶¶ 91 
(“Defendants’ actions also interfered with her relationship 
with her lawyer and rendered her unable to protect her 
legal rights.”), 94 (“Ms. KROLL’s mental incapacity and 
the effect it had upon her relationship with her lawyer is 
an extraordinary circumstance beyond her control. 
Principles of equity mandate that when mental 
incompetence precludes Ms. KROLL from asserting her 
rights during the proper time period, she should not be 
precluded from later seeking redress for his [sic] 
injuries.”), 98 (“Equitable tolling is permitted even when 
a plaintiff has a lawyer if the interests of justice so require 
and there is no prejudice to the defendant. Both standards 
are clearly met here. First, Kroll acted in good faith and 
the interests of justice require that she not be barred from 
pursuing her claims. Any allegation that Kroll did not file 
on time, would be overcome by the facts, because her 
attorney-client relationship, like the rest of her 
relationships with authority, men, attorneys, parole 
officers and investigators were seriously damaged by the 
egregious conduct that she seeks to redress in her instant 
lawsuit.”). Determining whether Kroll was mentally 
incapacitated is a fact-intensive inquiry inappropriate to 
resolve on a motion to dismiss.
 
Further, Kroll asserts Defendants should be equitably 
estopped from relying on the claims procedure. See, e.g., 

id. ¶ 40 (stating Kroll was instructed that the County 
“would take all legal steps to take care of everything to 
compensate her” and “County and LASD employees 
assured Plaintiff that she need not hire an attorney nor file 
a lawsuit and that she would be compensated millions of 
dollars as the County had paid other victims of Deputy 
Scotti”). “The existence of an estoppel is generally a 
question of fact.” Ard, 93 Cal. App. 4th at 347.
 
*8 There are issues of fact that are inappropriate to 
resolve on a motion to dismiss regarding Kroll’s failure to 
comply with California’s claim-presentation requirements 
as to her claim against Bass.
 

F. Claims 1-6: Failure to State a Cause of Action re 
ADA Claims
Defendants claim Kroll’s ADA claims fail because (1) it 
is uncertain which Defendants Kroll asserts her ADA 
claims against because ADA claims cannot be alleged 
against individuals, (2) Kroll has not pleaded the Entity 
Defendants intentionally denied her a benefit because she 
was mentally disabled, and (3) Kroll has not sufficiently 
alleged causation to establish Bass sexually assaulted her 
because the Entity Defendants denied her benefits on the 
basis of a disability. Mot. at 10-13.
 
Title II of the ADA provides: “Subject to the provisions 
of this subchapter, no qualified individual with a 
disability shall, by reason of such disability, be excluded 
from participation in or be denied the benefits of the 
services, programs, or activities of a public entity, or be 
subjected to discrimination by any such entity.” 42 
U.S.C.§ 12132. In order to state a claim under Title II of 
the ADA, a plaintiff must allege:

(1) he is an individual with a disability; (2) he is 
otherwise qualified to participate in or receive the 
benefit of some public entity’s services, programs, or 
activities; (3) he was either excluded from participation 
in or denied the benefits of the public entity’s services, 
programs, or activities, or was otherwise discriminated 
against by the public entity; and (4) such exclusion, 
denial of benefits, or discrimination was by reason of 
[his] disability.

O’Guinn v. Lovelock Corr. Ctr., 502 F.3d 1056, 1060 (9th 
Cir. 2007) (cleaned up).
 
First, the Court agrees, Mot. at 10, that Kroll’s claims 
against Bass fail because “there is no individual liability 
under Title II.” Dunsmore v. California, No. 
3:20-cv-00406-AJB-WVG, 2020 WL 4464479, at *6 
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(S.D. Cal. Aug. 4, 2020) (citing Vinson v. Thomas, 288 
F.3d 1145 (9th Cir. 2002) (“[A] plaintiff cannot bring an 
action under 42 U.S.C. § 1983 against a State official in 
[his or] her individual capacity to vindicate rights created 
by Title II of the ADA ....”)), appeal dismissed, No. 
20-55942, 2020 WL 6829562 (9th Cir. Sept. 21, 2020).
 
Further, Bass does not fit into the exception for individual 
liability under Title II. An individual who “owns, leases 
(or leases to), or operates a place of public 
accommodation” may be liable under Title II. 42 U.S.C. § 
12182(a); 28 C.F.R. § 35.201(a) (1993). “The use of 
language relating to ownership or operation implies a 
requirement of control over the place providing services.” 
Aikins v. St. Helena Hosp., 843 F. Supp. 1329, 1335 
(N.D. Cal. 1994). Bass does not own, lease, or operate 
CRDF. See S.L. v. City Hosp., Inc., No. 3:18-CV-162, 
2020 WL 9286774, at *3 (N.D.W. Va. Nov. 19, 2020) 
(holding a doctor was not an “operator” within the 
meaning of Title III because he was not in a position to 
alter the policies of the medical center and lacked 
authority to act in a discretionary manner).
 
Kroll summarily responds, the “County defendants 
previously agreed that they have responsibility for 
ensuring that all supervisors, staff, employees, officers, 
and contractors provide services in compliance with 
[T]itle II.” Opp’n at 35. But the County’s responsibility to 
supervise its employees and contractors is unrelated to 
Bass’s liability as an individual under Title II. Because 
Bass is an individual with no ownership interest in or 
operational control over CRDF, the ADA claims against 
Bass fail.
 
*9 Kroll also argues her complaint pleads Bass targeted 
her due to her mental disabilities and states a claim under 
the ADA because the County incarcerated Kroll rather 
than providing her with social services, and placed her in 
isolation with no “apparent treatment.” Opp’n at 37-38. 
Kroll’s complaint states:

As an individual female who suffered from mental 
disabilities that qualify her as a member to be protected 
by the ADA, Ms. Kroll was targeted and discriminated 
against as a result of her mental disabilities. She was 
isolated in a cell and guarded by a male Sherriff’s 
deputy who was known or should have been known to 
have a dangerous proclivity to subject mentally 
disabled female inmates to forcible oral copulation, 
rape and threats of retaliation should the victim tell 
anyone.

Compl. ¶ 163.
 
Kroll fails to state a cause of action under the ADA. First, 
as to her claim that Bass targeted her due to disabilities, 

Kroll’s complaint “does not recite well-pleaded facts that 
give rise to an inference that [s]he was discriminated 
against or denied some prison program benefits due to 
these disabilities. Instead, the ... complaint describes 
something quite different – the sexual exploitation of an 
inmate by a correctional officer.” Colon v. Kenwall, No. 
1:18-CV-840, 2018 WL 5809863, at *8 (M.D. Pa. Nov. 6, 
2018). “[W]hile this conduct may transgress other 
constitutional boundaries, it does not appear to state a 
violation of either the ADA or the Rehabilitation Act.... 
Indeed, in order to state a valid cause of action a plaintiff 
must provide some factual grounds for relief which 
‘requires more than labels and conclusions, and a 
formulaic recitation of the elements of a cause of actions 
will not do.’ ” Id. (quoting Twombly, 550 U.S. at 555); 
see also Pagan v. Brown, No. 9:08CV0724LEKGJD, 
2009 WL 2581572, at *11 (N.D.N.Y. Aug. 19, 2009) 
(“The fact that plaintiff may be disabled, and that he 
alleges that he was subject to abuse, simply does not 
constitute a discrimination claim under the ADA or the 
Rehabilitation Act.”).
 
Second, to the extent Kroll premises her claim on the 
County’s decision to incarcerate her rather than provide 
her with social services, Opp’n at 37-38, she fails to state 
a claim under the ADA. “The ADA prohibits 
discrimination because of disability, not inadequate 
treatment for disability.” See Simmons v. Navajo Cty., 
Ariz., 609 F.3d 1011, 1022 (9th Cir. 2010) (holding a 
plaintiff failed to state a claim under the ADA by alleging 
the county deprived him of programs or activities to 
lessen his depression) (citing Bryant v. Madigan, 84 F.3d 
246, 249 (7th Cir. 1996) (“[T]he Act would not be 
violated by a prison’s simply failing to attend to the 
medical needs of its disabled prisoners.... The ADA does 
not create a remedy for medical malpractice.”)), overruled 
on other grounds by Castro v. County of Los Angeles, 
833 F.3d 1060 (9th Cir. 2016); see also Shaymus v. 
Tulare County, No. 1:14-CV-01633-MCE, 2015 WL 
3466942, at *7 (E.D. Cal. June 1, 2015) (“[T]he fact that 
Corizon may have failed ‘to provide competent and 
appropriate mental-health care’ as alleged by Plaintiffs ... 
is insufficient to state a claim under the ADA.”); Darby v. 
Los Angeles Cty. Sheriff Dep’t, No. 
CV1608711CASJDE, 2018 WL 6131577, at *10 (C.D. 
Cal. Jan. 22, 2018) (“For the purposes of an ADA claim, 
it is insufficient to allege that defendants do not, in light 
of a plaintiff’s disability, make his life in prison more 
comfortable in every respect. Rather, a plaintiff must 
allege facts suggesting that defendants discriminated 
against him by making prison programs and activities 
unavailable to him as compared to non-disabled inmates.” 
(citation omitted) (citing Memmer v. Marin Cty. Cts., 169 
F.3d 630, 633 (9th Cir. 1999)).
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*10 Kroll’s Opposition refers to paragraphs 13 and 108 of 
the Complaint, Opp’n at 38, but those paragraphs allege 
claims only against Does 1 through 100, Compl. ¶ 13, and 
state, “The acts and omissions are particularly egregious 
in that they were carried out against a female member of 
the ADA,” id. ¶ 108. These allegations do not save 
Kroll’s ADA claim.
 
Kroll’s first through sixth claims brought under the ADA 
are DISMISSED.
 

G. Claim 13: Failure to State a Cause of Action re 
Failure to Train Claim
Defendants claim Kroll’s section 1983 claim based on the 
failure to train should be dismissed because “[w]here the 
proper response ... is obvious to all without training or 
supervision, then the failure to train or supervise is 
generally not ‘so likely’ to produce a wrong decision as to 
support an inference of deliberate indifference by city 
policymakers to the need to train or supervise.” Mot. at 13 
(citing Flores v. County of Los Angeles, 758 F.3d 1154, 
1160 (9th Cir. 2014)). Defendants assert Kroll therefore 
fails to state a claim against the Entity Defendants or 
Sheriff McDonnell in his official capacity. Id. Defendants 
also contend McDonnell would be protected by qualified 
immunity if sued in his individual capacity because “the 
law is not clearly established that a Sheriff needs to train 
his jailers not to sexually assault the inmates of a jail.” Id. 
at 14.
 
A local government, or its officials acting in their official 
capacity, “can be liable under § 1983 for inadequate 
training of its employees.” City of Canton, Ohio v. Harris, 
489 U.S. 378, 388 (1989). To establish liability for failure 
to train, a plaintiff must show that (1) she “was deprived 
of a constitutional right”; (2) the municipality or its 
officials “had a training policy that ‘amounts to deliberate 
indifference to the [constitutional] rights of the persons 
with whom [its subordinates] are likely to come into 
contact’ ”; and (3) her “constitutional injury would have 
been avoided” had the municipality or its officials 
properly trained those subordinates. Blankenhorn v. City 
of Orange, 485 F.3d 463, 484 (9th Cir. 2007) (first 
alteration in original) (quoting Lee v. City of Los 
Angeles, 250 F.3d 668, 681 (9th Cir. 2001)). For purposes 
of “deliberate indifference,” a plaintiff “must demonstrate 
a ‘conscious’ or ‘deliberate’ choice on the part of a 
municipality in order to prevail on a failure to train 
claim.” Flores, 758 F.3d at 1158 (quotation marks 
omitted).

 
Flores is controlling. In that case, a plaintiff who was 
sexually assaulted by a deputy sheriff brought a Monell 
claim predicated on the county’s failure to train deputies 
not to sexually assault women. Id. at 1157. Affirming 
dismissal, the Ninth Circuit held that “the clear 
criminality of the conduct” precluded a finding of 
deliberate indifference. Id. at 1160. That is, “[i]f the threat 
of prison time does not sufficiently deter sexual assault, it 
is not plausible to assume that a specific instruction not to 
commit sexual assault will provide such deterrence, and 
therefore failure to include such instruction does not 
constitute deliberate indifference.” Id. The Ninth Circuit 
agreed with sister circuits that “there is not a patently 
obvious need for the city specifically to train officers not 
to rape young women.” Id. (alterations and quotation 
marks omitted) (quoting Andrews v. Fowler, 98 F.3d 
1069, 1077 (8th Cir. 1996) and citing Barney v. Pulsipher, 
143 F.3d 1299, 1308 (10th Cir. 1998)).
 
*11 Kroll’s claim fails for the same reason. Her claim is 
predicated on her assertion that as a result of Defendants’ 
failure to train Bass, he “was not subject to timely LASD 
discipline and instead permitted the opportunity to serially 
victimize, sexually assault and rape female inmates, such 
as Plaintiff.” Compl. ¶ 58. Kroll further posits, “If BASS 
had been adequately trained and supervised prior to the 
sexual abuse of Plaintiff, if his errant behavior had been 
timely investigated, and if he had been timely punished as 
a result, then the sexual abuse of Plaintiff and other 
victims in this case could have been averted.” Id. ¶ 59. 
Defendants, therefore, “had a duty to instruct, train, 
supervise and discipline their subordinates to prevent 
similar acts to other persons, but failed to do so.” Id. ¶ 
252.
 
The Ninth Circuit has held such a claim is barred. Flores, 
758 F.3d at 1160. Kroll does not address Flores. Further, 
although the thirteenth claim for relief is also titled 
“Policy of Inaction” in addition to “Inadequate Training,” 
Compl. at 47, that is duplicative of the twelfth claim for 
relief, which asserts an “Unconstitutional Custom, 
Practice, or Policy,” id. at 46.
 
Kroll’s thirteenth claim for failure to train under section 
1983 is DISMISSED.
 

H. Claim 15: Intracorporate Conspiracy Doctrine
Defendants claim Kroll’s conspiracy claim against 
McDonnell is barred because under the intracorporate 
conspiracy doctrine, intracorporate communications and 
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actions may not form the basis of a conspiracy for a 
violation of civil rights and here, all of the alleged 
conspirators were County employees. Mot. at 14. 
Defendants argue that because neither the Ninth Circuit 
nor the United States Supreme Court has adopted the 
doctrine and circuits are split on the issue, intracorporate 
liability is not clearly established law and Defendants are 
entitled to qualified immunity. Id. at 14-15.
 
Kroll does not respond to this argument. See generally 
Opp’n. The only time she mentions conspiracy in her 
Opposition is quoting from a paragraph from the 
Complaint where she asserts there was a conspiracy to 
conceal Bass’s acts. Id. at 33 (quoting Compl. ¶ 25). The 
Court deems the lack of opposition to be consent to the 
motion. L.R. 7-12; see also Ghazali, 46 F.3d at 52; 
Brydges, 18 F.3d at 652.
 
Further, the Court agrees the intracorporate conspiracy 
doctrine is not well-settled and the Defendants are 
therefore entitled to qualified immunity on the fifteenth 
claim. The Court analyzes alleged constitutional 
violations through the lens of qualified immunity. “The 
doctrine of qualified immunity protects government 
officials ‘from liability for civil damages insofar as their 
conduct does not violate clearly established statutory or 
constitutional rights of which a reasonable person would 
have known.’ ” Pearson v. Callahan, 555 U.S. 223, 231 
(2009). Qualified immunity is an entitlement not to go to 
trial, not merely a defense from liability. Saucier v. Katz, 
533 U.S. 194, 200 (2001). It should be decided early in 
the proceedings. Id. Analysis of the qualified immunity 
defense is a two-prong inquiry. The court asks whether, 
on the facts alleged, a constitutional right has been 
violated. If no such right has been violated, the plaintiff 
cannot prevail. Id. at 200-01.
 
The Court must also consider whether that right was 
“clearly established.” “Clearly established” means the 
“contours of the right must be sufficiently clear that a 
reasonable official would understand that what he is doing 
violates that right.” Id. at 201 (citing Anderson v. 
Creighton, 483 U.S. 635, 640 (1987)). “The relevant, 
dispositive inquiry in determining whether a right is 
clearly established is whether it would be clear to a 
reasonable officer that his conduct was unlawful in the 
situation he confronted.” Saucier, 533 U.S. at 201. “While 
we do not require a case on all fours, ‘existing precedent 
must have placed the statutory or constitutional question 
beyond debate.’ ” Rico v. Ducart, 980 F.3d 1292, 1298 
(9th Cir. 2020) (quoting Ashcroft v. al-Kidd, 563 U.S. 
731, 741 (2011)).
 
*12 A plaintiff bears the initial burden of proving that the 

rights allegedly violated by defendants were clearly 
established at the time of the alleged misconduct. Davis v. 
Scherer, 468 U.S. 183, 197 (1984); Houghton v. South, 
965 F.2d 1532, 1534 (9th Cir. 1992). “[T]he proper 
fact-specific inquiry under Anderson is not whether the 
law is settled, but whether, in light of clearly established 
law and the information available to him, a reasonable 
person in [the defendant’s] position could have 
objectively believed his actions to be proper.” Floyd v. 
Laws, 929 F.2d 1390, 1394 (9th Cir. 1991) (citing 
Anderson, 483 U.S. at 641). Qualified immunity “protects 
‘all but the plainly incompetent or those who knowingly 
violate the law.’ ” Rico, 980 F.3d at 1298 (quoting D.C. v. 
Wesby, 138 S. Ct. 577, 589 (2018)).
 
The intracorporate conspiracy doctrine establishes “an 
agreement between or among agents of the same legal 
entity, when the agents act in their official capacities, is 
not an unlawful conspiracy.” Ziglar v. Abbasi, 137 S. Ct. 
1843, 1867 (2017). The Ninth Circuit has not yet decided 
whether the intracorporate conspiracy doctrine applies to 
civil rights actions and has noted a split among circuits. 
Fazaga v. Fed. Bureau of Investigation, 965 F.3d 1015, 
1060 & n.41 (9th Cir. 2020) (qualified immunity barred 
claim because there was no clearly established Ninth 
Circuit law on whether “an intracorporate agreement 
could subject federal officials to liability under § 
1985(3)”), cert. granted sub nom. FBI v. Fazaga, No. 
20-828, 2021 WL 2301971 (U.S. June 7, 2021). 
Nonetheless, “district courts within this Circuit that have 
addressed the issue consistently have held that it does 
apply.” Hasbrouck v. Yavapai Cty., No. 
CV-20-08112-PCT-DWL, 2021 WL 321894, at *15 (D. 
Ariz. Feb. 1, 2021) (quoting Norton v. Arpaio, No. 
CV-15-00087-PHX-SPL, 2015 WL 13759956, at *5 (D. 
Ariz. Nov. 20, 2015) (collecting cases)); see also 
Manansingh v. United States, No. 2:20-CV-01139-DWM, 
2021 WL 2080190, at *6 (D. Nev. May 24, 2021) (“Even 
if the claim was timely, however, the Probation 
Defendants are entitled to qualified immunity because the 
law is not ‘clearly established’ regarding the application 
of the intracorporate conspiracy doctrine.”).
 
Although the existing cases have addressed conspiracy 
claims brought under section 1985 as opposed to section 
1983, there is nothing in the opinions limiting the 
application of the doctrine to claims brought under that 
statute. The Court therefore finds the law relating to 
conspiracies within an agency, such as the sheriff’s 
department, is not clearly established, and Defendants are 
entitled to qualified immunity.
 
Kroll’s fifteenth claim for conspiracy is DISMISSED.
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I. Claims 6, 12, 13, 15: Statute of Limitations
Defendants claim Kroll’s section 1983 claims should be 
dismissed because they are barred by the statute of 
limitations. Mot. at 15.
 
Defendants also request Kroll’s tolling theories be 
stricken from the complaint and, as an alternative to 
dismissal, Kroll be ordered to prepare a more definite 
statement. Id.
 
“Section 1983 does not contain its own statute of 
limitations.” Butler v. Nat’l Cmty. Renaissance of Cal., 
766 F.3d 1191, 1198 (9th Cir. 2014). “Without a federal 
limitations period, the federal courts ‘apply the forum 
state’s statute of limitations for personal injury actions, 
along with the forum state’s law regarding tolling, 
including equitable tolling, except to the extent any of 
these laws is inconsistent with federal law.’ ” Id. (quoting 
Canatella v. Van De Kamp, 486 F.3d 1128, 1132 (9th Cir. 
2007) and citing Wilson v. Garcia, 471 U.S. 261, 279-80 
(1985), superseded by statute on other grounds, Judicial 
Improvements Act of 1990, Pub. L. No. 101-650, 104 
Stat. 5114)); see also Douglas v. Noelle, 567 F.3d 1103, 
1109 (9th Cir. 2009) (“State law governs the statute of 
limitations period for § 1983 suits and closely related 
questions of tolling.”). California’s statute of limitations 
for personal injury claims is two years. See Cal. Civ. P. 
Code § 335.1; Canatella, 486 F.3d at 1132.
 
*13 Defendants argue Kroll’s claim is barred because she 
alleges the incident occurred on July 8, 2017, and she 
filed suit on January 28, 2021. Mot. at 16. The California 
Code of Civil Procedure expressly provides for tolling 
under certain circumstances, and none of those sections is 
directly applicable here. But “both federal and California 
state courts have recognized equitable tolling in cases 
where the plaintiff is unable to bring suit or exercise an 
available remedy.” Hernandez v. Attisha, No. 
09CV-2257-IEGWMC, 2010 WL 816160, at *4 (S.D. 
Cal. Mar. 5, 2010) (collecting cases, including Lewis v. 
Superior Ct., 175 Cal. App. 3d 366, 380 (1985) 
(“Language of statutes of limitation must admit to implicit 
exceptions where compliance is impossible and manifest 
injustice would otherwise result.”)).
 
In Stoll v. Runyon, 165 F.3d 1238, 1242 (9th Cir. 1999), 
as amended (Mar. 22, 1999), the Ninth Circuit allowed 
the equitable tolling of a plaintiff’s sexual harassment 
claim where psychological incapacity prevented her from 
timely pursuing the claim. Defendants seek to distinguish 
Stoll on the basis that the circuit analyzed the claim under 

Title VII, which is governed by a federal statute of 
limitations. But the Ninth Circuit has cited Stoll and 
applied the same concept in section 1983 cases since then. 
See, e.g., Azer v. Connell, 306 F.3d 930, 936 (9th Cir. 
2002).
 
“Because the applicability of the equitable tolling doctrine 
often depends on matters outside the pleadings, it ‘is not 
generally amenable to resolution on a Rule 12(b)(6) 
motion.’ ” Supermail Cargo, Inc. v. United States, 68 F.3d 
1204, 1206 (9th Cir. 1995) (quoting Cervantes v. City of 
San Diego, 5 F.3d 1273, 1276 (9th Cir. 1993)). “A motion 
to dismiss based on the running of the statute of 
limitations period may be granted only ‘if the assertions 
of the complaint, read with the required liberality, would 
not permit the plaintiff to prove that the statute was 
tolled.’ ” Id. at 1206-07 (quoting Jablon v. Dean Witter & 
Co., 614 F.2d 677, 682 (9th Cir. 1980)). “In fact, a 
complaint cannot be dismissed unless it appears beyond 
doubt that the plaintiff can prove no set of facts that 
would establish the timeliness of the claim.” Id. at 1207. 
For that reason, the Ninth Circuit has “reversed dismissals 
where the applicability of the equitable tolling doctrine 
depended upon factual questions not clearly resolved in 
the pleadings.” Id. (collecting cases).
 
Kroll alleges she was mentally incapacitated, and, as 
such, prevented from transacting any business, including, 
ostensibly, filing a legal claim. See, e.g., Comp. ¶ 24 
(“During the remainder of her confinement at HOH and 
continuing to present, Plaintiff has been mentally 
incapacitated, mentally incompetent and unable incapable 
of caring for her property or transacting business or 
understanding the nature or effects of her acts.”). Whether 
Kroll was incapacitated enough to prevent her from 
timely filing a lawsuit, which would entitle her to 
equitable tolling, is a question of fact not appropriate for 
resolution on a motion to dismiss. At this stage in the 
proceeding, taking all facts in the complaint as true, Kroll 
has stated an extraordinary situation that warrants 
equitable relief.
 
Because Kroll adequately pleads equitable tolling, the 
Court need not reach Defendants’ other arguments 
regarding Kroll’s alternate bases for delaying the tolling 
of the statute of limitations. Further, the Court finds that 
Defendants’ requests to strike are based on the legal 
insufficiency of those allegations. “Rule 12(f) does not 
authorize district courts to strike claims for damages on 
the grounds that such claims are precluded as a matter of 
law.” Whittlestone, Inc., 618 F.3d at 974-75. As a result, 
the Court declines to strike those assertions. Courts are 
also instructed not to resolve “merits issues, especially 
fact-sensitive questions, on Rule 12(e) motions.” One 
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Indus., LLC, 578 F.3d at 1160. Other than generally 
moving for a more definite statement, Defendants do not 
identify what information they want subjected to the 
motion for a more definite statement. The Court therefore 
also declines to order Kroll to prepare a more definite 
statement.
 

J. Claims 1-6: Statute of Limitations re ADA Claims
*14 Defendants claim Kroll’s ADA claims are 
time-barred. Mot. at 20. The Court need not address this 
argument as it has already dismissed Kroll’s ADA claims, 
as noted above.
 

IV. CONCLUSION

Defendants’ motion to dismiss is GRANTED in part. 
Claims 19 through 22 for violation of the Bane Act; 
violation of Cal. Civ. Code § 52.4; violation of Cal. Civ. 
Code § 17-8.5; and negligent supervision, hiring, or 

retention are DISMISSED as to the Entity Defendants and 
McDonnell. Claims 1 through 6 for violations of the ADA 
are DISMISSED. Claim 13 for failure to train is 
DISMISSED. Claim 15 for conspiracy to violate civil 
rights is DISMISSED. The motion is otherwise DENIED.
 
An amended complaint must be filed no later than July 
29, 2021. Kroll should assert only those claims that can be 
asserted consistent with Rule 11 of the Federal Rules of 
Civil Procedure. Failure to file by that date will waive the 
right to do so. Kroll claims discovery has revealed that 
defendants did not render medical attention to Kroll on 
the date she was raped. Opp’n at 34. Kroll may amend her 
complaint to add those allegations. Otherwise, the Court 
does not grant leave to add new defendants or new claims. 
Leave to add new defendants or new claims must be 
sought by a properly noticed motion.
 
IT IS SO ORDERED.
 

All Citations

Slip Copy, 2021 WL 4555819

Footnotes

1 Kroll’s opposition was filed one day late. Additionally, the opposition is 38 pages long with its memorandum starting on page 8. 
Local Rule 11-6 specifies that the substance of motions and oppositions must not exceed 25 pages without leave of Court. Kroll’s 
attorney’s declaration states, “Apologies to the Court,” and explains the number of complex issues made the excess pages 
“inevitable.” Dkt. 36-11 ¶ 3. An apology is insufficient; the local rules and procedures are clearly outlined. It was not “inevitable” 
that the opposition exceeded the allotted allowed pages, as much of it is unnecessary and unhelpful. In any event, Kroll could 
easily have requested leave for increased pages. Kroll also frequently block quotes her complaint in her opposition, adding multiple 
pages that were not “inevitable.” Further, Kroll’s counsel attaches extrinsic evidence to the opposition without even attempting to 
seek judicial notice. Failure to follow applicable rules and Court orders in the future will result in sanctions.

2 As Defendants note, Reply at 7, Kroll refers to the wrong section of the code in asserting the requirement applies only to claims 
against the state. Section 950.2 clearly states it applies to employees of public entities, not just the state. See Cavanaugh v. City of 
San Diego, No. 3:18-CV-02557-BEN-LL, 2020 WL 6703592, at *46 (S.D. Cal. Nov. 12, 2020) (“Accordingly, and as discussed 
below, because the claim against the County is barred so are any claims against the deputies, who were public employees acting 
within the scope of their employment.”), judgment entered, No. 18-CV-02557-BEN-LL, 2020 WL 6702029 (S.D. Cal. Nov. 13, 
2020).

End of Document © 2022 Thomson Reuters. No claim to original U.S. Government Works.
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PROCEEDINGS (in chambers): ORDER 
GRANTING IN PART AND DENYING IN PART 
COUNTER DEFENDANT KST DATA, INC.’S 
MOTION TO DISMISS COUNTERCLAIM [Docket 
No. 57]; ORDER GRANTING COUNTER 
DEFENDANT ARMANDO TAN’S MOTION TO 
DISMISS COUNTERCLAIM [Docket No. 67]

S. JAMES OTERO, UNITED STATES DISTRICT 
JUDGE

*1 These matters are before the Court on (1) Plaintiff and 
Counter Defendant KST Data, Inc.’s (“KST”) Motion to 
Dismiss Counterclaim (“KST Motion”), filed January 16, 
2018; and (2) Counter Defendant Armando Tan’s (“Tan”) 
Motion to Dismiss Enterprise Services LLC’s 
Counterclaim (“Tan Motion”), filed January 29, 2018. ES 
opposed the KST Motion and the Tan Motion (“KST 
Opposition” and “Tan Opposition,” respectively) on 
March 5, 2018. The parties filed their respective replies 

(“KST Reply,” and “Tan Reply”) on March 12, 2018. The 
Court found this matter suitable for disposition without 
oral argument and vacated the hearing set for March 26, 
2018. See Fed. R. Civ. P. 78(b). For the reasons stated 
below, the Court GRANTS IN PART and DENIES IN 
PART the KST Motion and GRANTS the Tan Motion.
 

I. FACTUAL AND PROCEDURAL HISTORY

A. Procedural Background
On September 28, 2017, KST filed a Complaint against 
Defendant DXC Technology (“DXC”) in the Superior 
Court of California for the County of Los Angeles 
asserting causes of action for (1) breach of contract; (2) 
breach of the covenant of good faith and fair dealing; (3) 
unjust enrichment; and (4) quantum meruit. (See Notice 
of Removal, Ex. A (“Compl.”), ECF No. 1.) DXC 
removed the action to this Court on October 30, 2017. 
(See Notice of Removal, ECF No. 1.) On November 6, 
2017, ES filed a motion to intervene alleging that it, not 
DXC, was the party in privity to the contract underlying 
Plaintiff’s claims and thus the proper defendant to the 
action. (ECF No. 13.) KST filed a First Amended 
Complaint (“FAC”) adding ES as a party to the action on 
November 13, 2017, and the Court denied the motion to 
intervene as moot on November 29, 2017. (FAC, ECF 
No. 24; Order, ECF No. 34.)
 
On December 18, 2017, ES filed its Answer and asserted 
counterclaims for fraudulent misrepresentation, negligent 
misrepresentation, conspiracy, breach of contract, breach 
of the implied duty of good faith and fair dealing, tortious 
interference with contract, tortious interference with 
contract expectancy, indemnification, and declaratory 
judgment against KST, Tan, and Mitchell Evans 
(“Evans”). (Answer, ECF No. 37.) That same day, ES 
filed a Motion to Dismiss Counts II-IV of Plaintiff’s FAC. 
(ECF No. 35.) The Court granted the dismissal, finding 
that KST’s second through fourth causes of action were 
duplicative of its first breach of contract claim. (See 
generally Order on Def’s MTD, ECF No. 69.) Plaintiff 
filed a Second Amended Complaint (“SAC”) on February 
12, 2018. (SAC, ECF No. 74.) On February 26, 2018, the 
parties stipulated to dismiss Evans from the action. (ECF 
No. 79.)
 

Case 2:19-ap-01382-SK    Doc 349-3    Filed 01/14/22    Entered 01/14/22 07:52:03    Desc
Appendix of Unpublished Opinions    Page 235 of 441



KST Data, Inc. v. DXC Technology, Not Reported in Fed. Supp. (2018)

 © 2022 Thomson Reuters. No claim to original U.S. Government Works. 2

B. Allegations in the SAC
At the center of KST’s claims is a contract between ES 
and the National Aeronautics and Space Administration 
(“NASA”) to modernize NASA’s information technology 
systems (the “NASA Contract”)1. (SAC ¶ 16.) KST’s 
factual allegations are as follows.
 
*2 The original term of the NASA Contract was four 
years, with two additional options to extend the contract 
for three years each, for a maximum duration of ten years. 
(SAC ¶ 16.) ES was awarded the first three-year option 
and so was the prime contractor on the NASA project 
from at least July 2011 to June 2018. (SAC ¶ 17.) On 
April 22, 2011, ES subcontracted some of the work under 
the NASA Contract to KST pursuant to a written 
Statement of Work (“SOW”). (SAC ¶ 18.) Specifically, 
the SOW subcontracted to KST the responsibility to 
provide computer seats, a product catalog, and managed 
print services. (SAC ¶ 18.) The SOW provided that KST’s 
work would begin “on or about April 22, 2011” and on 
“subsequent term extensions by the NASA customer.” 
(SAC ¶ 19.)
 
On August 3, 2011, KST entered into a Resale Master 
Agreement (the “Agreement”) with HP, ES’ parent 
company at the time of the Agreement. (SAC ¶ 20.) The 
Agreement established the terms and conditions under 
which ES and its related entities would purchase products 
and services from KST required under the SOW or other 
related agreements. (SAC ¶ 20.) The Agreement 
contained a clause that stated that the “Agreement shall be 
interpreted and governed by the laws of the State of New 
York, USA, without giving effect to that State’s choice of 
law rules.” (SAC ¶ 21.)
 
Between September 2014 and August 2016, ES failed to 
pay approximately forty (40) invoices issued by KST to 
ES for equipment and services provided by KST under 
the SOW and the Agreement. (SAC ¶¶ 23-28.) These 
invoices amounted to an unpaid total of over three million 
dollars. (SAC ¶ 57.) KST also complied with ES’ 
instruction to make various investments in the project, 
including hiring additional employees, designing 
enterprise level solutions, purchasing new equipment, and 
expending resources to develop technical solutions. (SAC 
¶¶ 31-32.) Specifically, ES instructed KST to invest 
resources in infrastructure and technology that would 
enable KST to perform managed print services. (SAC ¶ 
43.) These expenses, which ES instructed KST to factor 
over a ten-year period pursuant to the four-year initial 
term of the NASA Contract and the two options for 
three-year extensions, cost KST over $800,000. (SAC ¶¶ 
32-33.)
 

In reliance on ES’ representations regarding the ten-year 
term of the SOW and Agreement, KST reduced its prices 
and entered various agreements to extend equipment 
leases and other contracts necessary to fulfill its 
obligations under the SOW. (SAC ¶¶ 34-37.) KST also 
provided substantial solution assessment, consulting, 
research and development, and technical assistance 
requested by ES at no cost. (SAC ¶¶ 40-41.) After the 
initial four-year term had concluded, however, ES 
stopped purchasing products and services from KST and 
subcontracted KST’s obligations to another party. (SAC 
¶¶ 38-39.) In addition, despite the fact that managed print 
services were subcontracted to KST under the SOW and 
that ES had instructed KST to make the necessary 
investments to perform these services, ES issued purchase 
orders for managed print services to DME Products and 
Systems, Inc. (“DME”) in October 2011. (SAC ¶ 42.)
 

C. Allegations in ES’ Counterclaim
Under the NASA Contract, ES was entitled to certain 
payments for meeting percentage goals for employing 
small businesses in the performance of the contract. 
(Counterclaim ¶ 12, ECF No. 37.) To receive these 
payments, ES was required to subcontract a certain 
percentage of work to small businesses that qualified as 
certified Historically Underutilized Business Zone 
(“HUBZone”) small businesses, Women Owned small 
business (“WOSB”), and Small Disadvantaged 
Businesses (“SDB”). (Counterclaim ¶ 13.) In 2010, ES 
selected KST as a subcontractor based on KST’s 
representations that it had established, long-term working 
relationships with small business and was in a position to 
manage and mentor these small business contractors. 
(Counterclaim ¶ 14.) In particular, KST represented that it 
had a “mentoring” relationship with DME, which 
according to KST was a HUBZone, WOSB, and SDB 
certified business. (Counterclaim ¶ 15.)
 
*3 Relying on KST’s representations, ES submitted a 
small business contracting plan to NASA which proposed 
using DME as a subcontractor, describing KST’s 
relationship with DME and proposing that KST guide 
DME in the performance of its contractual obligations. 
(Counterclaim ¶ 16.) Pursuant to this plan, ES entered 
into separate contractual arrangements with KST and 
DME with the understanding that KST would coordinate 
DME’s services in KST’s delivery fulfillment model to 
meet ES’ small business requirements under the NASA 
Contract. (Counterclaim ¶ 18.) The SOW issued to KST 
incorporated the terms of the NASA Contract, including 
ES’ small business subcontracting plan, and required KST 
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to “work in conjunction with DME”. (Counterclaim ¶¶ 
19-20.) In addition, KST’s teaming agreement with ES 
expressly stated that KST’s subcontract with ES would 
include a “subcontracting goal in the same percentages as 
the Prime Contractor is required to meet in the Prime 
Contract.” (Counterclaim ¶ 23.) ES told KST 
representatives on multiple occasions that in order to meet 
its small business subcontracting requirements, ES must 
receive quotes and invoices directly from DME. 
(Counterclaim ¶ 27.)
 
Contrary to KST’s representations that DME was a 
separate and distinct entity from KST that would meet its 
small business subcontracting requirements, DME was in 
fact a fraudulent “pass-through” entity that did not 
perform any actual work or provide any services or 
equipment. (Counterclaim ¶ 37.) Instead, a KST 
employee, under the direction of Tan, KST’s Vice 
President, submitted invoices using a DME email address 
and DME letterhead for work that KST had actually done. 
(Counterclaim ¶¶ 3, 38.) The payments were submitted to 
a DME bank account that was actually controlled by KST, 
with all deposited funds subsequently transferred to a 
KST bank account. (Counterclaim ¶ 39.) In return, KST 
paid Evans, DME’s Vice President, a one percent (1%) 
kickback from the money paid by ES to DME for the 
services actually performed by KST. (Counterclaim ¶¶ 4, 
40.) ES was unaware that DME was a sham entity until 
mid-2014, when ES received a subpoena from the NASA 
Inspector General (“IG”) requesting information 
regarding KST and DME. (Counterclaim ¶ 43.) Since 
then, the U.S. government has opened a separate criminal 
investigation into KST’s fraudulent conduct in connection 
with its relationship with DME. (Counterclaim ¶ 47.)
 
As a result of KST’s misrepresentations, ES failed to meet 
its HUBZone, SDB, and WOSB subcontracting goals, 
causing the government to withhold approximately $5.5 
million from ES related to small business utilization under 
the NASA contract. (Counterclaim ¶¶ 55-58.) In response, 
ES withheld payments totaling $2.6 million to KST to 
offset the losses caused by KST’s breach of the 
Agreement. (Counterclaim ¶¶ 59, 61.) The withholding 
was done pursuant to Section 10.1 of the Agreement, 
which requires KST to indemnify ES for any liability 
resulting from KST’s breach of the agreement or other act 
or omission. (Counterclaim ¶ 59.) In letters dated January 
21, June 30, and July 20, 2015, ES informed KST of the 
withheld amounts as well as the additional amount owed 
to ES due to KST’s fraudulent misrepresentations. 
(Counterclaim ¶ 60.)
 

II. LEGAL STANDARD
A motion to dismiss under Rule 12(b)(6) tests for the 
legal sufficiency of the claims alleged in a complaint or 
counterclaim. Ileto v. Glock, Inc., 349 F.3d 1191, 
1199-1200 (9th Cir. 2003); Starr v. Baca, 652 F.3d 1202, 
1216 (9th Cir. 2011). Rule 12(b)(6), which provides for 
dismissal of a cause of action for “failure to state a claim 
on which relief can be granted,” see Fed. R. Civ. P. 
12(b)(6), must be read in conjunction with Federal Rule 
of Civil Procedure 8(a) (“Rule 8”). See Ileto v. Glock Inc., 
349 F.3d 1191, 1199-1200 (9th Cir. 2003). Rule 8 
requires that “[a] pleading that states a claim for relief 
must contain ... a short and plain statement of the claim 
showing that the pleader is entitled to relief.” Fed. R. Civ. 
P. 8(a)(2). Although the pleader is not required to plead 
“detailed factual allegations” under Rule 8, this standard 
demands “more than a sheer possibility that a ES has 
acted unlawfully.” Ashcroft v. Iqbal, 556 U.S. 662, 678 
(2009) (citation omitted). Pleadings that contain nothing 
more than legal conclusions or “a formulaic recitation of 
the elements of a cause of action” are insufficient. Id. 
(citation and quotation marks omitted).
 
*4 “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.’ ” Id. 
(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. In reviewing a motion to 
dismiss under Rule 12, a court may only consider the 
pleading, documents incorporated by reference in the 
pleading, and matters of judicial notice. United States v. 
Ritchie, 342 F.3d 903, 908 (9th Cir. 2003).
 
In addition, Federal Rule of Civil Procedure 9(b) (“Rule 
9(b)”) applies to any claim “sounding in fraud,” and 
requires the plaintiff to “state with particularity the 
circumstances constituting the fraud.” Kearns v. Ford 
Motor Co., 567 F.3d 1120, 1126 (9th Cir. 2003). A 
plaintiff must allege the “who, what, where, when, and 
how” of the misconduct and explain what is false or 
misleading about the statement(s) made and why it is 
false. Cafasso ex. rel. United States v. Gen. Dynamics C4 
Sys., Inc., 637 F.3d 1047, 1055 (9th Cir. 2011). “Rule 9(b) 
serves three purposes: (1) to provide defendants with 
adequate notice to allow them to defend the charge and 
deter the plaintiffs from the filing of complaints ‘as a 
pretext for the discovery of unknown wrongs’; (2) to 
protect those whose reputation would be harmed as a 
result of being subject to fraud charges; and (3) to 
‘prohibit [ ] plaintiff[s] from unilaterally imposing upon 
the court, the parties and society enormous social and 
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economic costs absent some factual basis.’ ” Kearns v. 
Ford Motor Co., 567 F.3d 1120, 1125 (9th Cir. 2009) 
(quoting in re Stac Elecs. Sec. Litig., 89 F.3d 1399, 1405 
(9th Cir. 1996) ).
 

III. THE KST MOTION

A. Applicable Governing Law
The parties first dispute whether New York law or 
California law is the appropriate law governing the claims 
presented in this action. (KST Mot. 6-7, ECF No. 57; 
KST Opp’n 8-10, ECF No. 82.) The Agreement that 
underlies the basis of both parties’ claims states that it 
“shall be interpreted and governed by the laws of the State 
of New York, USA, without giving effect to that State’s 
choice of law rules.” (SAC ¶ 21.) As the clause explicitly 
states that New York’s choice-of-law rules do not apply, 
the Court must use California’s choice-of-law rules to 
determine whether New York or California’s substantive 
rules apply to Plaintiff’s claims. JMP Sec. LLP v. Altair 
Nanotechnologies Inc., 880 F. Supp. 2d 1029, 1035 (N.D. 
Cal. 2012) (“when confronted with a choice-of-law 
question, a federal district court sitting in diversity must 
use the choice-of-law rules of its forum state to determine 
which state’s substantive law to apply”); see also Fields v. 
Legacy Health Sys., 413 F.3d 943, 950 (9th Cir. 2005).
 
Courts applying California’s choice-of-law rules follow 
Nedlloyd Lines B.V. v. Superior Court, 3 Cal. 4th 459, 
465 (1992). As stated in Nedlloyd, California has a 
“strong policy favoring enforcement” of contractual 
choice-of-law provisions. Id. Accordingly, the “law of the 
state chosen by the parties to govern their contractual 
rights and duties will be applied,” unless either (1) “the 
chosen state has no substantial relationship to the parties 
or the transaction and there is no other reasonable basis 
for the parties’ choice” or (2) application of the law of the 
chosen state would be “contrary to a fundamental policy” 
and over which California has a “materially greater 
interest” than the chosen state in determination of the 
particular issue. Id.
 
*5 Here, the parties identified are ES, a Delaware LLC, 
DXC, a Nevada corporation with its principal place of 
business in Virginia, KST, a California corporation with 
its principal place of business in Los Angeles, California, 
Tan, a resident of California, and Evans, a resident of 
Hawaii. (Counterclaim ¶¶ 1-4.) Neither party identifies 
where the performance of the Agreement occurred, or if 

there was a set process for dispute resolution in a 
particular venue or forum. Accordingly, New York has no 
substantial relationship to the parties or the transaction.
 
ES argues that there is a reasonable basis for the parties’ 
choice because “[g]iven the variation from state to state in 
the common law, companies that operate on a nationwide 
basis, like the parties here with respect to NASA sites in 
many locations across the country, may reasonably decide 
to minimize uncertainty in business disputes and agree in 
advance on what law should govern their contractual 
relationship.” (KST Opp’n 9 [citing Ottman v. Anthem 
Life Ins. Co., No. SACV150434DOCRNBX, 2015 WL 
12683809, at *3 (C.D. Cal. Oct. 15, 2015), JMP Sec. LLP 
v. Altair Nanotechnologies Inc., No. 11-4498 SC, 2012 
WL 892157, at *6 (N.D. Cal. Mar. 14, 2012), 1-800-Got 
Junk? LLC v. Superior Court, 189 Cal. App. 4th 500, 504, 
116 Cal. Rptr. 3d 923, 925 (2010), as modified (Nov. 19, 
2010) ].) KST responds that the cases cited by Plaintiff 
are distinguishable because they involve either: (1) a 
forum selection clause in the agreement that also 
designated the State identified in the choice-of-law 
provision as the appropriate venue, JMP, 2012 WL 
892157 at *6; or (2) application of a single state’s law to 
apply to all of a franchisor’s nationwide franchise 
agreements, 1-800-Got Junk?, 189 Cal. App. 4th at 504.
 
The Court agrees that the instant case is distinguishable in 
that it involves a single agreement between two relatively 
sophisticated parties with no other identifiable 
connection, within or without the agreement, to New 
York. While the desire to minimize uncertainty in 
business disputes by designating a governing law is 
certainly reasonable, this only addresses whether a 
choice-of-law clause itself is reasonable, not whether the 
choice of New York is reasonable. ES does not argue that 
the parties have a particular familiarity with New York 
law or that the law itself would minimize uncertainty in a 
specific and foreseeable way. See, e.g., Qwest Commc’ns 
Co. LLC v. Sun Coast Merch. Corp., No. CV 10-7145 PA 
(SSX), 2011 WL 13217684, at *4 (C.D. Cal. June 13, 
2011) (noting that even without a substantial relationship 
to the chosen state, “when contracting in countries whose 
legal systems are strange to them as well as relatively 
immature, the parties should be able to choose a law on 
the ground that they know it well and that it is sufficiently 
developed”). Nor does ES argue that the motivation in 
choosing New York law was to create uniformity across 
many like agreements with parties in multiple states. See, 
e.g., 1-800-Got Junk?, 189 Cal. App. 4th at 504. As such, 
ES has not provided any reasonable basis for designating 
New York as the choice of law governing the contract, 
and California law should be applied. See Nedlloyd, 3 Cal. 
4th at 466 (stating that if the chosen state has no 
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substantial relationship to the parties or transaction and if 
there is no other reasonable basis for the parties’ choice of 
law, “that is the end of the inquiry, and the court need not 
enforce the parties’ choice of law”); see also Ottman, 
2015 WL 12683809 at *3 (applying California law where 
the defendant had not provided sufficient evident to the 
Court to establish a reasonable basis for selecting Ohio 
law). This result comports with “purpose of requiring that 
the parties or the contract have some substantial 
relationship to the chosen state[,]” which is “to assure that 
the parties have not selected the chosen state’s law to 
avoid the application of the law of a particular state to 
their transaction by stipulating to the law of a state that 
has no interest in having its law applied.” Nedlloyd, 3 Cal. 
4th at 482 (Kennard, J., concurring). The Court therefore 
analyzes both KST’s claims and ES’ counterclaims under 
California law.
 

B. Exhaustion of Dispute Resolution Procedures
*6 KST next argues that ES cannot bring its 
counterclaims because it has not complied with the 
Agreement’s provision requiring that “[b]efore either 
party commences an action ... against the other party, it 
shall give written notice to the other party of its intention 
to file such action, and the senior management of the 
parties then shall meet in good faith to resolve the dispute 
by an alternative dispute resolution method such as 
non-binding mediation.” (KST Mot. 8; Decl. Nicole Van 
Dyk in Supp. KST Mot. (“Van Dyk Decl.”), Ex. 2 § 
21.13, ECF No. 64-3.) ES responds that it “is 
inconceivable that a plaintiff could block a defendant 
from timely asserting compulsory counterclaims simply 
by racing first to the courthouse.” (KST Opp’n 11.)
 
The Court agrees with ES. First, KST, not ES, is the party 
that “commenced” the instant action; the provision says 
nothing about the filing of claims or counterclaims. 
Moreover, preventing ES from filing its counterclaims 
would do nothing to serve the purpose of a mediation 
clause, which is to provide an avenue for resolving 
disputes without the need for litigation. Here, litigation 
has already been commenced. Finally, under Federal Rule 
of Civil Procedure 13, ES is required to state as a 
counterclaim any claim that arises out of the transaction 
or occurrence that is the subject matter of the opposing 
party’s claim– a requirement that cannot be overruled 
unilaterally by KST. Fed. R. Civ. Proc. 13(a)(1)(A). The 
Court therefore declines to dismiss ES’ counterclaims on 
these grounds.
 

C. ES’ Claims for Fraudulent and Negligent 
Misrepresentation

KST also argues that ES’ first and second causes of action 
for fraudulent and negligent misrepresentation must fail 
because they were filed outside of California’s three-year 
statute of limitations. (KST Mot. 10 [citing Cal. Civ. Proc. 
Code § 338(d)].) Under California law, “the filing of the 
complaint suspend[s] the running of the statute of 
limitations as to the matters arising out of the transaction 
set forth therein.” Luna Records Corp., v. Alvarado, 232 
Cal. App. 3d 1023, 1027 (Ct. App. 1991). The statute of 
limitations expires three years from the date the aggrieved 
party first discovers “the facts constituting the fraud or 
mistake.” Cal. Civ. Proc. Code § 338(d).
 
Here, ES alleges that it became aware that DME was a 
sham entity in “mid-2014”, when ES received a subpoena 
from the NASA Inspector General (“IG”) requesting 
information regarding KST and DME. (Counterclaim ¶ 
43.) While the exact date ES received the subpoena is 
unclear, the statute of limitations would have expired in 
mid-2017. KST filed the Complaint on September 28, 
2017, which the Court interprets as having occurred after 
“mid-2017”. To the extent that ES can demonstrate that it 
received the subpoena on or after September 28, 2014, the 
Court DISMISSES these claims with leave to amend.
 

D. ES’ Claim for Civil Conspiracy
Based on its underlying tort claims for fraudulent and 
negligent misrepresentation, ES alleges a third cause of 
action for civil conspiracy. Because “there is no separate 
tort of civil conspiracy,” Richard B. Levine, Inc. v. 
Higashi, 131 Cal. App. 4th 566, 574 (2005), and because 
ES has failed to allege a colorable tort claim for the 
reasons described above, ES’ third cause of action is 
hereby DISMISSED.
 

E. ES’ Claim for Breach of Contract
KST next argues that ES’ fourth cause of action for 
breach of contract must be dismissed because ES cannot 
identify a valid contractual obligation that KST may have 
breached. (KST Mot. 15.) In particular, KST argues that it 
was under no contractual obligation to help ES comply 
with its small business subcontracting goals, and thus 
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cannot be held liable for ES’ failure to meet these goals. 
(KST Mot. 15-16.) ES responds that KST did in fact have 
a contractual obligation to help ES meet these goals, 
based on its own marketing, the incorporation of the 
NASA Contract into the SOW, and KST’s agreement to 
monitor, mentor, and assist in finding small businesses 
that would help ES meet its goals. (KST Opp’n 17-18.)
 
*7 The Court finds that ES has adequately pled factual 
allegations that would support a finding that KST had a 
contractual obligation to help ES meet its small business 
subcontracting goals, and that whether or not KST in fact 
bore this obligation is a matter of contract interpretation 
and the intent of the contracting parties. As these 
questions involve a mix of both fact and law, they are 
inappropriate to resolve on a motion to dismiss. 
Accordingly, the Court DENIES the KST Motion as to 
ES’ fourth cause of action.
 

F. ES’ Claims for Tortious Interference
ES’ sixth and seventh causes of action allege tortious 
interference with contract, contract expectancy, 
prospective business relations, or economic advantage, 
based on ES’ unknowing breach of its obligations under 
the NASA Contract. (Counterclaim ¶¶ 104-120.) KST 
again argues that ES’ claims are barred by the statute of 
limitations.
 
The statute of limitations for tortious interference with 
contract in California is two years. Kiang v. Strycula, 231 
Cal. App. 2d 809, 811–12 (1965); see Cal. Civ. Proc. 
Code § 339(1). A tortious-interference claim typically 
accrues “at the date of the wrongful act,” but in no event 
does a claim accrue “later than the actual breach of the 
contract by the party who was wrongfully induced to 
breach” because the breach is the culmination of the 
alleged wrong. Trembath v. Digardi, 43 Cal. App. 3d 834, 
836 (1974). Here, ES learned of KST’s wrongful acts in 
mid-2014, was informed by NASA that it would not be 
receiving its payments in December 2014, and had its 
request for a waiver turned down in March 2015. (KST 
Opp’n 19-20.) By any measure, the statute of limitations 
would have expired by the time KST filed its Complaint 
in September of 2017. ES’ sixth and seventh causes of 
action for tortious interference are therefore 

DISMISSED.
 

IV. THE TAN MOTION
Tan’s arguments in his motion substantially mirror KST’s 
arguments for dismissal of ES’ first, second, third, sixth, 
and seventh causes of action.2 (See generally Tan Mot., 
ECF No. 67.) For the reasons described above, the Tan 
Motion is GRANTED as to these causes of action.
 

V. SUPPLEMENTAL BRIEFING
In addition to the KST Motion and the Tan Motion, ES 
filed a Motion to Dismiss Counts II-IV of Plaintiff’s SAC 
on February 22, 2018. [ECF No. 77]. Both parties 
analyzed KST’s claims under New York law. As the 
Court has determined that California law applies to these 
claims, the Court requests that the parties provide 
supplemental briefing of not more than ten (10) pages 
analyzing the claims under California law.
 

VI. RULING
For the foregoing reasons, the Court GRANTS IN PART 
and DENIES IN PART KST Data, Inc.’s Motion to 
Dismiss Counterclaim and GRANTS Counter Defendant 
Armando Tan’s Motion to Dismiss Enterprise Services 
LLC’s Counterclaim. KST must file an Answer to ES’ 
Counterclaim within ten (10) days of the date of this 
Order. ES shall file the supplemental brief requested by 
the Court within fourteen (14) days of the date of this 
Order; KST shall respond fourteen (14) days thereafter.
 
IT IS SO ORDERED.
 

All Citations

Not Reported in Fed. Supp., 2018 WL 5734227

Footnotes

1 Specifically, KST alleges that the contract was between NASA and Hewlett Packard Enterprise Services, LLC (“HPES”), that 
HPES later changed its name to ES, and that ES was part of a spin-off and merger with Computer Sciences Corporation (“CSC”) to 
form DXC. (SAC ¶¶ 10-12.) For the sake of simplicity, all references in the SAC to “HPES” are hereinafter referred to as “ES”.
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2 ES’ fourth cause of action for breach of contract is not alleged against Tan.

End of Document © 2022 Thomson Reuters. No claim to original U.S. Government Works.
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United States District Court, C.D. California, 

Western Division.

Arthur N. MARKOS Plaintiff,
v.

SEARS, ROEBUCK AND CO., Defendant.
Sears, Roebuck and Co. 

Counter–Claimant
v.

Arthur N. Markos, Counter–Defendant.

No. CV 05–3051 CBM (JWJx)
|

Signed 10/04/2005

Attorneys and Law Firms

Jeffery W. Johnson, Johnson & Higgin, Los Angeles, CA, 
Raymond M. Collins, Anglin Flewelling Rasmussen 
Campbell and Trytten, Pasadena, CA, for 
Plaintiff/Counter–Defendant.

Christopher E. Prince, Lesnick Prince LLP, Eve Triffo, 
Kathleen D. DeVaney, Greenberg Traurig, Santa Monica, 
CA, Gregory A. Nylen, Lobb & Cliff, LLP, Riverside, 
CA, John F. Gibbons, Greenberg Traurig, Chicago, IL, for 
Counter–Claimant.

Eve Triffo, Kathleen D. DeVaney, Greenberg Traurig, 
Santa Monica, CA, Gregory A. Nylen, Lobb & Cliff, 
LLP, Riverside, CA, John F. Gibbons, Greenberg Traurig, 
Chicago, IL, for Defendant.

ORDER RE: DEFENDANT’S MOTION TO DISMISS 
SECOND AMENDED COMPLAINT

CONSUELO B. MARSHALL, UNITED STATES 
DISTRICT JUDGE

*1 The matter before the Court is Defendant’s Motion to 
Dismiss Second Amended Complaint.
 

JURISDICTION

The Court has jurisdiction over this matter pursuant to 28 
U.S.C. § 1332.
 

FACTUAL BACKGROUND & PROCEDURAL 
HISTORY

This case involves a contract dispute between 
Plaintiff–Counterdefendant Arthur N. Markos (“Markos” 
or “Plaintiff”) and Defendant–Counterclaimant Sears, 
Roebuck and Co. (“Sears” or “Defendant”). The contract 
at issue, entitled “Advertising Agreement” (hereinafter 
“Agreement”) was executed on March 16, 1999 and 
provided that it would continue in effect for one year from 
that date. (Agreement at ¶ 4). The Agreement further 
provided that it would be automatically renewed for 
successive one-year terms unless either party gave written 
notice of its intent not to renew at least sixty (60) days 
prior to the end of the Term. (Id.). The Agreement also 
contained a clause that allowed for either party to 
terminate it without cause “by giving the other party at 
least ninety (90) days written notice prior to the 
termination of the twelve month Term.” (Agreement at ¶ 
23(C) ).
 
The essence of the Agreement was that Markos, an 
independent contractor and sole proprietor of Independent 
Publishers Representatives (“IPR”), would assist Sears in 
obtaining advertising for its Spanish-language magazine, 
Nuestra Gente. Sears compensated Markos for his 
services through a schedule of commissions. Markos’ 
efforts were apparently quite successful and the magazine 
grew dramatically. Concomitantly, Sears became IPR’s 
largest customer.
 
However, on August 30, 2004, Sears called a meeting 
with Markos and representatives of two other companies 
associated with the publication of Nuestra Gente at its 
headquarters in Illinois. In attendance at that meeting was 
Sears’ Multi–Cultural Director, Sandra Diaz, who was the 
primary individual responsible for management of 
Nuestra Gente. Ms. Diaz informed Markos that Sears 
would be terminating its contractual relationship with 
Markos and IPR. In November 2004, Sears made a more 
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formal, written communication to that effect, specifying 
that the contract would be terminated effective March 16, 
2005.
 
Markos proceeded to initiate, this action, through the 
filing of a Complaint, on April 16, 2005, for (1) breach of 
contract; (2) fraud; (3) breach of implied covenant of 
good faith and fair dealing; (4) unjust enrichment; and (5) 
violation of Cal. Bus. & Prof. Code § 17200 et seq. On 
June 15, 2005, Plaintiff Markos filed a First Amended 
Complaint, which replaced the claim for “breach of 
implied covenant of good faith and fair dealing” with a 
claim for “conversion.”
 
On July 14, 2005, the Court approved a stipulation by the 
parties to eliminate Plaintiff’s request for punitive 
damages in connection with the breach of contract claim 
and ordered Plaintiff to file a Second Amended 
Complaint, consistent with the stipulation, no later than 
July 22, 2005. A Second Amended Complaint was in fact 
filed by Plaintiff on July 23, 2005, which the Court 
accepted notwithstanding its untimeliness.
 
*2 On August 9, 2005, Defendant Sears filed the instant 
Motion to Dismiss Second Amended Complaint. A timely 
Opposition and Reply were filed.
 

STANDARD OF LAW

Rule 12(b)(6) of the Federal Rules of Civil Procedure 
permits a defendant to seek dismissal of a complaint that 
“fail[s] to state a claim upon which relief can be granted.” 
Fed. R. Civ. P. 12(b)(6). A motion to dismiss for failure to 
state a claim must be denied unless it appears that the 
plaintiff can prove no set of facts that would entitle him to 
relief. See Conley v. Gibson, 355 U.S. 41, 45–46 (1957); 
Jenkins v. Commonwealth Land Title Ins. Col, 95 F.3d 
791, 796–97 (9th Cir. 1996). Dismissal is appropriate if 
the plaintiff fails to assert a cognizable legal theory or to 
allege sufficient facts under a cognizable legal theory. See 
Balistreri v. Pacifica Police Dep’t, 901 F.2d 696, 699 (9th 
Cir. 1988). All material factual allegations in the 
complaint are assumed to be true and construed in the 
light most favorable to the plaintiff. See Cooper v. Pickett, 
137 F.3d 616, 622 (9th Cir. 1997). However, the Court is 
not bound to assume the truth of legal conclusions merely 
because they are stated in the form of factual allegations. 
See W. Mining Council v. Watt, 643 F.2d 618, 624 (9th 
Cir. 1980).
 
If the court dismisses the complaint, it must decide 
whether to grant leave to amend. Leave to amend is 

denied only if it is clear that amendment would be futile, 
and “that the deficiencies of the complaint could not be 
cured by the amendment.” Noll v. Clarkson, 809 F.2d 
1446, 1448 (9th Cir. 1987).
 

DISCUSSION

I. Applicable Law
The Agreement contains an explicit “choice of law” 
provision that provides as follows: “This Agreement shall 
be governed and construed in accordance with the laws of 
the State of Illinois.” (Agreement at ¶ 24). In the 
benchmark case of Nedlloyd Lines B.V. v. Superior Court, 
3 Cal. 4th 459 (1992), the California Supreme Court 
adopted the test set forth under the Restatement Second of 
Conflict of Laws § 187 for determining the enforceability 
of “arm’s length contractual choice-of-law provisions.” 3 
Cal. 4th at 464–66.1 The Nedlloyd/Restatement approach 
involves a series of successive inquiries. First, the Court 
must ask whether (1) the chosen state has a substantial 
relationship to the parties or their transaction, or (2) there 
is any other reasonable basis for the parties’ choice of 
law. Id. at 466. If neither of these tests is met, the inquiry 
ends and the court need not enforce the parties’ 
choice-of-law provision. Id. If, however, either test is met, 
the court must next determine whether the chosen state’s 
law is contrary to a fundamental policy of California. Id. 
If no conflict exists, the court shall enforce the parties’ 
choice-of-law provision. If, however, there is a 
fundamental conflict with California law, the court must 
then determine whether California has a materially greater 
interest than the chosen state in the determination of the 
particular issue.” Id. If California has a materially greater 
interest than the chosen state, the choice-of-law provision 
will not be enforced. Id.
 

A. Substantial Relationship or Reasonable Basis
*3 Plaintiff alleges that Defendant Sears is incorporated in 
New York and has its principal place of business in the 
State of Illinois. Second Amended Complaint at ¶2. Thus, 
Illinois has a substantial relationship to the parties and/or 
the contract in this case. Accord ABF Capital v. Grove 
Properties Co., 126 Cal. App. 4th 204, 217, 23 Cal. Rptr. 
3d 803 (2005) (“Under the initial inquiry outlined in 
Nedlloyd, there can be little doubt that New York has a 
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sufficient connection to the contract and the parties to 
meet the ‘substantial relationship’ test .... Plaintiff, 
although a Delaware corporation, nonetheless has its 
principal place of business in New York”).
 
The fact that Sears has its principal place of business in 
Illinois also establishes that there was otherwise a 
reasonable basis for the parties’ electing that state’s law to 
apply to their contract. Nedlloyd, 3 Cal. 4th at 467 (“If 
one of the parties resides in the chosen state, the parties 
have a reasonable basis for their choice.”) (internal 
quotations omitted).
 

B. Fundamental Policy Conflicts
Because Illinois has a “substantial relationship” to the 
parties and/or the contract, the Court must consider the 
second prong of the Nedlloyd/Restatement test—whether 
the chosen state’s (i.e., Illinois’) law conflicts with a 
fundamental policy of California. Nedlloyd, 3 Cal. 4th at 
466. Plaintiff asserts that application of the choice-of-law 
provision in the Agreement would be contrary “to the 
fundamental policy of California, but, at the same time, 
concedes that Illinois law would provide him with 
“equivalent relief” on all of his claims.
 
Where a plaintiff can seek the same relief under the law 
of the state selected in the choice-of-law clause as in the 
forum state, the selected state’s law is not contrary to a 
fundamental policy of the forum state. C.f. Washington 
Mutual Bank, 24 Cal. 4th 906, 920 (“Indeed, if the 
relevant laws of each state are identical, there is no 
problem and the trial court may find California law 
applicable ....”). Because there is no fundamental policy 
conflict between California and Illinois law, the Court 
need not consider the issue of which state has a materially 
greater interest in the determination of the action, but 
rather may enforce the choice-of-law provision without 
further inquiry.
 

C. Scope of the Choice of Law Clause
The Ninth Circuit and other Courts of Appeals have 
explicitly held that “claims arising in tort are not 
ordinarily controlled by a contractual choice of law 
provision. Rather, they are decided according to the law 
of the forum state.”2 Sutter Home Winery, Inc. v. Vintage 
Selections, Ltd., 971 F.2d 401, 407 (9th Cir. 1992) 
(internal citations omitted); see also Krock v. Lipsay, 97 

F.3d 640, 645 (2d Cir. 1996). Thus, the Court finds that 
Illinois law governs the Plaintiff’s contract claims while 
California law governs the tort claims.
 

II. Sufficiency of Plaintiff’s Claims

A. Breach of Contract
The gravamen of Plaintiff’s breach of contract claim is 
that due to the course of conduct between the parties, 
Defendant Sears became estopped from terminating the 
Agreement without cause. Plaintiff’s “course of conduct” 
theory rests on his information and belief that, throughout 
the existence of their contractual relationship, Sears was 
employing a secret and pervasive business practice 
against him—one by which “it seeks to make captives out 
of its vendors such as Plaintiff, then to use its 
overwhelmingly dominate business and financial 
advantage to coerce favorable terms from such vendors 
with the threat of terminating contracts and thereby 
annihilating the vendors’ business.” Complaint at ¶ 18. 
Plaintiff repeatedly describes this process as being 
“Searsed.” Id. However, even assuming, as the Court 
must, that these allegations are true, they do not support a 
“course of conduct” theory to supercede the Agreement’s 
explicit language allowing for “without cause” 
termination.
 
*4 In its recent decision in Cromeens, Holloman, Sibert, 
Inc. v. A.B. Volvo, 349 F.3d 376 (7th Cir. 2003), the 
Seventh Circuit held that, as a matter of Illinois contract 
law, plaintiffs could not rely on a “course of conduct” 
theory to override an express contractual provision 
permitting termination without cause. The contract at 
issue in that case (between authorized dealers of 
construction equipment and the equipment 
manufacturers), contained a provision remarkably similar 
in substance to ¶ 23(C) of the Agreement at issue in this 
case. Specifically, that provision provided that either 
party could terminate the contract “without cause” by 
giving the other party at least sixty (60) days written 
notice. 349 F.3d at 392. The contract also contained an 
“integration” clause, providing that the contract could 
only be modified by a signed writing. The Agreement at 
issue in this case contains a similar integration clause. 
(Agreement at ¶ 27).
 
Relying on the lack of ambiguity in the language of the 
“without cause” provision together with the “integration” 
clause, the Cromeens Court rejected plaintiffs’ arguments 
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that the defendants’ representations that their contracts 
would not be terminated unless their performance was 
inadequate effectively “estopped” them from 
subsequently invoking the “without cause” provision. 
Specifically, the Court explained, “[a] party is not 
justified in relying on representations outside of or 
contrary to the written terms of a contract he or she signs 
when the signer is aware of the nature of the contract and 
had a full opportunity to read it.” Cromeens, 349 F.3d at 
394.
 
Plaintiff’s allegations in the instant case are even less 
compelling than those in Cromeens, in that Plaintiff does 
not allege that Defendant ever made any representations 
to him that he would not be terminated unless his 
performance fell below some minimum standard. In fact, 
Plaintiff does not allege that Defendant made any 
representations to him about the enforceability of the 
termination “without cause” provision. Rather, the 
“course of conduct” on which Plaintiff relies is an 
amorphous, “secret” business practice that Plaintiff 
alleges is part of general policy on the part of Sears. Thus, 
Plaintiff does not state a claim for breach of contract 
based on the parties’ course of dealing or conduct.3

 

B. Fraud
In order to establish a claim for fraud under California 
law, a plaintiff must prove: (1) a false representation, (2) 
knowledge of falsity, (3) intent to defraud, (4) justifiable 
reliance, and (5) proximately caused damage. Vess v. 
Ciba–Geigy Corp., 317 F.3d 1097, 1105 (9th Cir. 2003). 
Pursuant to Fed. R. Civ. P. 9(b), these elements must be 
pleaded with “particularity.” See, e.g., 389 Orange St. 
Partners v. Arnold, 179 F.3d 656, 662 (9th Cir. 1999).
 
In the instant case, Plaintiff has not alleged that Sears or 
its employees made any specific statements to him, during 
their contractual negotiations or otherwise, that were false 
at the time they were made, and/or that he somehow 
relied on them in taking a particular action.4 Instead, as 
discussed above, Plaintiff simply alleges, based on 
information and belief, that Sears entered into a business 
relationship with him with the secret intent to “Sears” him 
and obtain favorable business terms under threat of 
annihilating his business. Complaint at ¶ 18. For this 
reason, Plaintiff fails to state his claim for fraud with 
particularity under Rule 9(b) and to state a claim for 
which relief could be granted.
 

C. Conversion
*5 The elements of a conversion claim under California 
law are (1) plaintiff’s ownership or right to possession of 
the property at the time of the conversion; (2) defendants’ 
conversion by a wrongful act or disposition of plaintiffs’ 
property rights; and (3) damages. Messerall v. Fulwider, 
199 Cal. App. 3d 1324, 1329 (Cal. Ct. App. 1988) 
(internal citations omitted).
 
In the instant case, Plaintiff alleges that Sears is liable for 
conversion because it obtained payment of approximately 
$131,250 directly from one of Plaintiff’s customers who 
placed an advertisement in Nuestra Gente. Plaintiff 
further alleges that, on May 23, 2005, Plaintiff demanded 
that Sears return the sum to him. Complaint at ¶ ¶ 48–50. 
However, Plaintiff does not allege any basis for his 
having an unconditional right to possession of this 
payment, under the express terms of the Agreement or 
otherwise. In fact, as Defendant points out, the Agreement 
contains a provision, ¶ 23(D), which provides that, upon 
termination, Sears will assume all obligations thereunder, 
including possession of all orders.
 
Indeed, Plaintiff’s only argument regarding his 
entitlement to these funds stems from the Court’s denial 
of Sears’ application for a TRO restraining him from 
failing to segregate and maintain Sears’ advertising 
revenues. However, nothing in the Court’s order suggests 
that Plaintiff is entitled to those revenues; rather, the 
Court denied the TRO on the grounds that any injury to 
Sears was monetary in nature and thus could be redressed 
through a damages order. Indeed, even when Plaintiff and 
Sears were still operating under the contract, Plaintiff was 
never entitled to the full sum of invoices paid by his 
advertising contacts, but rather only to a commission. 
(Agreement, Exhibit C). Thus, viewing the factual 
allegations as true and in the light most favorable to him, 
Plaintiff has failed to state a claim for conversion under 
California law.
 

D. Unjust Enrichment
To state a claim for unjust enrichment under Illinois law, 
“a plaintiff must allege that the defendant has unjustly 
retained a benefit to the plaintiff’s detriment, and that 
defendant’s retention of the benefit violates the 
fundamental principles of justice, equity, and good 
conscience.” Scholes v. African Enterprise, Inc., 838 F. 
Supp. 349, 357–58 (N.D. Ill. 1993) (quoting HPI Health 
Care Services, Inc. v. Mt. Vernon Hospital, Inc., 131 Ill. 
2d 145 (1989) ). Here, Plaintiff alleges that “Sears has 
wrongfully acquired Plaintiff’s property by taking money 
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from Plaintiff’s customers that should have been paid to 
Plaintiff.” Complaint at ¶ 58.
 
However, as Defendant points out, unjust enrichment is 
essentially a “quasi–contractual” theory of recovery that 
is not available when there is an express, enforceable 
contract between the parties. See, e.g., Cromeens, 349 
F.3d at 397; see also Janivo Holding, B.V. v. Continental 
Bank, 859 F. Supp. 316, 322 (N.D. Ill. 1994); People ex 
rel. Hartigan v. E &E Hauling, Inc., 153 Ill. 2d 473, 497 
(1992) ). Thus, claims for breach of contract and unjust 
enrichment may be plead in the alternative, but not as 
concurrent causes of action. See Cromeens, 349 F.3d at 
397. Plaintiff does not plead his claim for unjust 
enrichment in the alternative to his claim for breach of 
contract, in that he does not alternatively allege that no 
valid contract exists between the parties.
 

E. Unfair Competition Under Cal. Bus. & Prof. 
Code § 17000

*6 Defendant argues that Plaintiff’s fifth claim for relief 
for “Unfair Competition” under Cal. Bus. & Prof. Code § 
17200 should be dismissed because, pursuant to the 
parties’ choice-of-law provision, discussed supra, 
“Illinois law should govern any claims for unfair 

competition.” However, for the reasons discussed above, 
the Court finds that the parties’ choice of law clause is not 
sufficiently broad so as to encompass Plaintiff’s tort 
claims, including the statutory unfair competition claim 
under California law.
 

CONCLUSION

For all of the foregoing reasons, the Court GRANTS 
Defendant’s Motion to Dismiss Plaintiff’s Second 
Amended Complaint with respect to the first four claims 
for breach of contract, fraud, conversion and unjust 
enrichment and DENIES the Motion with respect to the 
fifth and final claim for Unfair Competition under Cal. 
Bus. & Prof. Code § 17000. Plaintiff’s breach of contract, 
fraud, conversion and unjust enrichment claims are 
hereby DISMISSED WITHOUT PREJUDICE.
 
IT IS SO ORDERED
 

All Citations

Not Reported in Fed. Supp., 2005 WL 8155228

Footnotes

1 A federal court sitting in diversity applies the choice-of-law rules of the state in which it sits. S.A. Empresa de Vicao Aerea Rio 
Grndense, 641 F.2d 746, 749 (9th Cir. 1981).

2 California courts typically apply California law unless: (1) the foreign law conflicts with California law and (2) California and the 
foreign jurisdiction have significant interests in having their law applied, S.A. Empresa, Inc. v. Boeing Co., 641 F.2d 746, 749 (9th 
Cir. 1981).

3 For this same reason—the lack of any allegations concerning representations or concealment of facts by Sears vis a vis the 
enforceability of the termination “without cause” provision—Plaintiff does not state a claim for relief under a traditional “equitable 
estoppel” theory.

4 The only statements attributed to Sears and its executives are those of Ms. Sandra Diaz, Sears’ Multi–Cultural Director, and Ms. 
Joan Chow, another Sears employee affiliated with Nuestra Gente. Specifically, Ms. Diaz is alleged to have told Plaintiff she felt 
supporting Nuestra Gente was only “blood money” and that because Plaintiff worked for her, he was required to give her copies of 
his customer lists. Ms. Chow simply told Plaintiff, during the August 30, 2004 meeting: “I can see how passionate you are about 
the magazine and the future looks very bright.” Complaint at ¶ ¶ 8, 10, 11. Plaintiff does not allege why or how these statements 
were false or misleading and/or how he relied on them to his detriment.
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United States District Court, C.D. California.

Eric MARTINEZ
v.

COUNTY OF RIVERSIDE, et al.

Case No. EDCV 20-13 JGB (KKx)
|

Filed 05/14/2020

Attorneys and Law Firms

Jerry L. Steering, Brenton Aitken Hands, Law Offices of 
Jerry Steering, Newport Beach, CA, for Eric Martinez.

Harvey W. Wimer, III, Michael David Sargent, Graves 
and King LLP, Riverside, CA, James W. Whitemyer, 
Christopher D. Holt, Klinedinst PC, Irvine, CA, for 
County of Riverside, et al.

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.)
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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 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 itself.” Stypmann v. City 
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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 
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cause of action for negligence are ... (a) a legal duty to use 
due 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

1 Claim One is brought against all three Moving Defendants. Claim Three is brought only against Defendant Westwind.
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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 © 2022 Thomson Reuters. No claim to original U.S. Government Works.
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United States District Court, E.D. California.

Mark MCGOWAN, individually and as 
successor-in-interest to Nancy Joyce 

Garrett, deceased; and Deborah Blanco, 
individually and as successor- in-interest 

to Nancy Joyce Garrett, Plaintiffs,
v.

COUNTY OF KERN, a municipality; and 
Nicholas John Clerico, an individual, 

Defendants.

No. 1:15–cv–01365–DAD–SKO
|

Signed 06/07/2018

Attorneys and Law Firms

Matthew C. Clark, Neil K. Gehlawat, Chain|Cohn|Stiles, 
Bakersfield, CA, Thomas Carter Seabaugh, The Law 
Office of Thomas C. Seabaugh, Los Angeles, CA, for 
Plaintiffs.

Kathleen Rivera, Kern County Counsel, Bakersfield, CA, 
Leslie M. Dillahunty, James D. Weakley, Weakley & 
Arendt, LLP, Fresno, CA, for Defendants.

ORDER GRANTING PLAINTIFFS’ MOTION FOR 
LEAVE TO AMEND THE COMPLAINT

(Doc. No. 81)

Dale A. Drozd, UNITED STATES DISTRICT JUDGE

*1 This matter is before the court on plaintiffs’ motion for 
leave to amend the complaint. (Doc. No. 81.) A hearing 
on the motion was held on July 6, 2017. Attorneys Neil 

Gehlawat and Thomas Seabaugh appeared on behalf of 
plaintiffs. Attorney James Weakley appeared on behalf of 
defendant Nicholas John Clerico and Deputy County 
Counsel Kathleen S. Rivera appeared on behalf of 
defendant County of Kern. Having considered the parties’ 
briefs and oral arguments, and for the reasons set forth 
below, the court will grant plaintiffs’ motion for leave to 
amend the complaint.
 

BACKGROUND

The proposed second amended complaint alleges as 
follows: On September 28, 2014, defendant Clerico, a 
deputy with the Kern County Sheriff’s Office (“KCSO”) 
killed Nancy Joyce Garrett when defendant Clerico’s 
patrol vehicle collided with Ms. Garrett’s vehicle at the 
intersection of China Grade Loop and North Chester 
Avenue. (Doc. No. 81–1 at ¶ 2.) At the time of the 
collision, defendant Clerico was responding to a “415” 
call for “disturbing the peace” at the Long Branch Saloon 
around 1:44 a.m. on the night in question. (Id. at ¶ 50.) 
Both Deputy Clerico and several other deputies had 
indicated they would respond to the initial call. (Id. at ¶ 
51.) At the time he heard the call, defendant Clerico was 
approximately 1.5 miles away from the Long Branch 
Saloon. (Id. at ¶ 52.) At some point after defendant 
Clerico began responding to the call, the deputy who 
made the initial “415” call stated “148” over the radio, 
which refers to an individual resisting, delaying, or 
obstructing an officer. (Id. at ¶ 50.) It is unclear at what 
point during defendant Clerico’s journey to the Long 
Branch Saloon this “148” call went out.
 
In responding to the call, defendant Clerico reached 
speeds of 85 miles per hour, more than twice the route’s 
posted speed limit of 35 miles per hour. (Id. at ¶ 53.) 
Plaintiffs allege defendant Clerico’s speed had no 
relationship to the particular call to which he was 
responding. (Id. at ¶ 56.) As he approached the 
intersection of China Grade Loop and North Chester 
Avenue, defendant Clerico did not slow down or 
otherwise take precautions before he entered the 
intersection against the red light. (Id. at ¶ 58.) This 
intersection had six lights facing in defendant Clerico’s 
direction which had been red for one minute and twelve 
seconds prior to him entering the intersection. (Id. at ¶¶ 
59–60.) Defendant Clerico collided with the driver’s side 
of Ms. Garrett’s car at approximately 85 miles per hour, 
killing her. (Id. at ¶ 65.) Clerico was criminally 
prosecuted in connection with his actions, and pled no 
contest to misdemeanor manslaughter charges in May 
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2017. (Id. at ¶ 67.) The decedent is the mother of the 
plaintiffs, who bring claims both on their own behalf and 
on behalf of Ms. Garrett as her successors-in-interest.
 
Plaintiffs allege that Clerico caused Garrett’s death by 
failing to follow both the training he received and 
standard police procedures, and by choosing to 
“participate in a longstanding internal department culture 
of driving at reckless and irresponsible speeds without 
due regard for other drivers or the rules of the road.” (Id. 
at ¶ 21.) Defendant Clerico was trained that he was 
required to obey the same rules of the road as other 
drivers, and that, even when engaged in “emergency 
driving,” was still required to drive with due regard for 
the safety of other drivers. (Id. at ¶ 22.) In particular, he 
was trained that, even when engaged in emergency 
driving, “speeds over the posted speed limit were rarely 
justified and should be avoided.” (Id.) Further, he 
received training that, when entering intersections against 
a red light, he was to slow his vehicle to the point that he 
could safely stop in case another vehicle fails to yield the 
right of way. (Id. at ¶ 23.) He was also trained to scan the 
intersection, fluctuate the sound his siren emitted, make 
eye contact with pedestrians and other drivers before 
proceeding, and pre-clear each lane of the intersection one 
lane at a time, both before and as he proceeded through it. 
(Id. at ¶ 24.) The deputy was trained that he should stop at 
red lights even while emergency driving. (Id. at ¶ 27.)
 
*2 Notwithstanding the County’s various written policies 
addressing this topic, a culture of driving unsafely and at 
reckless and irresponsible speeds was present with the 
KCSO, as acknowledged by Sheriff Donny Youngblood. 
(Id. at ¶¶ 30–31.) This culture was not adequately 
addressed by the KCSO or the County until after the 
collision that killed Ms. Garrett and gave rise to this 
action. (Id. at ¶ 31.)
 
Plaintiffs’ proposed complaint also cites numerous 
examples illustrative of this alleged culture within the 
KCSO. An audit of the night in question performed by the 
County showed at least 13 other deputies within the 
Metropolitan Division of the KCSO driving at reckless 
and irresponsible speeds on the same night as the collision 
at issue here. (Id. at ¶ 32.) These included deputies 
driving at speeds of 102, 82, 93, 94, 90, 84, 85, 100, 94, 
94, 93, and 110 miles per hour, even at time when they 
were not responding to a call. (Id. at ¶ 33.)
 
Additionally, another KCSO Deputy, John Swearengin, 
struck and killed two pedestrians in his patrol car while 
driving between 70 and 80 miles per hour in a 45 mile per 
hour zone in 2011. (Id. at ¶ 34.) Similar to defendant 
Clerico, Deputy Swearengin—despite pleading no contest 

to criminal charges in connection with these 
deaths—remains employed with the department. (Id. at ¶ 
35.)
 
KCSO employees were also involved in numerous vehicle 
collisions1 in the years preceding this collision, and were 
frequently found to be at fault. In 2011, KCSO employees 
were involved in 91 vehicle collisions, and were 
determined to be at fault in 56 of them. (Id. at ¶ 38.) In 
2012, KCSO employees were involved in 95 collisions, 
and were determined to be at fault in 46 of them. (Id. at ¶ 
39.) In 2013, 2014, and 2015, employees were involved in 
99, 90, and 98 collisions, and were found to have caused 
59, 42, and 45 of them, respectively. (Id. at ¶¶ 40–42.)2

 
The proposed amended complaint also contains 
allegations of a history of additional collisions 
particularly relevant to this case. On November 1, 2010 
and July 31, 2013, KCSO deputies were found at fault in 
causing collisions at the same intersection involved in this 
case, both of which resulted in injuries. (Id. at ¶¶ 68–69.) 
Additionally, on October 7, 2012 and December 22, 2012, 
defendant Clerico was personally involved in separate 
traffic collisions, presumably while on-duty. (Id. at ¶¶ 
70–71.) He was found at fault in both of these collisions 
for travelling at an unsafe speed. (Id.) Kern County also 
had the ability to monitor and audit the speeds at which its 
deputies drove as far back as the year 2006, via a Mobile 
Data Computer (“MDC”) terminal present in each patrol 
vehicle, which sends “pings” reflective of the vehicle’s 
speed to a centralized system every few seconds. (Id. at ¶¶ 
43–44.) In the time leading up to the wreck that killed Ms. 
Garrett, there was a steady increase in deputies traveling 
at speeds over 80 miles per hour. (Id. at ¶ 43.)
 
*3 Despite all of the above, from 2004 to 2013, only six 
KCSO employees were disciplined for driving at 
excessive speeds. (Id. at ¶ 45.) This discipline consisted of 
written reprimands, remedial trainings involving 
self-study and a short quiz, and suspensions of one, two, 
or five days. (Id.) However, following the collision that 
killed Ms. Garrett, Sheriff Youngblood took steps to 
remedy the problems with reckless driving in the 
department, and the instances of deputies driving more 
than 80 miles per hour dropped dramatically. (Id. at ¶ 46.)
 
Plaintiffs’ second amended complaint presents the 
following causes of action: (1) a § 1983 substantive due 
process claim under the Fourteenth Amendment, both on 
behalf of decedent and on behalf of the plaintiffs for 
unwarranted interference with their familiar relationship 
with their mother; (2) a Monell claim under § 1983 
against the County of Kern for its failure to take adequate 
measures to redress the practice of its employees 
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recklessly driving at excessive speeds in the period before 
this collision; (3) a Monell claim under § 1983 against the 
County of Kern for failing to adequately train its sheriff’s 
deputies, including Deputy Clerico, on appropriate 
procedure for emergency driving; (4) a Monell claim 
under § 1983 against the County of Kern for having a 
custom, policy, or practice of permitting employees to 
drive at reckless speeds; and (5) a state law claim for 
wrongful death. (Id. at ¶¶ 72–115.)
 
On May 13, 2016, this court granted defendants’ motion 
to dismiss plaintiffs’ first through fourth claims listed 
above without prejudice but without further leave to 
amend at that time. (Id. at 10.) In that order, the court 
noted the claims were dismissed without prejudice so as 
“not to preclude a future motion to amend the complaint 
based upon factual information uncovered during 
discovery.” (Id. at n.6.) Consistent with that order, on 
June 23, 2016, the assigned magistrate judge “ordered that 
plaintiffs are permitted to conduct discovery on the issue 
of municipal liability.” (Doc. No. 54.) Defendant Clerico, 
the driver of the police car involved in the collision was 
ultimately deposed on May 23, 2017. (Doc. No. 81 at 19.) 
Plaintiffs thereafter filed the instant motion seeking leave 
to file the proposed second amended complaint (“SAC”), 
setting forth the allegations summarized above, on June 5, 
2017. (Doc. No. 81.) Defendants Clerico and County of 
Kern filed their oppositions to that motion on June 22, 
2017. (Doc. Nos. 83, 84.) Plaintiffs filed their reply on 
June 29, 2017. (Doc. No. 88.)
 

LEGAL STANDARD

Under Rule 15 of the Federal Rules of Civil Procedure, 
once an answer has been filed, a party may amend a 
pleading only with leave of court or after obtaining the 
written consent of the adverse party. See Fed. R. Civ. P. 
15(a). A court should grant leave to amend freely when 
justice so requires. Id. The Supreme Court has instructed 
lower courts to heed carefully the command of Rule 15. 
See Foman v. Davis, 371 U.S. 178, 182 (1962). “[R]ule 
15’s policy of favoring amendments to pleadings should 
be applied with extreme liberality.” DCD Programs Ltd. 
v. Leighton, 833 F.2d 183, 186 (9th Cir. 1987) (citations 
and quotations omitted); see also Price v. Kramer, 200 
F.3d 1237, 1250 (9th Cir. 2000). As the Supreme Court 
has articulated:

In the absence of any apparent or declared 
reason—such as undue delay, bad faith or dilatory 
motive on the part of the movant, repeated failure to 
cure deficiencies by amendments previously allowed, 

undue prejudice to the opposing party by virtue of 
allowing the amendment, futility of the amendment, 
etc.—the leave sought should, as the rules require, be 
“freely given.”

*4 Foman, 371 U.S. at 182; see also Bowles v. Reade, 
198 F.3d 752, 757–58 (9th Cir. 1999). “Not all of the 
factors merit equal weight. As this circuit and others have 
held, it is the consideration of prejudice to the opposing 
party that carries the greatest weight.” Eminence Capital, 
LLC v. Aspeon, Inc., 316 F.3d 1048, 1052 (9th Cir. 2003); 
see also Sonoma Cty. Ass’n of Retired Employees v. 
Sonoma County, 708 F.3d 1109, 1117 (9th Cir. 2013). 
“Absent prejudice, or a strong showing of any of the 
remaining Foman factors, there exists a presumption 
under Rule 15(a) in favor of granting leave to amend.” 
Eminence Capital, LLC, 316 F.3d at 1052; see also 
Sonoma Cty. Ass’n of Retired Employee, 708 F.3d at 
1117. Here, neither defendant argues that amendment 
here will result in prejudice to them. Instead, both focus 
solely on the claimed futility and bad faith of the 
proposed amendment.
 

ANALYSIS

A. Futility
Both defendants argue that the motion for leave to amend 
should be denied because amendment is futile and is 
sought in bad faith. Before reaching the substance of these 
arguments, the court must decide what materials may be 
considered. Defendants have requested that the court 
consider certain pieces of evidence developed in 
discovery in this case in connection with the pending 
motion for leave to amend. (See Doc. No. 83 at 6–9; Doc. 
No. 84 at 5–6.) Defendant Clerico submits this as a 
request for judicial notice; defendant County of Kern 
states that, by attaching certain documents as exhibits to 
the motion for leave to amend, plaintiffs have thereby 
incorporated these documents by reference into their 
complaint. Plaintiffs oppose the court’s consideration of 
evidence, given the case’s current procedural posture.
 
The test for whether amendment of a complaint is futile is 
the same as whether a proposed amendment would 
survive a challenge under Rule 12(b)(6). See Miller v. 
Rykoff–Sexton, Inc., 845 F.2d 209, 214 (9th Cir. 1988) 
(noting the “proper test to be applied when determining 
the legal sufficiency of a proposed amendment is identical 
to the one used when considering the sufficiency of a 
pleading challenged under Rule 12(b)(6)”) (citing 3 J. 
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Moore, Moore’s Federal Practice ¶ 15.08[4] (2d ed. 1974) 
); Maw v. Bank of Am., N.A., No. 
CV–13–02183–PHX–SRB, 2014 WL 12672640, at *1 (D. 
Ariz. May 12, 2014) (“[I]n determining whether a 
proposed amendment is futile, courts are guided by the 
same standards used when evaluating a Rule 12(b)(6) 
motion to dismiss.”); Fulton v. Adv. Sales & Mktg., LLC, 
No. 3:11–cv–01050–MO, 2012 WL 5182805, at *2–3 (D. 
Or. Oct. 18, 2012) (concluding the futility standard is 
based on the plausibility standard under Rule 12(b)(6) ); 
Energy Intel. Grp., Inc. v. Plains All Am. Pipeline, L.P., 
No. CV 11–10556 PA (SSx), 2012 WL 12893995, at *1 
(C.D. Cal. July 9, 2012). Rule 12(b)(6) tests the legal 
sufficiency of the complaint. N. Star Int’l v. Ariz. Corp. 
Comm’n, 720 F.2d 578, 581 (9th Cir. 1983). In ruling on a 
motion under Rule 12(b)(6), the court is permitted to 
consider material which is properly submitted as part of 
the complaint, documents that are not physically attached 
to the complaint if their authenticity is not contested and 
the plaintiff’s complaint necessarily relies on them, and 
matters of public record. Lee v. City of Los Angeles, 250 
F.3d 668, 688–89 (9th Cir. 2001). Material which is not 
properly considered in a Rule 12(b)(6) motion should not 
be considered in deciding whether a proposed amendment 
is futile. See Oushana v. Lowe’s Home Ctrs., LLC, No. 
1:16–cv–01782–AWI–SAB, 2017 WL 1292717, at *4 
(E.D. Cal. Apr. 7, 2017), findings and recommendations 
adopted in relevant part, 2017 WL 2417198 (refusing to 
consider evidence outside the pleadings in determining 
whether a proposed amendment was futile); Johnston v. 
Int’l Mixed Martial Arts Fed’n, No. 
2:14–cv–941–JAD–NJK, 2015 WL 273619, at *2 (D. 
Nev. Jan. 22, 2015) (same).
 
*5 None of the evidence defendants wish this court to 
consider would be appropriately considered by the court 
in addressing a Rule 12(b)(6) motion, and therefore will 
not be considered in assessing defendants’ argument on 
the futility of amendment here. Defendant Clerico 
requests that this court judicially notice both his own 
deposition and the deposition of Deputy Richard 
Giannelli, who dispatched the 415 and 148 calls at issue 
in this case. (Doc. No. 83 at 7.) This request is based on a 
claim that plaintiffs “incorporated deposition testimony 
into their Proposed Amended Complaint in paragraphs 50, 
51, and 52.” (Id.) First, defendant Clerico’s argument 
confuses the distinct legal principles of judicial notice 
under Federal Rule of Evidence 201, and the question of 
what materials may appropriately be considered in 
addressing a Rule 12(b)(6) motion. While the former is a 
subset of the latter, see Lee, 240 F.3d at 688–89, they are 
not the same. Most importantly, “a court may not take 
judicial notice of a fact that is ‘subject to reasonable 
dispute.’ ” Id. at 689 (quoting Fed. R. Evid. 201(b) ). The 

requested facts which defendant Clerico wishes the court 
to judicially notice are the explanations given by the 
deputies about why defendant Clerico responded to the 
call in the way he did on the evening in question. (Doc. 
No. 83 at 6–9.) These explanations are obviously disputed 
by plaintiffs and are not the appropriate subjects of 
judicial notice.
 
In addition to matters appropriately subject to judicial 
notice, a court may—as previously indicated—consider 
“documents” not attached to a complaint “if the 
documents’ ‘authenticity ... is not contested’ and ‘the 
plaintiff’s complaint necessarily relies’ on them.” Lee, 
240 F.3d at 688 (quoting Parrino v. FHP, Inc., 146 F.3d 
699, 705–06 (9th Cir. 1998) ). However, the factual 
allegations in Paragraphs 50, 51, and 52 of plaintiffs’ 
proposed second amended complaint make no reference 
to the deputies’ depositions. To the contrary, these 
paragraphs simply allege facts the plaintiffs believe to be 
true. Presumably, plaintiffs’ counsel formed his belief that 
the alleged facts were true as a result of the deputies’ 
testimony during their depositions. See Fed. R. Civ. P. 11 
(requiring that attorney only present factual contentions 
that have or will likely have evidentiary support). 
However, merely because an attorney relied on evidence 
to form a belief in the truth of their factual contention 
does not transform that evidence into “a document” on 
which the complaint “necessarily relies.” Lee, 240 F.3d at 
688–89. Indeed, typically, the document must be one to 
which the complaint expressly refers. See United States v. 
Corinthian Colls., 655 F.3d 984, 999 (9th Cir. 2011) 
(holding courts may consider evidence not attached to a 
complaint if the complaint “refers to the document” and 
“the document is central to the plaintiff’s claim,” and 
considering reports from Ernst & Young to which the 
complaint “expressly refers”) (emphasis added); see also 
Johnson v. Fed. Home Loan Mortg. Corp., 793 F.3d 1005, 
1007–08 (9th Cir. 2015) (considering a deed of trust 
expressly referenced in the complaint); Marder v. Lopez, 
450 F.4d 445, 448–49 (9th Cir. 2006) (considering a 
release of claims that was expressly referenced in the 
complaint). Depositions are not documents in this sense. 
In any event, no depositions are expressly referenced in 
the factual allegations of the plaintiffs’ proposed second 
amended complaint.
 
Defendant Kern County relies on a similar 
assertion—labeling this “the doctrine of incorporation by 
reference”—which the court rejects for the same reasons 
as stated above. The County makes a separate assertion as 
well, stating that “the plaintiffs have relied on documents 
attached as exhibits.” (Doc. No. 84 at 5–6.) It appears the 
County is here referencing the exhibits attached to 
plaintiffs’ motion for leave to amend, which include the 
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proposed second amended complaint, three Excel 
spreadsheets, and a proposed order granting the motion 
for leave to amend. (See Doc. Nos. 81–1–81–5.) These 
exhibits are clearly denoted as exhibits to the motion to 
amend, not to the proposed complaint itself. The court 
will not consider these exhibits or additional deposition 
testimony in deciding whether plaintiffs’ proposed 
amendment of their complaint is futile.3 Indeed, it is 
unclear why these exhibits are relevant to the motion to 
amend. Whether the proposed amendment is futile is 
based on the legal sufficiency of the factual allegations set 
forth in the proposed second amended complaint.
 

1. Plaintiffs’ Fourteenth Amendment Claims Against 
Deputy Clerico

*6 Plaintiffs’ proposed second amended complaint alleges 
two different substantive due process claims under the 
Fourteenth Amendment, as made actionable under 42 
U.S.C. § 1983: (1) a claim on behalf of the plaintiffs 
themselves for “unwarranted state interference in 
Plaintiffs’ familial relationship with their loved one and 
family member, Decedent”; and (2) a claim on behalf of 
decedent based upon her right “to be free from state 
actions that deprive her of life, liberty, or property in such 
a manner as to shock the conscience.” (Doc. No. 81–1 at 
¶¶ 73, 74.)
 
The seminal case controlling this area of the law is 
County of Sacramento v. Lewis, 523 U.S. 833 (1998). In 
that case, the Supreme Court noted that the due process 
clause of the Fourteenth Amendment contains both 
procedural and substantive limits on government actions, 
the “touchstone” of which is “protection of the individual 
against arbitrary action of government.” Lewis, 523 U.S. 
at 845–46 (quoting Wolff v. McDonnell, 418 U.S. 539, 
558 (1974) ). “[O]nly the most egregious official conduct 
can be said to be ‘arbitrary in the constitutional sense,’ ” 
id. at 846 (quoting Collins v. Harker Heights, 503 U.S. 
115, 129 (1992) ), and thus government action must be 
such that it “shocks the conscience” in order to be 
actionable as a substantive due process claim, id. at 
846–47. However, what “shocks the conscience” differs 
from situation to situation. Id. at 850 (“Rules of due 
process are not ... subject to mechanical application in 
unfamiliar territory.”). Thus, in some instances, actions 
done with “deliberate indifference” will be sufficiently 
egregious to offend due process. Id. at 849–50 (noting 
that deliberate indifference to the medical needs of 
pretrial detainees violates due process). However, the 
“deliberate indifference” standard “is sensibly employed 
only when actual deliberation is practical,” and when 

deliberation is not practical, a higher level of culpability 
must be present. Id at 851. Therefore, where a police 
officer confronts “an occasion calling for fast action” 
which presents “obligations that tend to tug against each 
other,” a higher standard is needed to impose 
constitutional liability. Id. at 853–54. Because of this, the 
Supreme Court has held that “high-speed chases with no 
intent to harm suspects physically or to worsen their legal 
plight do not give rise to liability under the Fourteenth 
Amendment, redressible by an action under § 1983.” Id.4

 
Since the decision in Lewis, courts have grappled with the 
question of whether “actual deliberation is practical,” and 
thus which standard applies, in various circumstances. 
Here, the parties again dispute the standard to be applied 
to the claims brought by plaintiffs against defendant 
Clerico. On further reflection and given the nature of 
plaintiffs’ allegations, this question appears to be settled 
in the Ninth Circuit. High-speed car chases are considered 
the quintessential example of situations in which the 
“purpose to harm” standard applies. See Lewis, 523 U.S. 
at 854; Bingue v. Prunchak, 512 F.3d 1169, 1177 (9th Cir. 
2008) (holding that the purpose to harm standard “applies 
to all high-speed police chases”). The purpose to harm 
standard applies regardless of whether an “emergency” or 
“non-emergency” situation gave rise to the police chase, 
Bingue, 512 F.3d at 1177, and regardless of whether the 
person harmed was being pursued or was merely a 
bystander, Onossian v. Block, 175 F.3d 1169, 1171 (9th 
Cir. 1999) (reading the decision in Lewis to say that “if a 
police officer is justified in giving chase, that justification 
insulates the officer from constitutional attack, 
irrespective of who might be harmed or killed as a 
consequence of the chase”).5

 
*7 Accordingly, the undersigned concludes that the 
purpose to harm standard governs this claim.
 
Unlike many areas of constitutional law, the purpose to 
harm standard concerns the subjective state of mind of the 
defendant. A.D. v. Cal. Highway Patrol, 712 F.3d 446, 
458 (9th Cir. 2013) (“[U]nlike in Fourth Amendment 
cases, Plaintiffs’ due process claim is based on a 
subjective, rather than objective, standard of 
culpability.”); Terrell, 396 F.3d at 980 (noting 
“substantive due process liability is grounded on a 
government official’s subjective intent”); Ramirez v. City 
of Oxnard, No. 2:12–cv–09697–SVW–FFM, 2013 WL 
12129396, at *15 (C.D. Cal. July 23, 2013). With that in 
mind, “[i]t is the intent to inflict force beyond that which 
is required by a legitimate law enforcement objective that 
‘shocks the conscience’ and gives rise to liability under § 
1983 ....” Porter, 546 F.3d at 1140 (quoting Davis v. 
Township of Hillside, 190 F.3d 167, 172 (3d Cir. 1999) ). 
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The Ninth Circuit has held that a “purpose to harm” will 
therefore be found when a defendant’s actions “were 
undertaken to ‘induce ... lawlessness, or to terrorize, cause 
harm, or kill.” Id. at 1141 (quoting Lewis, 523 U.S. at 
855). A “purpose to harm” can be inferred from the use of 
force and a lack of “legitimate law enforcement 
objectives.”6 A.D., 712 F.3d at 456–57; see also Porter, 
546 F.3d at 1141 (remanding for the assessment of 
“whether under the totality of the circumstances a jury 
could infer that [defendant] was acting for purposes other 
than legitimate law enforcement”); Bingue, 512 F.3d at 
1177 (finding no purpose to harm because “[n]owhere in 
the record is there any indication that [defendant] acted 
with an intent to harm, or had any motive other than a 
desire to do his job”). Because the state of mind inquiry in 
these types of claims is subjective, whether there was an 
objectively reasonable purpose for which the officer could 
have acted is at best evidence of the officer’s state of 
mind. Cf. A.D., 712 F.3d at 457 (“Thus, even if an 
officer’s use of force could be justified after the fact by a 
legitimate objective (such as effectuating arrest) he can 
still be held liable for a constitutional violation [under the 
Fourteenth Amendment’s due process clause] if he used 
force for an illegitimate purpose.”); Porter, 546 F.3d at 
1140–41.
 
Both A.D. and Porter were police shooting cases in 
which, at least in some sense, the infliction of harm was 
obviously intentional. Here, there is no allegation that 
defendant Clerico was specifically aware Ms. Garrett was 
in harm’s way when he decided to run the red light at 85 
miles per hour. Instead, plaintiffs liken defendant 
Clerico’s actions to an officer wantonly shooting into a 
crowd. (Doc. No. 81 at 24.) Plaintiffs’ argument, in 
essence, is that even if defendant Clerico had no specific 
design to kill Ms. Garrett, he had no concern that his 
actions were virtually certain to kill someone. No 
controlling law exists as to whether an officer may be 
found to have acted with a purpose to harm by acting so 
wantonly and with such extreme disregard for the 
consequences of his actions that a jury could find that the 
behavior shocks the conscience. However, the court 
concludes that such a state of mind may be appropriately 
inferred in the right circumstances. Several considerations 
support this conclusion.
 
*8 First, in announcing its holding in Lewis that 
“high-speed chases with no intent to harm suspects 
physically or to worsen their legal plight do not give rise 
to liability under the Fourteenth Amendment,” 523 U.S. at 
854, the Supreme Court cited with approval to the Fifth 
Circuit’s decision in Checki v. Webb, 785 F.2d 534 (5th 
Cir. 1986). In particular, the Supreme Court noted the 
holding in Checki that, “[w]here a citizen suffers physical 

injury due to a police officer’s negligent use of his 
vehicle, no section 1983 claim is stated. It is a different 
story when a citizen suffers or is seriously threatened with 
physical injury due to a police officer’s intentional misuse 
of his vehicle.” Lewis, 523 U.S. at 854, n.13; see also 
Steen v. Myers, 486 F.3d 1017, 1024 (7th Cir. 2007) 
(recognizing the Supreme Court’s approval of Checki in 
Lewis). The favorable citation to the decision in Checki by 
the Supreme Court in Lewis suggests that a law 
enforcement officer may violate due process by 
intentionally misusing their vehicle.
 
Second, the Ninth Circuit has held that the same legal 
standard applies to due process claims, regardless of who 
is ultimately injured by the challenged actions. In 
Moreland v. Las Vegas Metropolitan Police Department, 
the Ninth Circuit confronted a case in which officers 
responded to a firefight in a parking lot with 
approximately 50 to 100 people caught in the crossfire. 
159 F.3d 365, 368 (9th Cir. 1998). The officers engaged 
one of the men who was shooting, warned him to cease, 
and shot him when he failed to stop, after which he 
crawled away. Id. A dead man was subsequently found 
nearby, and the parties disputed whether he was the 
officers’ intended target or merely a bystander. Id. The 
Ninth Circuit assumed the decedent was merely a 
bystander. Id. at 368 n.1. Nevertheless, the Ninth Circuit 
concluded the purpose to harm standard applied to the 
plaintiff’s claim. Id. at 372–73. Similarly, in Onossian, a 
bystander was injured during a police chase, and the court 
applied a purpose to harm standard. 175 F.3d at 1172. The 
question of who was harmed—suspect or 
bystander—therefore appears to be irrelevant to the 
inquiry. These holdings support the conclusion that the 
defendant’s intent to harm any particular person is not 
required, and that it is instead the defendant’s intent to do 
the action and to cause harm generally which sustains 
liability. See Porter, 546 F.3d at 1141 (holding a purpose 
to harm will be found when a defendant’s actions “were 
undertaken to ‘induce ... lawlessness, or to terrorize, cause 
harm, or kill”) (quoting Lewis, 523 U.S. at 855).
 
Third, the law commonly implies intentional or malicious 
states of mind in the presence of sufficiently wanton 
conduct or actions conducted with knowledge of the high 
risk of injury. The Supreme Court in Lewis alternately 
described the appropriate mental state for a due process 
violation as being where a defendant acts “maliciously 
and sadistically for the very purpose of causing harm.” 
523 U.S. at 853; see also Pobursky v. Madera County, 
No. 1:07–cv–0611 AWI DLB, 2007 WL 2023529, at *9 
(E.D. Cal. July 12, 2007) (“There must be reason to 
believe that an officer’s actions were tainted by an 
improper or malicious motive.”). Implied malice is widely 
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accepted and regularly applied by courts and juries in 
criminal law. See, e.g., Ho v. Carey, 332 F.3d 587, 592 
(9th Cir. 2003) (noting that a theory of implied malice 
requires a jury “find that at the time of the killing the 
defendant intended to do an act that is dangerous to 
human life, with the knowledge that the act threatens life, 
and with a ‘conscious disregard’ of that threat”); Angie M. 
v. Superior Court, 37 Cal. App. 4th 1217, 1228 (1995) 
(“[M]alice does not require actual intent to harm.”). See 
also 1 Witkin, California Criminal Law § 105 (4th ed. 
2012) (noting that malice may be found from “an intent to 
do an act in wanton and wilful disregard of an 
unreasonable human risk”). Similarly, in tort law, 
“[i]ntent is not ... limited to consequences which are 
desired,” but also may be found “[i]f the actor knows that 
the consequences are certain, or substantially certain, to 
result from his act.” Restatement (Second) of Torts § 8A, 
cmt. b.7

 
*9 Given the above—(1) that officers may violate due 
process when they intentionally misuse their vehicle; (2) 
that the identity of who is injured by the officers’ conduct 
is immaterial to the application of the appropriate legal 
standard; and (3) that implied malice or intent is 
commonplace in the law—the court concludes a plaintiff 
may allege a defendant acted with a purpose to harm 
where he acted either with actual knowledge or virtual 
certainty that his actions would cause harm. A jury could 
reasonably find such alleged actions “were undertaken to 
‘induce ... lawlessness, or to terrorize, cause harm, or 
kill,” in the absence of legitimate law enforcement 
objectives. See Porter, 546 F.3d at 1141 (quoting Lewis, 
523 U.S. at 855).
 
Therefore, the question is whether plaintiffs now allege 
sufficient facts in their proposed second amended 
complaint to state a plausible claim that defendant Clerico 
acted with a purpose to harm, as they contend they have. 
(Doc. No. 81 at 23–24.) The proposed amended complaint 
alleges that, in the years preceding this collision, 
defendant Clerico had twice been involved in traffic 
collisions for which he was at fault for traveling at unsafe 
speeds. (Doc. No. 81–1 at ¶¶ 70–71.) On the night in 
question, defendant Clerico was responding to the Long 
Branch Saloon pursuant to another officer’s call of “415,” 
i.e., “disturbing the peace,” and “148,” i.e., “resisting, 
delaying, or obstructing an officer.” (Id. at ¶ 50.) 
Defendant Clerico and “several other deputies” each 
indicated they would respond to the call. (Id. at ¶ 51.) The 
Long Branch Saloon was only approximately 1.5 miles 
from defendant Clerico’s then-current location. (Id. at ¶ 
53.) The posted speed limit was 35 miles per hour. (Id.) 
Nevertheless, defendant Clerico accelerated to 85 miles 
per hour during the short trip to the Long Branch Saloon. 

(Id.) Another deputy was traveling approximately 300 
yards behind defendant Clerico at approximately 70 miles 
per hour. (Id. at ¶ 55.) While en route to the bar, 
defendant Clerico approached the intersection of North 
Chester Avenue and China Grade Loop, which had six 
traffic signals facing him, all of which were red. (Id. at ¶¶ 
58–60.) These traffic signals were red for one minute and 
twelve seconds prior to the collision. (Id. at ¶ 61.) The 
road was flat and straight, and the weather was clear, 
indicating that defendant Clerico knew the lights were 
red. (Id.) Further, the defendant’s view of any 
cross-traffic at the intersection was obstructed by a 
commercial building, indicating the defendant was aware 
that he could not know if anyone else was approaching 
the intersection. (Id. at ¶ 60.) Defendant Clerico ran the 
red light at approximately 85 miles per hour and struck 
Ms. Garrett’s driver’s side, killing her. (Id. at ¶ 65.) His 
conduct violated a number of departmental policies. (Id. 
at ¶¶ 22–27, 56–58, 62.) The defendant was subsequently 
prosecuted in connection with Ms. Garrett’s death, and 
pleaded no contest to misdemeanor manslaughter charges 
in May 2017. (Id. at ¶ 67.)
 
Plaintiffs allege defendant Clerico acted for no legitimate 
law enforcement purpose in conducting himself in this 
manner, and instead simply “participate[d] in the culture 
of senseless daredevil risk-taking ... that persisted within 
the department,” “to win the race to the Long Branch 
Saloon,” and to “prove his credentials within the speed 
culture that was then in effect.” (Id. at ¶¶ 54–55.) More 
importantly to resolution of the pending motion, plaintiffs 
now allege myriad facts indicating there was, in fact, a 
culture within the KCSO of driving unsafely and at 
excessively high speeds. (See id. at ¶ 31 (Sheriff Donny 
Youngblood acknowledging a “speed problem” amongst 
deputies); ¶¶ 32–33 (at least 13 deputies that night were 
traveling at speeds between 82 and 110 miles per hour, 
including at least one who was exceeding 100 miles per 
hour while not responding to any call); ¶ 34 (KCSO 
Deputy John Swearengin had struck and killed two 
pedestrians in 2011 while traveling between 70 and 80 
miles per hour in a 45 mile per hour zone); ¶ 35 (Deputy 
Swearengin pleading no contest to criminal charges in 
connection with traffic deaths but nevertheless remaining 
employed); ¶ 36 (statistical data showing deputies 
regularly drove at speeds exceeding 80 miles per hour); ¶¶ 
37–42 (statistics showing KCSO employees were 
involved in more than 90 collisions per year while on duty 
between 2011 and 2015, and were typically at fault in 
about half of them); ¶ 45 (only six employees were ever 
disciplined for travelling at excessive speeds between 
2004 and 2013).)
 
*10 If proven, these allegations would provide sufficient 
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evidence from which a jury could conclude defendant 
Clerico acted in a manner that “shocks the conscience” 
here. More particularly, if these allegations are proven, a 
reasonable jury could find defendant Clerico acted with a 
purpose to harm, because he acted in a manner intended 
to “ ‘induce ... lawlessness, or to terrorize, cause harm, or 
kill.’ ” Porter, 546 F.3d at 1141 (quoting Lewis, 523 U.S. 
at 855). Given the totality of the alleged circumstances, 
see Porter, 546 F.3d at 1141, it is plausible defendant 
Clerico had no “legitimate law enforcement objectives” 
that would permit him to act in the manner he did. A.D., 
712 F.3d at 456–57. The facts now alleged in the 
proposed second amended complaint, including the 
exceptionally high rate of speed relative to the posted 
speed limit, the complete lack of visibility of the 
intersection, and the obviousness of the danger involved 
in blindly entering an intersection against a red light 
travelling at 85 miles per hour, are extreme. Further, those 
allegations, if proven, could support a finding that the 
defendant had clear knowledge that his actions were 
potentially, almost certainly, lethal, given the prior 
collisions in which both he and other deputies had been 
involved. Moreover, the nature of the call to which he was 
responding,8 coupled with the facts that defendant was 
only 1.5 miles away and several other officers had 
indicated they were responding, diminishes the necessity 
and urgency of defendant Clerico’s response. 
Consideration of all these circumstances could plausibly 
lead to the conclusion that defendant Clerico acted in the 
manner he did with the virtual certainty that he would kill 
someone and for a reason other than a legitimate law 
enforcement objective. The court observes that driving a 
vehicle in a manner that virtually assures someone will be 
killed is not dissimilar from indiscriminately firing a gun: 
if either is done without a legitimate law enforcement 
reason to do so, they epitomize an “arbitrary action of 
government,” which is the “touchstone of due process.” 
Lewis, 523 U.S. at 845 (quoting Wolff, 418 U.S. at 558); 
see also A.D., 712 F.3d at 453; Porter, 546 F.3d at 1141.9

 
For all of the reasons explained above, plaintiffs’ 
proposed amendment of their complaint is not futile in 
relation to the claim brought against defendant Clerico.
 

2. Plaintiffs’ Fourteenth Amendment Claims Against the 
County of Kern

In addition to plaintiffs’ § 1983 claim against defendant 
Clerico, plaintiffs also allege three causes of action 
against the County of Kern under Monell v. Dep’t of 
Social Servs. of City of New York, 436 U.S. 658 (1978). 
(Doc. No. 81–1 at 1.) More specifically, plaintiffs’ first 

cause of action alleges that Kern County “knew or 
reasonably should have known that there was a pattern of 
unsafe driving practices and a problem of deputies driving 
at excessive speeds in the period leading up to the death 
of Nancy Garrett,” that these practices “posed a menace to 
public safety,” and that Kern County “failed to take 
adequate measures to address these patterns and 
problems.” (Id. at ¶¶ 83–85.) The second of these causes 
of action alleges the policies of the County “were not 
adequate to train its deputies to handle the usual and 
recurring situations with which they must deal.” (Id. at ¶ 
95.) Finally, plaintiffs’ third Monell cause of action 
alleges that defendant Clerico acted “pursuant to a 
longstanding practice or custom of Defendant County,” 
and that the County’s “deliberate indifference to the 
foreseeable effects and consequences” of this practice or 
custom is sufficient to render the County liable. (Id. at ¶¶ 
104–08.)10

 
*11 The County argues first that plaintiffs’ proposed 
Monell claims are futile because no constitutional claim 
can be stated against defendant Clerico. (Doc. No. 84 at 
7.) As indicated above, the court has concluded that the 
proposed amended complaint does state a cognizable due 
process claim against defendant Clerico, mooting this 
argument. Nevertheless, because it is important to 
understanding the nature of the Monell claims, the court 
will briefly explain why the defendant County’s argument 
is incorrect as a matter of law. Monell liability is 
fundamentally not a species of vicarious liability or 
respondeat superior liability. See Monell, 436 U.S. at 691 
(“[A] municipality cannot be held liable under § 1983 on 
a respondeat superior theory.”). Unsurprisingly, therefore, 
successful § 1983 claims against individual state actors 
are neither always necessary nor always sufficient to 
create Monell liability against the municipality that 
employs them. The Ninth Circuit has held:

Although there are certainly circumstances in which 
this proposition [that municipal defendants cannot be 
held liable for violating a plaintiff’s constitutional 
rights if individual defendants cannot] is correct, see 
City of Los Angeles v. Heller, 475 U.S. 796, 799, 106 
S.Ct. 1571, 89 L.Ed.2d 806 (1986) and Quintanilla v. 
City of Downey, 84 F.3d 353, 355 (9th Cir. 1996), it has 
been rejected as an inflexible requirement by both this 
court and the Supreme Court.

For example, a municipality may be liable if an 
individual officer is exonerated on the basis of the 
defense of qualified immunity, because even if an 
officer is entitled to immunity a constitutional violation 
might still have occurred. See, e.g., Chew v. Gates, 27 
F.3d 1432, 1438–39 (9th Cir. 1994). Or a municipality 
may be liable even if liability cannot be ascribed to a 
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single individual officer. Owen v. City of Independence, 
445 U.S. 622, 652, 100 S.Ct. 1398, 63 L.Ed.2d 673 
(1980) (a “ ‘systemic’ injury” may “result not so much 
from the conduct of any single individual, but from the 
interactive behavior of several government officials, 
each of whom may be acting in good faith.”) (citation 
omitted). And in Fairley v. Luman, 281 F.3d 913 (9th 
Cir. 2002), we explicitly rejected a municipality’s 
argument that it could not be held liable as a matter of 
law because the jury had determined that the individual 
officers had inflicted no constitutional injury. Id. at 
916. “If a plaintiff established he suffered constitutional 
injury by the City, the fact that individual officers are 
exonerated is immaterial to liability under § 1983.” Id. 
(emphasis in original); see also Hopkins v. Andaya, 958 
F.2d 881 (9th Cir. 1992).

Gibson v. County of Washoe, 290 F.3d 1175, 1186 n.7 
(9th Cir. 2002), overruled on other grounds in Castro v. 
County of Los Angeles, 833 F.3d 1060 (9th Cir. 2016) (en 
banc); see also Tsao v. Desert Palace, Inc., 698 F.3d 
1128, 1139 (9th Cir. 2012) (“We have repeatedly held 
that if a plaintiff establishes he suffered a constitutional 
injury by the City, the fact that individual officers are 
exonerated is immaterial to liability under § 1983.”) 
(internal quotations and brackets removed); Fairley, 281 
F.3d at 917 n.4 (noting that “[t]his is true whether the 
officers are exonerated on the basis of qualified 
immunity, because they were merely negligent, or for 
other failure of proof”).
 
“To make out a claim against [a municipality] under 
Monell, [plaintiff] must show that (1) [the municipality] 
acted under color of state law, and (2) if a constitutional 
violation occurred, the violation was caused by an official 
policy or custom of the municipality.” Tsao, 698 F.3d at 
1139. In order to show the second element, a plaintiff 
must allege either that “the municipality itself violat[ed] 
someone’s constitutional rights or instruct[ed] its 
employees to do so,” or that the municipality is 
responsible “for a constitutional violation committed by 
one of its employees, even though the municipality’s 
policies were facially constitutional, the municipality did 
not direct the employee to take the unconstitutional 
action, and the municipality did not have the state of mind 
required to prove the underlying violation.” Id. at 1143 
(quoting Gibson, 290 F.3d at 1185–86). These are 
referred to, respectively, as “policies of action and 
inaction.” Id.; see also Lolli v. County of Orange, 351 
F.3d 410, 415 (9th Cir. 2003) (explaining that Gibson 
held there were “two routes” for a plaintiff to show 
municipal liability, either “by showing that the county 
itself violated a right or directed an employee to do so, or, 
in ‘limited situations,’ by showing that the county’s 
deliberate indifference led to an omission in its policies 

that caused an employee to violate a right”). “A policy of 
action is one in which the government body itself violates 
someone’s constitutional rights, or instructs its employees 
to do so; a policy of inaction is based on a government 
body’s ‘failure to implement procedural safeguards to 
prevent constitutional violations.’ ” Jackson v. Barnes, 
749 F.3d 755, 763 (9th Cir. 2014) (quoting Tsao, 698 
F.3d at 1143). Thus:

*12 In inaction cases, the plaintiff must show, first, that 
the policy amounts to deliberate indifference to the 
plaintiff’s constitutional right. This requires showing 
that the defendant was on actual or constructive notice 
that its omission would likely result in a constitutional 
violation. Second, the plaintiff must show that the 
policy caused the violation in the sense that the 
municipality could have prevented the violation with an 
appropriate policy.

Id. (quotations, citations, and brackets omitted). Policies 
of inaction may be alleged solely against a municipality, 
regardless of whether any individual employees of that 
municipality are liable. See Tsao, 698 F.3d at 1139; 
Gibson, 290 F.3d at 1186 n.7; Fairley, 281 F.3d at 917 
n.4; M.H. v. County of Alameda, 62 F. Supp. 3d 1049, 
1082, 1085 (N.D. Cal. 2014). Whether an individual state 
actor must be found to have violated the plaintiff’s 
constitutional rights depends on the circumstances of the 
case and the nature of the constitutional violation alleged. 
See, e.g., Heller, 475 U.S. at 799 (concluding a plaintiff 
could not state a Monell claim concerning police 
excessive force against a municipality where no officer 
had subjected him to constitutionally excessive force); 
Quintanilla, 84 F.3d at 355 (same).
 
The logic behind the theory that a policy of inaction can 
create constitutional liability for a municipality comes 
from the Supreme Court’s holding in City of Canton v. 
Harris, 489 U.S. 378 (1989). In City of Canton, the 
Supreme Court considered a facially constitutional policy 
concerning the provision of medical services to detainees 
at a local jail. Id. at 386–87. It held that “there are limited 
circumstances in which an allegation of a ‘failure to train’ 
can be the basis for liability under § 1983.” Id. at 387. In 
that case, a jury found no liability against any individual 
officers. Id. at 382. The Court nevertheless concluded the 
jury’s liability decision against the City could stand, 
holding that “the inadequacy of police training may serve 
as the basis for § 1983 liability only where the failure to 
train amounts to deliberate indifference to the rights of 
persons with whom the police come into contact.” Id. at 
388. In so holding, the Court observed:

The issue in a case like this one, however, is whether 
that training program is adequate; and if it is not, the 
question becomes whether such inadequate training can 

Case 2:19-ap-01382-SK    Doc 349-3    Filed 01/14/22    Entered 01/14/22 07:52:03    Desc
Appendix of Unpublished Opinions    Page 264 of 441



McGowan v. County of Kern, Not Reported in Fed. Supp. (2018)

 © 2022 Thomson Reuters. No claim to original U.S. Government Works. 10

justifiably be said to represent “city policy.” It may 
seem contrary to common sense to assert that a 
municipality will actually have a policy of not taking 
reasonable steps to train its employees. But it may 
happen that in light of the duties assigned to specific 
officers or employees the need for more or different 
training is so obvious, and the inadequacy so likely to 
result in the violation of constitutional rights, that the 
policymakers of the city can reasonably be said to have 
been deliberately indifferent to the need. In that event, 
the failure to provide proper training may fairly be said 
to represent a policy for which the city is responsible, 
and for which the city may be held liable if it actually 
causes injury.

Id. at 390 (footnotes omitted). The Ninth Circuit has 
relied upon City of Canton, in holding that, in order to 
find a municipality liable, a plaintiff must show that the 
deprivation of a constitutional right was closely related to 
a “custom” or “policy” of that municipality and that the 
policy “evidences a deliberate indifference” to the 
plaintiff’s constitutional rights. Oviatt v. Pearce, 954 F.2d 
1470, 1477 (9th Cir. 1992) (internal quotations omitted).
 
*13 Here, plaintiffs have alleged sufficient facts in their 
proposed second amended complaint to state a plausible 
claim against the County of Kern for having a policy of 
inaction, irrespective of any claim against defendant 
Clerico. The decedent enjoyed a substantive due process 
right not to be deprived of her life or liberty in a manner 
that shocks the conscience. Lewis, 523 U.S. at 846; 
Collins v. City of Harker Heights, 503 U.S. 115, 128 
(1992) (describing arbitrary government actions which 
violate due process as “conscience shocking”); Nunez v. 
City of Los Angeles, 147 F.3d 867, 871 (9th Cir. 1998) 
(holding substantive due process “forbids the government 
from depriving a person of life, liberty, or property in 
such a way that ‘shocks the conscience’ or ‘interferes 
with rights implicit in the concept of ordered liberty’). 
Similarly, the plaintiffs personally held a substantive due 
process right not to be deprived of their familial 
relationship with decedent. Lee, 250 F.3d at 685–86; 
Moreland, 159 F.3d at 371; Curnow v. Ridgecrest Police, 
952 F.2d 321, 325 (9th Cir. 1991). The proposed second 
amended complaint contains factual allegations that 
KCSO deputies routinely drove at excessive speeds, both 
while responding to calls and otherwise. (Doc. No. 81–1 
at ¶¶ 32–33, 36.) It also alleges specific facts indicating 
that KCSO deputies were regularly involved in a number 
of on-duty vehicle collisions every year, and that 
approximately half the time, KCSO’s deputies were at 
fault. (Id. at ¶¶ 37–42.) Twice within the years 
immediately preceding the collision in question, KCSO 
deputies caused collisions in which they were found to be 
at fault at the very same intersection that Ms. Garrett was 

killed in. (Id. at ¶¶ 68–69.) Defendant Clerico himself 
twice caused collisions prior to Ms. Garrett’s death while 
on duty, and in each he was found to be at fault for 
driving at unsafe speeds. (Id. at ¶¶ 70–71.) The County 
was aware of the dangers presented by these collisions, 
because another deputy had struck and killed two 
pedestrians while travelling at an excessive rate of speed 
in his patrol car. (Id. at ¶ 34.) Further, the County had the 
ability to monitor the speeds all of its deputies traveled at 
in their cars and to perform speed audits. (Id. at ¶¶ 32, 
43–44.) Despite these substantial allegations that 
excessive speeds were a regular and frequent occurrence 
within the department, only six deputies were disciplined 
for driving at excessive speeds between 2004 and 2013. 
(Id. at ¶ 45.) The discipline that was imposed was 
minimal, consisting of written reprimands, remedial 
self-study training, and short suspensions of one, two, or 
five days. (Id.) These allegations, if proven, plausibly 
support an inference that the County of Kern had a policy 
or custom of either failing to adequately train or 
permitting its sheriff’s deputies to regularly drive at 
excessive speeds, that this manner of driving frequently 
caused traffic collisions, that such collisions could be and 
sometimes were fatal, and that the County was 
deliberately indifferent11 to the serious risk of these 
fatalities. Therefore, plaintiffs’ proposed amendment to 
their complaint in order to state a Monell claim premised 
on Kern County’s policies is not futile.12

 

B. Bad Faith
Additionally, both defendants suggest that plaintiffs’ 
motion to amend their complaint is brought in bad faith. 
(Doc. No. 83 at 1; Doc. No. 84 at 2.) Evidence outside of 
the pleadings may—indeed, must—be considered by the 
court in evaluating whether a party is acting in bad faith 
in seeking leave to amend their complaint. See Sonoma 
Cty. Ass’n of Retired Emps. v. Sonoma County, 708 F.3d 
1109, 1117 (9th Cir. 2013) (“Courts may decline to grant 
leave to amend only if there is strong evidence of ‘undue 
delay, bad faith or dilatory motive on the part of the 
movant ...’ ”) (quoting Foman, 371 U.S. at 182) 
(emphasis added); DCD Programs, Ltd. v. Leighton, 833 
F.2d 183, 187 (9th Cir. 1987) (overturning a district 
court’s denial of leave to amend on the basis of bad faith 
because “the record ... offers no evidence of bad faith”). 
However, the evidence defendants wish the court to 
construe as evidence of bad faith here is essentially the 
sort of evidentiary dispute germane to all litigation 
proceeding before this court. For instance, defendant 
Clerico claims the plaintiffs have acted in bad faith 
because they did not allege that defendant Clerico 
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“responded Code 3 to his partner’s scared and stressful 
call for help,” which was part of the explanation for his 
conduct provided by the defendant in his deposition. 
(Doc. No. 83 at 9.) Similarly, defendant County of Kern 
asserts bad faith is shown because plaintiffs failed to 
accept Lieutenant Jauch’s explanation that that there may 
be legitimate reasons for KCSO deputies to be traveling at 
more than 80 miles per hour, such as “the flow of traffic.” 
(Doc. No. 84 at 12–13.) Reasonable disputes about what 
certain evidence means are not a basis on which to find a 
party has acted in bad faith, and plaintiffs are not required 
to allege the defendants’ version of the facts in their 
complaint. Neither defendant has made a showing, let 
alone one supported by “strong evidence,” that plaintiffs 
acted in bad faith in moving to amend their complaint 
here. See Sonoma Cty. Ass’n of Retired Emps., 708 F.3d 
at 1117.
 

CONCLUSION

*14 For all of the reasons set forth above:

1. Plaintiffs’ motion to amend the complaint (Doc. 
No. 81) is granted;

2. The Clerk of the Court is directed to file the 
proposed second amended complaint (Doc. No. 
81–1) on the docket captioned as the second 
amended complaint, which is deemed filed as of the 
date of this order; and

3. The case is referred back to the assigned 
magistrate judge for scheduling and further 
proceedings consistent with this order.

 

IT IS SO ORDERED.

All Citations

Not Reported in Fed. Supp., 2018 WL 2734970

Footnotes

1 The court presumes that these figures, as alleged, reflect only on-duty collisions and do not include any collisions KCSO 
employees were involved in that occurred during off-duty hours.

2 The proposed second amended complaint also alleges that defendant County of Kern destroyed records relating to deputy-involved 
traffic collisions for years 2005 to 2010 on June 6, 2016, during the pendency of this case and prior to any claims against the 
County being dismissed. (Doc. No. 81–1 at ¶ 49.) Plaintiffs have not requested in any manner that the court make a finding that 
this destruction of records amounts to spoliation, see, e.g., Surowiec v. Capital Title Agency, Inc., 790 F. Supp. 2d 997, 1005 (D. 
Ariz. 2011), and the court therefore reads nothing into this factual allegation in connection with the instant motion.

3 Were the court to consider this evidence, it would be forced to convert the opposition to this motion to amend into a motion for 
summary judgment. As explained, the standard for evaluating a defendant’s argument that amendment is futile is the same as 
evaluating a defendant’s motion under Rule 12(b)(6). “When ruling on a Rule 12(b)(6) motion to dismiss, if a district court 
considers evidence outside the pleadings, it must normally convert the 12(b)(6) motion into a Rule 56 motion for summary 
judgment, and it must give the nonmoving party an opportunity to respond.” See United States v. Ritchie, 342 F.3d 903, 907 (9th 
Cir. 2003). Neither defendant requests that their opposition to the pending motion be construed by the court as a motion for 
summary judgment.

4 While Lewis concerned the rights of the decedent herself, see id. at 837, the Ninth Circuit has applied the same standard to 
Fourteenth Amendment due process claims brought directly by the decedent’s family members. See Porter v. Osborn, 546 F.3d 
1131, 1136 (9th Cir. 2008) (noting the claims in this lawsuit were “limited to [the plaintiffs’] Fourteenth Amendment rights as [the 
decedent’s] parents”).

5 There was no chase here, high speed or otherwise. Defendant Clerico is instead alleged to have been responding to a call in the 
course of his duties as a police officer. However, no authority has been supplied by the parties for the proposition that a police 
officer responding to a call is to be distinguished from a police officer pursuing a fleeing suspect. While one may envision reasons 
to draw such a distinction, circuit courts to have considered the issue have come to the opposite conclusion. See Perez v. Unified 
Gov’t of Wyandotte Cty., 432 F.3d 1163, 1167 (10th Cir. 2005) (concluding that the purpose to harm standard applies to a 
firefighter responding to a call); Terrell v. Larson, 396 F.3d 975, 979 (8th Cir. 2005) (“[T]he intent-to-harm standard of Lewis 
applies to an officer’s decision to engage in high-speed driving in response to other types of emergencies, and to the manner in 
which the police car is then driven in proceeding to the scene of the emergency.”); Carter v. Simpson, 328 F.3d 948, 952 (7th Cir. 
2003) (applying the purpose to harm standard to a police officer responding to a call). Absent a compelling argument supported by 
authority, this court will follow these decisions and decline to draw any distinction between high-speed chases and other types of 
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police responses in deciding which standard of law applies. Moreover, while plaintiffs argue the purpose to harm standard should 
not apply because the call here did not warrant an emergency response, this argument is foreclosed by the Ninth Circuit’s decision 
in Bingue, which this court is bound to follow. As will be explained in this order, however, the nature of the call may still be 
relevant to the ultimate determination of defendant Clerico’s state of mind.

6 Permitting this inferential leap is not surprising, as a defendant’s subjective intent is rarely the subject of direct evidence in any 
circumstance, and is almost invariably proved circumstantially. See, e.g., Skedco, Inc. v. Strategic Operations, Inc., 287 F. Supp. 
3d 1100, 1144 (D. Ore. 2018) (“[D]irect evidence of a deliberate intent to deceive is rare and thus, indirect and circumstantial 
evidence may be considered.”); Vasquez v. Atrium, Inc., No. 00–1265PHXLOA, 2002 WL 818066, at *7 (D. Ariz. Apr. 24, 2002) 
(“It is a rare case if direct evidence existed of the employer’s intent to violate an employee’s civil rights .... Therefore, as in most 
cases, Plaintiff must rely on circumstantial evidence, if any, to prove motive or intent.”).

7 These cited authorities are exemplary, not exhaustive. In a far wider variety of situations, courts permit or presume inferences of 
intent to be drawn from the known or virtually certain results of a person’s actions. See, e.g., Claflin v. Commonwealth Ins. Co., 
110 U.S. 81, 95 (1884) (“[T]he law presumes every man to intend the natural consequences of his acts.”); Wagnon v. State Farm 
Fire & Cas. Co., 146 F.3d 764, 771 (10th Cir. 1998) (“[S]o long as [defendant’s] misrepresentations were made knowingly and 
deliberately, the intent to deceive the insurer will be implied.”); Erlach v. Sierra Asset Servicing, LLC, 226 Cal. App. 4th 1281, 
1300 (2014) (“There is a presumption that a landlord intends the natural and probable consequences of his acts.”) (internal 
quotations omitted); Travelers Ins. Co. v. Cole, 631 S.W. 2d 661, 664 (Mo. Ct. App. 1982) (“Intent to harm is inferred if the 
natural and probable consequences of an act are to produce harm.”).

8 The circumstances surrounding the collision are relevant to determining defendant Clerico’s subjective state of mind. A.D., 712 
F.3d at 456–58. Considering this does not subvert the holding in Bingue, which concerned the legal standard to be employed, not 
the evidence deemed sufficient to meet that standard. See Bingue, 512 F.3d at 1177.

9 Of course, permitting plaintiffs to amend their complaint is a far cry from concluding they have a meritorious case. It is a near 
certainty the defendants will seek to produce evidence suggesting defendant Clerico acted out of a genuine desire to perform his 
duties as an officer, even if it were to be determined he was reckless in the manner he chose to act. Such evidence could undermine 
plaintiffs’ case. However, the question of whether there is sufficient evidence to proceed will be resolved on summary judgment, 
not in connection with a motion to amend the pleadings. Indeed, most such due process claims are resolved on summary judgment. 
See, e.g., Lewis, 523 U.S. at 839–40 (upholding a dismissal on summary judgment); Porter, 546 F.3d at 1142 (reversing district 
court’s summary judgment determination); Onossian, 175 F.3d at 1171–72 (same); Moreland, 159 F.3d at 374 (affirming summary 
judgment); Figueroa v. City of Fresno, No. 1:15–cv–00349–DAD–BAM, 2017 WL 1255484, at *7–8 (E.D. Cal. Feb. 10, 2017); 
Losee v. City of Chico, No. 2:14–cv–02199–KJM–CMK, 2016 WL 4096444, at *9–11 (E.D. Cal. Aug. 1, 2016); Garlick v. County 
of Kern, 167 F. Supp. 3d 1117, 1163–72 (E.D. Cal. 2016).

10 Although plaintiffs’ proposed amended complaint alleges three separate causes of action under Monell against Kern County, each 
appears to rely on the same theory of liability. In particular, each of these causes of action alleges that the County knew its sheriff’s 
deputies routinely drove at excessive and dangerous speeds, failed to do anything to ameliorate the problem, and was deliberately 
indifferent in doing so. As discussed further below, Monell claims may proceed under two distinct theories, referred to in the Ninth 
Circuit as policies of action and inaction. It appears each of the causes of action plaintiffs propose to allege here concern a policy 
of inaction, and plaintiffs bring no claims alleging a policy of action. Since each of these causes of action allege the same theory of 
Monell liability, they will be discussed jointly.

11 The court notes that the purpose to harm standard is not appropriately applied to plaintiffs’ Monell claim against the County. While 
the Supreme Court has held that an officer’s actions must demonstrate a purpose to harm in a rapidly developing situation in order 
to shock the conscience, a municipality’s policy decision about how to train and discipline officers is not made in the heat of the 
moment. Instead, such a decision is exactly the kind of situation in which “actual deliberation is practical.” See Lewis, 523 U.S. at 
851–853. Therefore, the County’s requisite state of mind is one of deliberate indifference, consistent with the standard set forth for 
policies of inaction. See id.; City of Canton, 489 U.S. at 388; Oviatt, 954 F.2d at 1477.

12 The County again requests that this court delve beneath the pleadings and examine evidence in deciding whether plaintiffs’ 
proposed amendment is futile. (See Doc. No. 84 at 11–14.) Specifically, defendant asks the court to take notice of and consider the 
explanations given by a Lieutenant Jauch about the meaning behind some of the facts and figures alleged in plaintiffs’ proposed 
amended complaint. (Id. at 12) (“[T]he County submits under the doctrine of incorporation by reference ... the County can use the 
testimony of Lt. Jauch in opposing this motion.”). As explained above, consideration of evidence outside the pleadings is 
inappropriate in evaluating whether amendment is futile, and none of the discovery pointed to by defendant is “a document” on 
which the complaint “necessarily relies.” Lee, 240 F.3d at 688–89. Defendants will have ample opportunity to file motions for 
summary judgment in this action, and this court will consider the evidence supporting plaintiffs’ claims at that time.
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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
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United States District Court, C.D. California.

Shaghayegh MISSAGHI
v.

The COCA-COLA COMPANY

CV 12-07472 SJO (Ex)
|

Filed 01/02/2013

Attorneys and Law Firms

Ari J. Scharg, Rafey S. Balabanian, Edelson McGuire 
LLC, Chicago, IL, Sean Patrick Reis, Edelson McGuire 
LLP, Rancho Santa Margarita, CA, for Shaghayegh 
Missaghi.

L. Joseph Loveland, S. Stewart Haskins, II, Zachary A. 
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PROCEEDINGS (in chambers): ORDER 
GRANTING IN PART DEFENDANT’S MOTION 
TO COMPEL ARBITRATION [Docket No. 18]

THE HONORABLE S. JAMES OTERO, UNITED 
STATES DISTRICT JUDGE

*1 This matter is before the Court on Defendant The 
Coca-Cola Company’s (“Defendant”) Motion to Compel 
Arbitration (“Motion”), filed on November 6, 2012. 
Plaintiff Shaghayegh Missaghi (“Plaintiff”) filed her 
Opposition on November 26, 2012. Defendant filed its 
Reply on November 29, 2012. The Court found this 
matter suitable for disposition without oral argument and 
vacated the hearing set for December 10, 2012. See Fed. 
R. Civ. P. 78(b). For the following reasons, the Court 
GRANTS IN PART the Motion.

I. FACTUAL AND PROCEDURAL BACKGROUND

Defendant sponsors a customer loyalty program called 
My Coke Rewards (“MCR”). (Mot. 2, ECF No. 18-1.) 
MCR allows its members to collect points by buying 
certain Coca-Cola products. (Mot. 2.) Members can 
redeem their points for merchandise or services. (Mot. 2.) 
Persons who wish to participate in MCR may join by 
registering on the MCR website. (Mot. 2.) The 
registration form requires registrants to submit their name, 
postal address, and email address. (Decl. of Stephen 
Merwarth in Supp. of Mot. to Compel Arbitration 
(“Merwarth Decl.”) Ex. 1, ECF No. 18-3.)

The form also gives registrants the option to receive 
“Mobile News Flashes”—periodic text messages 
regarding MCR offers and rewards. (Merwarth Decl. Ex. 
1.) If registrants want to receive text messages from MCR 
(“MCR text messages”), they enter their mobile phone 
number into the form and check a box confirming that “I 
want to receive text messages on my mobile phone 
highlighting rewards, special mobile programs and free 
offers.” (Merwarth Decl. Ex. 1.) The form also provides a 
hyperlink to the “Mobile Terms & Conditions” (Merwarth 
Decl. Ex. 1), which explains applicable text messaging 
fees and how to opt out of MCR text messages (Decl. of 
Ari J. Scharg in Opp’n to Mot. to Compel Arbitration 
(“Scharg Decl.”) Ex. D, ECF No. 30-4).

Prior to submitting the registration form, registrants must 
check a box confirming that “I understand and agree to 
the Program Rules for My Coke Rewards.” (Merwarth 
Decl. Ex. 1.) The form provides a hyperlink through 
which registrants can view the Program Rules. (Merwarth 
Decl. Ex. 1.) The first page of the Program Rules states 
“[b]y reviewing these Terms and Conditions, clicking ‘I 
Agree’ on the registration page, and participating, you 
agree to the following rules governing the My Coke 
Rewards Loyalty Program.” (Merwarth Decl. ¶ 14.) The 
Program Rules also include a mandatory arbitration 
provision:

As a condition of participating in this Program, 
Enrollee agrees that (1) any and all disputes, claims, 
and causes of action arising out of or connected with 
this Program, ... shall be resolved individually, without 
resort to any form of class action and exclusively by 
arbitration under the International Arbitration Rules of 
the American Arbitration Association. Arbitration will 
take place in Oakland County, Michigan; (2) any and 
all claims, judgments and rewards shall be limited to 
actual out-of-pocket costs incurred, including costs 
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associated with participating in this Program, but in no 
event attorneys’ fees; and (3) under no circumstances 
will Enrollee be permitted to seek recovery for, and 
Enrollee hereby waives all rights to claim, punitive, 
incidental and consequential damages and any other 
damages, other than for actual out-of-pocket expenses, 
and waives any and all rights to have damages 
multiplied or otherwise increased.

*2 (Merwarth Decl. ¶ 15, Ex. 2, at ¶ I.2.) From October 
23, 2010, to the present, the Program Rules have been 
updated three times. The first version was dated 
November 17, 2009. (Merwarth Decl. Ex. 2.) This version 
states that “the current phase of the program” is scheduled 
to expire on December 31, 2010, but MCR may be 
extended at Defendant’s discretion. (Merwarth Decl. Ex. 
2.) The second version was dated January 1, 2011. 
(Merwarth Decl. Ex. 2.) This version states that “the 
current phase of the program” is scheduled to expire on 
December 31, 2011, but MCR may be extended at 
Defendant’s discretion. (Merwarth Decl. Ex. 2.) The third 
version was dated January 1, 2012. (Merwarth Decl. Ex. 
2.) Like previous versions of the Program Rules, this 
version states that “the current phase of the program” is 
scheduled to expire on December 31, 2012, but MCR may 
be extended at Defendant’s discretion. (Merwarth Decl. 
Ex. 2.) All three versions contain the same mandatory 
arbitration clause. (Reply 2.)

Defendant alleges that on October 23, 2010, Plaintiff 
registered for MCR, checked the box indicating that she 
would like to receive MCR text messages, and checked 
the box stating that she understood and agreed to the 
Program Rules. (Merwarth Decl. ¶¶ 9-11.) Plaintiff 
neither admits nor denies these allegations. (See Opp’n 
2-3.)

Plaintiff alleges that she has not participated in MCR 
since October 22, 2011. (Decl. of Shaghayegh Missaghi 
in Opp’n to Mot. to Compel Arbitration (“Missaghi 
Decl.”) ¶ 3, ECF No. 29.) She further alleges that she 
received numerous MCR text messages in 2012 and 
continued to receive them despite many attempts to 
opt-out of the MCR text messaging program. (Missaghi 
Decl. ¶¶ 4-11.)

On August 30, 2012, Plaintiff filed her Complaint against 
Defendant, asserting violations of the Telephone 
Consumer Protection Act (“TCPA”), 47 U.S.C. § 227, et 
seq., on behalf of herself and a class of similarly situated 
individuals. (See generally Compl.) On November 6, 
2012, Defendant filed its Motion.

II. DISCUSSION

Section 2 of the Federal Arbitration Act (“FAA”), 9 
U.S.C. § 1, et seq., makes an agreement to arbitrate 
“valid, irrevocable, and enforceable, save upon such 
grounds as exist at law or in equity for the revocation of 
any contract.” 9 U.S.C. § 2. “The overarching purpose of 
the FAA ... is to ensure the enforcement of arbitration 
agreements according to their terms so as to facilitate 
streamlined proceedings.” AT&T Mobility LLC v. 
Concepcion, 131 S. Ct. 1740, 1748 (2011). Thus, a court 
must compel arbitration if (1) there exists a valid 
agreement to arbitrate; and (2) the dispute falls within the 
scope of arbitration agreement. Chiron Corp. v. Ortho 
Diagnostic Sys., Inc., 207 F.3d 1126, 1130 (9th Cir. 
2000). A party may seek to invalidate an arbitration 
agreement “by generally applicable contract defenses 
such as fraud, duress, or unconscionability.” Doctor’s 
Assocs., Inc. v. Casarotto, 517 U.S. 681, 687 (1996). But 
a party may not attack an arbitration agreement “by 
defenses that apply only to arbitration or that derive their 
meaning from the fact than an agreement to arbitrate is at 
issue.” Concepcion, 131 S.Ct. at 1746.

A. Applicable Law

The Program Rules contain a choice of law provision 
stating that Michigan law governs “issues and questions 
concerning the construction, validity, interpretation and 
enforceability” of the Program Rules. (Merwarth Decl. 
Ex. 2, at ¶ I.3.) Thus, as a threshold matter, the Court 
must determine whether to apply Michigan law to the 
Program Rules.

A federal court sitting in diversity applies the choice of 
law rules of the forum state. Hoffman v. Citibank (S.D.), 
N.A., 546 F.3d 1078, 1082 (9th Cir. 2008). Because this 
action was brought in the Central District of California as 
a diversity action (see Compl. ¶ 8), the Court will apply 
California choice of law rules. Under California law, the 
choice of law provision will be enforced “unless either (a) 
the chosen state has no substantial relationship to the 
parties or the transaction and there is no other reasonable 
basis for the parties choice [sic], or (b) application of the 
law of the chosen state would be contrary to a 
fundamental policy” of California. Nedlloyd Lines B.V. v. 
Superior Court, 3 Cal. 4th 459, 465 (1992).

*3 California choice of law rules mandate that the Court 
apply California law to this dispute. Michigan has no 
substantial relationship to the parties because Plaintiff is a 
citizen of Minnesota (Compl. ¶ 6), and Defendant is 

Case 2:19-ap-01382-SK    Doc 349-3    Filed 01/14/22    Entered 01/14/22 07:52:03    Desc
Appendix of Unpublished Opinions    Page 273 of 441



Missaghi v. Coca-Cola Company, Not Reported in Fed. Supp. (2013)

 © 2022 Thomson Reuters. No claim to original U.S. Government Works. 3

incorporated in Delaware, is headquartered in Georgia, 
and has its principal place of business in Georgia 
(Merwarth Decl. ¶ 4). Further, the choice to apply 
Michigan law appears to be completely arbitrary. Neither 
the Program Rules nor the parties’ briefs indicate why 
Michigan was chosen. Therefore, the Court finds that 
Michigan has no substantial relationship to either the 
parties or the transaction, and therefore the Court will 
apply California law to the instant dispute.

B. Validity and Scope of the Agreement to Arbitrate

Plaintiff argues that she can only be bound to arbitrate her 
claim if she accepted the 2012 version of the Program 
Rules because the 2009 and 2011 versions of the Program 
Rules expired and were superceded by the 2012 version.1 
(Opp’n 3.) Defendant contends that, though the 2009 
version of the Program Rules expired, the arbitration 
clause in the 2009 version of the Program Rules remains 
operative to resolve disputes relating to the MCR. (Reply 
3.)

1. Enforceability of an Agreement to Arbitrate in an 
Expired Contract

The termination or expiration of a contract does not 
extinguish the duty to arbitrate disputes “arising under the 
contract.” Nolde Bros., Inc. v. Local No. 358, Bakery & 
Confectionery Workers Union, AFL-CIO, 430 U.S. 243, 
251 (1977). A dispute arises under a contract, and is 
therefore subject to arbitration, “only [1] where it 
involves facts and occurrences that arose before 
expiration, [2] where an action taken after expiration 
infringes a right that accrued or vested under the 
agreement, or [3] where, under normal principles of 
contract interpretation, the disputed contractual right 
survives expiration of the remainder of the agreement.” 
Litton Fin. Printing Div. v. NLRB, 501 U.S. 190, 205-06 
(1991).

The “facts and occurrences” analysis is more complicated, 
however, when some of the events giving rise to the 
dispute occurred before the contract expired and some 
occurred after the contract expired. The Ninth Circuit has 
held that such a dispute must be arbitrated if (1) “the pre 
expiration facts or occurrences to be arbitrated [have] 
some significance in the dispute”; and (2) the “the parties 
agreed to arbitrate those facts or occurrences.” Operating 
Eng’rs Local Union No. 3 v. Newmont Mining Corp., 476 
F.3d 690, 693 (2007) (compelling arbitration where an 

employee committed misfeasance before the contract 
expired, and then the employee was terminated for the 
misfeasance after the contract expired).

The issue in dispute in this case involves a mix of facts 
that arose before the 2009 version of the Program Rules 
expired and facts that arose after the 2009 version of the 
Program Rules expired.

Several key facts occurred before the Program Rules 
expired on December 31, 2010: Plaintiff allegedly agreed 
to receive MCR text messages, agreed to the 2009 version 
of the Program Rules, and registered for MCR. (Merwarth 
Decl. ¶¶ 9-11, 18-19.) Certain facts occurred after the 
2009 version of the Program Rules expired: Plaintiff 
received the allegedly unsolicited MCR text messages 
that form the basis for her TCPA claim. (Missaghi Decl. 
¶¶ 4-11.) Because there is a mix of pre-expiration and 
post-expiration facts, the arbitration provision in the 2009 
version of the Program Rules is subject to the rule set 
forth in Newmont Mining.

2. Significance of the Facts to the Dispute

*4 The first prong of the Newmont Mining rule requires 
that the pre-expiration facts have some significance in the 
dispute. Newmont Mining, 476 F.3d at 693. Here, the 
primary factual dispute in Plaintiff’s TCPA claim is 
whether the MCR text messages were unsolicited. The 
pre-expiration facts identified above all bear on whether 
Plaintiff agreed to receive the MCR text messages when 
she registered for MCR. Thus, these facts undoubtedly 
have some significance in the dispute.

3. Scope of the Agreement to Arbitrate

The second prong of the Newmont Mining rule requires a 
court to determine whether the parties agreed to arbitrate 
the pre-expiration facts or occurrences. Newmont Mining, 
476 F.3d at 693. In making such a determination, a court 
must give “due regard ... to the federal policy favoring 
arbitration, and ambiguities as to the scope of the 
arbitration clause itself resolved in favor of arbitration.” 
Volt Info. Scis., Inc. v. Bd. of Trs. of Leland Stanford 
Junior Univ., 489 U.S. 468, 476 (1989). Thus, “as with 
any contract, the parties’ intentions control, but those 
intentions are generously construed as to issues of 
arbitrability.” Mitsubishi Motors Corp. v. Soler 
Chrysler-Plymouth, Inc., 473 U.S. 614, 626 (1985)

The wording of the arbitration provision is very broad. It 
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provides that “any and all disputes, claims, and causes of 
action arising out of or connected with this Program” are 
to be resolved through arbitration. (Merwarth Decl. Ex. 
2.) The Program Rules state that a component of the 
“Program” is that a participant may redeem MCR points 
by sending a text message to MCR. (Merwarth Decl. Ex. 
2.) There is ample evidence demonstrating that Mobile 
News Flashes are connected with MCR. The Mobile 
Terms & Conditions states that “[p]articipants who opt-in 
by text messaging will be automatically subscribed to 
receive periodical text message updates from the My 
Coke Rewards program.” (Scharg Decl. Ex. D.) Many of 
the MCR text messages that Plaintiff received expressly 
refer to MCR. (Compl. ¶¶ 16, 20, 22-25.) The Mobile 
News Flashes program is presented on the MCR 
registration webpage. (Merwarth Decl. Ex. 1.) The 
foregoing facts indicate that Mobile News Flashes is 
connected with MCR such that this dispute arises out of 
or is connected with MCR.

Plaintiff presents several counterarguments. First, 
Plaintiff contends that the sending of MCR text messages 
is exclusively governed by the Mobile Terms & 
Conditions. (Opp’n 9.) This argument is unpersuasive. 
The Mobile Terms & Conditions comprises only ten 
sentences that explain very basic information about 
Mobile News Flashes, such as how to exit the Mobile 
News Flashes program and whether carrier data rates and 
text message fees apply. (Scharg Decl. Ex. D.) 
Furthermore, the very first sentence of the Mobile Terms 
& Conditions explains that Mobile News Flashes is 
connected with MCR. (Scharg Decl. Ex. D.) Objectively 
viewed, the parties did not intend the Mobile Terms & 
Conditions to be the exclusive agreement governing the 
sending of text messages.

Plaintiff further argues that the arbitration provision is 
invalid for being overbroad. (Opp’n 7.) Plaintiff’s cite In 
re Jiffy Lube International, Inc., Text Spam Litigation, 
847 F. Supp. 2d 1253 (S.D. Cal. 2012), in support of their 
argument. In that case, the court considered an arbitration 
provision that required arbitration for “any and all 
disputes, controversies or claims between Jiffy Lube and 
you (including breach of warranty, contract, tort or any 
other claim).” Id. at 1262. The court invalidated the 
arbitration provision because it was unlimited in scope; 
the provision encompassed any and all disputes between 
the parties, rather than those “disputes arising from or 
related to the transaction or contract at issue.” Id. Here, 
the arbitration provision pertains to disputes “arising out 
of or connected with this Program.” (Merwarth Decl. Ex. 
2.) This language limits the arbitration’s scope to certain 
matters. The “arising out of or connected with” clause in 
the Program Rules is nearly identical to the limiting 
clause that the Jiffy Lube court suggested could be used to 

limit the scope of an otherwise overbroad arbitration 
provision. Thus, Jiffy Lube tends to support the validity of 
the arbitration provision in this case. The Court therefore 
rejects Plaintiff’s argument that the arbitration provision 
is invalid for being overbroad.

*5 Next, Plaintiff argues that the arbitration clause does 
not apply because she exited Mobile News Flashes prior 
to receiving the MCR text messages that form the basis 
for her claim. (Opp’n 10.) This argument fails because it 
does not address why this dispute is not “connected with” 
MCR. (Opp’n 6.)

Lastly, Plaintiff contends that the arbitration provision 
does not apply to one of the text messages because the 
content of the text message does not reference MCR. 
(Opp’n 11.) This argument is disingenuous. Defendant 
sent this text message to Plaintiff in reply to a text 
message that Plaintiff sent to Defendant in an attempt to 
exit Mobile News Flashes. (Missaghi Decl. ¶¶ 6-7.) Thus, 
disputes over this text message fall within the scope of the 
arbitration provision.

Accordingly, this dispute is subject to arbitration pursuant 
to the arbitration provision of the 2009 version of the 
Program Rules.

C. Contract Defenses

A party may use generally applicable contract defenses to 
invalidate an agreement to arbitrate. Concepcion, 131 S. 
Ct. at 1746. Plaintiff asserts two contract defenses to 
avoid enforcement of the arbitration provision. First, she 
argues that the arbitration clause is unenforceable because 
it is illusory, and second, she argues that the arbitration 
clause is unconscionable. (Opp’n 11-20.)

1. Whether the Arbitration Provision is Illusory

a. The Fairness of the Arbitration Provision

Plaintiff first contends that the arbitration provision is 
illusory because (1) Plaintiff would be required to pay 
substantial arbitration fees; (2) Plaintiff may be required 
to pay Defendant’s attorney fees if Defendant prevails in 
the arbitration; and (3) Plaintiff would have no means to 
seek legal counsel because the arbitration clause waives 
her ability to recover attorneys’ fees. (Opp’n 12-13.) 
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Thus, per Plaintiff, “Coca-Cola’s arbitration clause is no 
more meaningful than if it told consumers it could sue 
them, so long as all hearings took place on the moon.” 
(Opp’n 13.)

While Plaintiff cites to Michigan state law for the 
proposition that arbitration clauses are unenforceable 
where they are “so unfair that the litigant cannot 
effectively enforce his statutory rights,” that law is not 
applicable here. (Opp’n 13-14.) Under California law, 
these arguments are best considered in the context of 
whether the arbitration agreement violates public policy, 
which the Court addresses below.

b. Noncompliance with American Arbitration Association 
Protocol

Plaintiff next argues that the arbitration clause is illusory 
because the American Arbitration Association (“AAA”) 
would not accept an arbitration brought under the 
arbitration provision. (Opp’n 14.) Specifically, Plaintiff 
argues that the arbitration provision does not comply with 
certain principles enumerated in the AAA’s Consumer 
Due Process Protocol. (Opp’n 14.) Plaintiff does not, 
however, explain why an arbiter would refuse to hear a 
claim brought under an arbitration provision that 
purportedly violates the AAA’s Consumer Due Process 
Protocol. Plaintiff cites no cases that have held that such 
noncompliance would preclude arbitration by the AAA. 
In fact, this argument has been rejected by the few courts 
that have entertained it. Estep v. World Fin. Corp., 735 F. 
Supp. 2d 1028, 1034 (C.D. Ill. 2010); Pack v. Damon 
Corp., 320 F. Supp. 2d 545, 557 (E.D. Mich. 2004) (“The 
arbitration clause is not unenforceable by operation of 
AAA’s Principle 11 Consumer Due Process Protocol.”), 
rev’d on other grounds, 434 F.3d 810 (6th Cir. 2006). In 
any event, “[t]his is a determination that should be left to 
the arbitrator in the first instance.” Estep, 735 F. Supp. 2d 
at 1034.

c. Discretion to Modify Arbitration Provision

*6 Plaintiff also argues that the arbitration provision is 
illusory because the Program Rules provides Defendant 
with an option to modify the Program Rules. (Opp’n 12.) 
Under California law, an illusory agreement exists where 
“a party to a contract retains the unfettered right to 
terminate or modify the agreement.” Asmus v. Pac. Bell, 
23 Cal. 4th 1, 15-16 (2000). An illusory agreement does 
not constitute a valid contract because at least one of the 

parties is not obligated to perform or refrain from 
performing a certain act. Scottsdale Ins. Co. v. Essex Ins. 
Co., 98 Cal. App. 4th 86, 95 (2002). But an agreement is 
not illusory where a party’s power to terminate or modify 
the contract “is subject to limitations, such as fairness and 
reasonable notice.” Id. at 16. Further, “if a contract is 
capable of two constructions, the court must choose that 
interpretation which will make the contract legally 
binding if it can be so construed without violating the 
intentions of the parties.” Bleecher v. Conte, 29 Cal. 3d 
345, 350 (1981).

Here, Defendant was bound to adhere to the arbitration 
provision as written in the 2009 Program Rules. 
Defendant had no discretion as to whether to arbitrate any 
of its potential claims arising out of, or connected with, 
MCR. The only way for Defendant to alleviate itself of its 
duty to arbitrate claims relating to the Program Rules was 
to modify the Program Rules and remove the arbitration 
provision. However, that ability to modify the Program 
Rules was subject to notice. (Merwarth Decl. Ex. 2, at ¶ 
G.) Thus, because the Court is bound to interpret the 
Program Rules so that they are legally binding if such a 
construction is plausible, the Court finds that the 
arbitration clause was not rendered illusory simply 
because Defendant could modify the Program Rules 
subject to notice.

2. Unconscionability

Under California law, a contract or clause is rendered 
unenforceable by the doctrine of unconscionability if the 
contract or clause is both (1) procedurally unconscionable 
and (2) substantively unconscionable. Armendariz v. 
Found. Health Psychcare Svs., Inc., 24 Cal. 4th 83, 114 
(2000). Both forms of unconscionability must be present, 
though not in the same degree. Id. Thus, “the more 
substantively oppressive the contract term, the less 
evidence of procedural unconscionability is required ... 
and vice versa.” Id. “The party resisting arbitration bears 
the burden of proving unconscionability.” Pinnacle 
Museum Tower Ass’n v. Pinnacle Market Dev. (US), LLC, 
55 Cal. 4th 223, 247 (2012).

Procedural unconscionability “addresses the 
circumstances of contract negotiation and formation, 
focusing on oppression or surprise due to unequal 
bargaining power.” Id. at 246. Oppression arises where 
there is a lack of negotiation and meaningful choice. Id. at 
247. Surprise occurs where the “supposedly agreed-upon 
terms ... are hidden in a prolix printed form drafted by the 
party seeking to enforce the disputed terms.” A & M 
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Produce Co. v. FMC Corp., 135 Cal. App. 3d 473, 486 
(1982).

The parties dispute whether the arbitration provision is 
procedurally unconscionable. Plaintiff argues that the 
arbitration provision is procedurally unconscionable 
because Plaintiff had no opportunity to bargain or 
negotiate the arbitration provision, which was contained 
in an online, standardized form contract, and was offered 
strictly on a take-it-or-leave-it basis. (Opp’n 17.) Plaintiff 
further contends that the arbitration provision was 
procedurally unconscionable because the provision states 
that arbitration will be governed by the allegedly 
non-existent “International Arbitration Rules of the 
[AAA]” and because Defendant failed to make a copy of 
said rules available to Plaintiff. (Opp’n 17-18.) Defendant 
argues that the “[Program] Rules are not procedurally 
unconscionable because they expressly incorporate the 
AAA Rules.” (Reply 6.)

*7 Plaintiffs’ arguments are without merit. While Plaintiff 
did not have the opportunity to negotiate the terms of the 
Program Rules, Plaintiff was by no means forced to 
participate in MCR in the first instance. MCR is an 
optional rewards program, and thus Plaintiff was free not 
to participate. Cf. Armendariz, 24 Cal. 4th at 117 
(requiring a “modicum of bilaterality” in an arbitration 
agreement between an employee and an employer due to 
the “basic and substantial nature of the rights at issue”).

Further, the Court finds that the surprise factor is not at 
play here: the Program Rules are only nine pages long, 
the arbitration provision is printed in legible font, the 
terms are written in understandable language, and the 
arbitration provision appears under the conspicuous 
heading “Limitation of Liability.” (Merwarth Decl. Ex. 
2, at ¶ I.2.)

Finally, Defendant cites Hodsdon v. DirecTV, LLC, No. C 
12-02827, 2012 WL 5464615 (N.D. Cal. Nov. 8, 2012) 
for the proposition that no procedural unconscionability 
arises so long as an agreement references the rules that 
will govern future arbitration. (Reply 6.) The Court in 
Hodsdon held that “procedural unconscionability can be 
avoided if the arbitration rules are incorporated into the 
contract by reference, such incorporation is clear, and the 
rules are readily available.” Hodsdon, 2012 WL 5464615, 
at *5. The court further held that the arbitration provision 
at issue was not procedurally unconscionable because the 
provision “clearly and explicitly” incorporated the 
arbitration rules, the provision “state[d] that the applicable 
rules are those ‘in effect at the time the arbitration is 
initiated,’ ” and it was not alleged that the rules were not 
readily available. Id.

The Court finds the reasoning of Hodsdon persuasive.2 
While the provision refers to the arbitration rules as the 
“International Arbitration Rules of the [AAA],” when in 
fact the true name of the arbitration rules is “International 
Dispute Resolution Procedures,” the Court finds that this 
is a not a material difference. The reference to the 
International Arbitration Rules of the AAA provides 
sufficient notice to consumers such as Plaintiff.

In light of the above, the Court concludes that the 
arbitration provision is not procedurally unconscionable. 
As such, the Court declines to reach the issue of whether 
the provision is substantively unconscionable

D. Contrary to Public Policy

The Court’s analysis does not end there, however, as the 
arbitration provision appears to violate public policy to 
the extent that it forces Plaintiff to forego the statutory 
remedies provided by the TCPA. Both the Supreme Court 
and the California Supreme Court have found that 
arbitration provisions are unenforceable to the extent that 
they force litigants to forgo statutory remedies and 
prevent them from vindicating their statutory rights. See 
Mitsubishi Motors, 473 U.S. at 628 (“By agreeing to 
arbitrate a statutory claim, a party does not forgo the 
substantive rights afforded by the statute; it only submits 
to their resolution in an arbitral, rather than a judicial, 
forum.”); Green Tree Fin. Corp.-Ala. v. Randolph, 531 
U.S. 79, 90 (2000); Armendariz, 24 Cal. 4th at 94-95.

Here, language in the second and third clauses of the 
arbitration provision limits Plaintiff’s recoverable 
damages to “actual out-of-pocket costs incurred.” Further, 
the third clause provides that Plaintiff “waives any and all 
rights to have damages multiplied or otherwise 
increased.” Plaintiff claims that her out-of-pocket 
damages are approximately five cents per unsolicited text 
message. (Opp’n 13.) In contrast, TCPA permits a 
plaintiff to recover $500 per unsolicited text message and 
allows a court to award treble damages if the defendant 
willfully or knowingly violated TCPA. 47 U.S.C § 
227(b)(3)(B). In effect, this language relegates Plaintiff to 
recover a ten-thousandth of what Plaintiff might 
otherwise recover under the TCPA.

*8 The Court finds that these limitations violate public 
policy because they force her to waive her remedies 
provided by TCPA and make arbitration cost-prohibitive. 
That is, under the arbitration provision as written, Plaintiff 
would be forced to forgo the statutory remedies available 
to her such that she would be unable to vindicate her 

Case 2:19-ap-01382-SK    Doc 349-3    Filed 01/14/22    Entered 01/14/22 07:52:03    Desc
Appendix of Unpublished Opinions    Page 277 of 441



Missaghi v. Coca-Cola Company, Not Reported in Fed. Supp. (2013)

 © 2022 Thomson Reuters. No claim to original U.S. Government Works. 7

statutory rights under the TCPA, as no rational litigant 
would pay such high upfront fees for the chance to 
recover less than a dollar in actual damages.

Thus, the arbitration provision is unenforceable as 
written.

E. Severability

California law gives courts discretion in whether to sever 
an unconscionable clause from a contract, including 
contracts that are contrary to public policy. Armendariz, 
24 Cal. 4th 122. Under California Civil Code section 
1670.5, a court “may refuse to enforce the contract, or it 
may enforce the remainder of the contract without the 
unconscionable clause, or it may so limit the application 
of any unconscionable clause as to avoid any 
unconscionable result.” Cal. Civ. Code § 1670.5(a).

Because the Court finds the language limiting Plaintiff to 
“actual out-of-pocket costs incurred,” and forcing 
Plaintiff to “waive[ ] any and all rights to have damages 
multiplied or otherwise increased,” violates public policy, 
the Court severs the third clause in its entirety, as that is 
the entire function of that clause. Further, the language in 
the second limiting Plaintiff to “actual out-of-pocket 
expenses” shall also be severed and unenforceable. 
However, the language providing that Plaintiff may not 

recover attorneys’ fees is enforceable—the TCPA does 
not provide for the recovery of attorneys’ fees, and thus 
this language does not prevent Plaintiff from vindicating 
her statutory right. Finally, the remaining clause of the 
arbitration provision is enforceable by Defendant in this 
case.

III. RULING

For the foregoing reasons, the Court GRANTS IN PART 
Defendant’s Motion. The Court ORDERS the parties to 
submit this matter to mandatory arbitration in accordance 
with their agreement as set forth in the Program Rules, 
except that the third clause is SEVERED as void, and the 
second clause shall function only to prevent Plaintiff from 
recovering attorney’s fees. Because the Court finds that 
this dispute is subject to arbitration, the Court STAYS 
this action pending the resolution of the arbitration. The 
Scheduling Conference set for January 28, 2013 is 
hereby VACATED. The parties shall file a joint status 
report on April 1, 2012.

IT IS SO ORDERED.

All Citations

Not Reported in Fed. Supp., 2013 WL 12114765

Footnotes

1 At least for the purposes of the Motion, neither party disputes (1) that the 2009 and 2011 versions of the Program Rules expired 
before Plaintiff received the MCR text messages that form the basis of her TCPA claim; and (2) that those prior versions of the 
Program Rules were superseded by the 2012 version of the Program Rules.

2 The Court makes no finding as to whether the 2009 Program Rules validly incorporated the International Dispute Resolution 
Procedures. The Court’s analysis is limited to whether the arbitration provision is procedurally unconscionable.

End of Document © 2022 Thomson Reuters. No claim to original U.S. Government Works.
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COUNTERCLAIM (DKT. 83 SEALED, 82 
REDACTED)
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OF JURISDICTION (Dkt. 100)
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NESTLE S.A.’S MOTION TO DISMISS (Dkt. 101)

THIRD PARTY DEFENDANT NESTLE S.A.’S 
MOTION FOR SANCTIONS (Dkt. 109)

JOHN A. KRONSTADT, UNITED STATES DISTRICT 
JUDGE

I. Introduction

*1 On October 7, 2017, Nestle USA, Inc. (“Nestle USA”) 
brought this action (“Complaint” (Dkt. 1)), asserting the 
following claims against Crest Foods, Inc. (“Crest”): (1) 
Trademark Infringement and False Designation of Origin 
and Unfair Competition, 15 U.S.C. § 1125(a); (2) 
Trademark Infringement,15 U.S.C. § 1114(a); (3) 
Trademark Dilution, 15 U.S.C. § 1225(c); (4) Unlawful, 
Unfair, Fraudulent Business Practices, Cal. Bus. & Prof. 
Code §§ 17200 et seq. (“UCL”); (5) common law unfair 
competition and trademark infringement; (6) Dilution, 
Cal. Bus. & Prof. Code § 14247; (7) breach of contract; 
and (8) unjust enrichment.

Crest answered the Complaint on December 12, 2016. 
Dkt. 26. On January 6, 2017, Crest filed a counterclaim 
against Nestle USA (“Counterclaim,” (Dkt. 45)). It 
advanced the following causes of action: (1) breach of the 
implied covenant of good faith and fair dealing; (2) 
tortious interference with contract and with prospective 
economic relations; (3) trade libel and disparagement; (4) 
civil conspiracy; (5) breach of contract; (6) unjust 
enrichment; and (7) violation of the UCL. Crest also 
sought a declaration that it had not engaged in the 
wrongdoing alleged in the Complaint.

Also on January 6, 2017, Crest filed a third party 
complaint (“Third Party Complaint” (Dkt. 46)) against 
Nestle Canada Inc. (“Nestle Canada”) and Societe Des 
Produits Nestle and Nestle S.A. (collectively “Swiss 
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Defendants”). It asserts the same causes of action 
advanced in the Counterclaim.

On February 3, 2017, Nestle USA filed a motion to strike 
all affirmative defenses raised by Crest (“Motion to 
Strike” (Dkt. 59)). On February 7, 2017, Nestle USA 
moved to dismiss the Counterclaim (“Motion to Dismiss 
Counterclaim” (Dkt. 68 Sealed, Dkt. 67 Redacted)). Crest 
opposed the Motion to Strike (Dkt. 91) and the Motion to 
Dismiss Counterclaim (Dkt. 93). Nestle USA replied in 
support of the Motion to Dismiss Counterclaim (Dkt. 97) 
and Motion to Strike (Dkt. 96).

On February 21, 2017, Nestle Canada filed a motion to 
dismiss the Third Party Complaint (“Motion to Dismiss 
Third Party Complaint” (Dkt. 83 Sealed, 82 Redacted)).1 
Crest filed an opposition. Dkt. 93.2 Thereafter, Nestle 
Canada filed a reply. Dkt. 98.

On March 24, 2017, Nestle S.A. and SPN (jointly “Swiss 
Defendants”) filed a motion to dismiss for lack of 
personal jurisdiction (“Jurisdictional Motion” (Dkt. 100)) 
and a motion to dismiss for failure to state a claim on 
which relief can be granted (“Motion to Dismiss” (Dkt. 
101)). On April 5, 2017, the Swiss Defendants filed a 
motion for sanctions pursuant to Fed. R. Civ. P. 11 
(“Motion for Sanctions” (Dkt. 109)). On April 10, Crest 
filed oppositions to the Motion to Dismiss (Dkt. 112) and 
the Jurisdictional Motion (Dkt. 113). On April 17, 2017, 
Crest filed an opposition to the Motion for Sanctions. Dkt. 
117. On April 20, 2017, the Swiss Defendants filed a 
reply in support of the Motion to Dismiss. Dkt. 119.

*2 On March 27, 2017, a hearing was held on the Motion 
to Dismiss the Counterclaim and the Motion to Dismiss 
the Third Party Complaint filed by Nestle Canada, and the 
matters were taken under submission. Dkt. 103. On May 
1, 2017, a hearing was held on the Motion to Dismiss for 
Lack of Personal Jurisdiction, the Motion to Dismiss the 
Third Party Complaint filed by the Swiss Defendants, and 
the Motion for Sanctions. The matters were taken under 
submission. Dkt. 124.

For the reasons stated in this Order, the Motion to 
Dismiss for Lack of Personal Jurisdiction is GRANTED. 
The Motion for Sanctions is DENIED. The Motion to 
Dismiss the Third Amended Complaint filed by the Swiss 
Defendants is MOOT. The Motion to Dismiss 
Counterclaim and Motion to Dismiss Third Party 
Complaint filed by Nestle Canada are GRANTED IN 
PART, with leave to amend, and DENIED IN PART, 
and the Motion to Strike is GRANTED.

II. Factual Background

A. The Parties

The Swiss Defendants are related companies. Each has its 
principal place of business in Switzerland. Third Party 
Compl. ¶¶ 10, 11. The Third Party Complaint alleges that 
SPN holds legal title to the Nestle trademarks at issue in 
this action (the “Nestle Marks”), and has licensed them to 
Nestle USA and Nestle Canada (collectively “Nestle”). 
Jurisdictional Motion at 10. Nestle USA is the exclusive 
licensee of the Nestle Marks in the United States, and 
Nestle Canada is the exclusive licensee of them in 
Canada. Id. Crest is a Texas Corporation. Compl. ¶ 14.

B. Allegations of Nestle USA

In 2000, Crest entered into written contracts with Nestle 
USA and Nestle Canada (collectively “Nestle”). Compl. ¶ 
28. They included a Product Distribution Development 
Agreement and a Master Product Reference Agreement. 
Counterclaim ¶ 14. The parties agree that their contractual 
relationship is currently governed by the Second 
Amended and Restated Development and Distribution and 
the Second Amended and Restated Reference Agreement 
(collectively “Agreements”). Compl. ¶ 34; Counterclaim ¶ 
16.

The Agreements grant Crest the exclusive right to develop 
and operate a network of franchised quick-service cafes 
featuring Nestle products. They are called “Nestle Toll 
House Café by Chip” (“Cafes”). Ref. Agreement Recitals 
A, B (Dkt. 68-2 at 1). Currently, Crest oversees 
approximately 121 Cafes within the United States and 
Canada. Compl. ¶ 28. The Agreements require “the use of 
Nestle Products as the primary products in the operation 
of the Cafes. [Crest] may not use in connection with ... the 
operation of Cafes, a mark, name, or product associated 
with any other food manufacturer or distributor without 
the consent of Nestle.” Dkt. 68-2 § 2(c). The Agreements 
grant Crest the right to use certain Nestle trademarks on 
the cafes and “associated materials,” within certain 
limitations. Compl. ¶ 35.

The Agreements require the application of several 
“quality controls” by Crest in order to protect Nestle’s 
Trademarks. Dkt. 68-2 § 5(g). They include the 
following: (1) Crest acknowledges Nestle’s right to 
approve of the types, quality, and presentation of Nestle 
products and Associated Materials; (2) Crest may not alter 
Nestle products served at the Cafes without the prior 
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written consent of Nestle; (3) Nestle may inspect any 
Cafe after providing reasonable notice; and (4) Nestle has 
the unqualified right to withdraw its consent regarding the 
sale of any Nestle product at the Cafes. Id. § 5(a)-(e). The 
Agreements also provide that, if Crest wishes to use any 
Nestle trademarks on its “associated materials,” it must 
obtain consent from Nestle before using them in this 
manner. “Associated materials” are defined as tangible 
material that is produced for distribution to the public on 
which any Trademark appears or is intended to be used. 
Id. at 1-2.

*3 The Complaint alleges that during the prior six years, 
Crest featured non-approved menu items and ingredients 
made by those who compete with the Nestle brand, has 
used advertising materials for which it did not obtain prior 
approval, and has misrepresented itself as an affiliate of 
Nestle USA. Compl. ¶ 31. Nestle USA claims that these 
activities constitute breaches of the Agreements. The 
Complaint also alleges trademark infringement by Crest 
in violation of the Agreements. Specifically, it alleges 
that: (1) Crest’s Chief Operating Officer, Shawnon Bellah 
(“Bellah”), represented herself as a Nestle employee on 
national television in a manner that many consumers 
found objectionable (id. ¶¶ 43-49); (2) Crest used the 
name “Nestle” in its business dealings without 
authorization (id. ¶¶ 57-59); (3) Crest developed 
unauthorized co-branding relationships with third parties 
that compete directly with Nestle (id. ¶¶ 60-66); and (3) 
Crest allows its franchisees to sell unapproved products 
and food items at the Cafes (id. ¶¶ 67-74).

On December 18, 2016, Nestle provided a notice of 
non-renewal of the Agreements, thereby terminating them 
as of the date provided by their terms. Id. ¶ 41. However, 
the Agreements contain “Evergreen Clauses” whose 
effect is to extend Crest’s rights for a set number of years 
after the termination. It is undisputed that, as a result of 
these actions, the Development Agreement will expire 
December 31, 2022, and the Reference Agreement will 
expire December 31, 2032. Id. ¶ 41; Counterclaim ¶ 20.

C. Allegations of Crest

In the Counterclaim, Crest disputes that its use of Nestle 
trademarks and products exceeded the scope of conduct 
authorized by the Agreements. Crest alleges that Nestle 
consented to the manner in which Crest operated the 
Cafes. Counterclaim ¶ 27. [redacted text] Crest argues 
that, pursuant to the terms of this provision, Nestle 
consented to the plans for the marketing of the Cafes that 
Crest had developed and presented.

Crest also argues that, though the course of dealing 
between Nestle and Crest, Nestle consented to the 
introduction of new food items at the Cafes. Counterclaim 
¶ 29. Crest alleges that the following conduct was part of 
this course of dealing and consent by Nestle:

• In 2000, Crest opened its first Cafe with non-Nestle 
brands. Executives of Nestle and the Swiss 
Defendants attended the opening, but made no 
objections to the use of these products.3 Id. ¶¶ 30-44.

• From 2001 to 2005, Crest introduced non-Nestle 
products in Cafes. They included ice cream, cookies, 
smoothies, and sandwiches. Id. ¶¶ 29-34. Crest 
alleges that Nestle was aware of these products but 
neither objected nor took any action to remove them. 
Id.

• In 2006, Nestle requested that Crest serve non-Toll 
House savory items. Id. ¶ 35.

• In 2006, Crest approached Nestle, the Swiss 
Defendants and Nestle Middle East FZE, which is a 
subsidiary of Nestle, to explore opportunities to open 
Cafes in the Middle East. At this meeting, it 
presented a proposed menu of savory and non-savory 
items that were not produced by Nestle. However, 
Nestle did not object. Id. ¶ 37.

• In 2013, Nestle representative Ahmad Popal 
encouraged Crest to “establish your own unique 
identity independent of Nestle.” Id. ¶ 38.

Crest also alleges that Nestle gave express and implied 
consent to certain co-branding strategies that were entered 
by Crest and certain competitors of Nestle. Id. ¶¶ 45-50. 
Crest also contends that Nestle approved Crest’s use of 
the Nestle name in Crest’s business and marketing 
activities. Id. ¶¶ 56-62.

Crest alleges that Nestle’s positions toward Crest changed 
in 2012. It alleges that this was because the Swiss 
Defendants and Nestle had determined that Nestle would 
derive a greater financial return from the operation of the 
Cafes if Nestle owned and controlled Crest and the Cafes 
it was operating. Id. ¶ 63. Negotiations between the 
parties followed, but they did not result in agreement 
pursuant to which Nestle would purchase Crest. 
Thereafter, Nestle terminated the Agreements and 
allegedly began to pressure Crest, with the expectation 
that “Crest would either go out of business, sell its 
business to Nestle at a reduced price, or rebrand the cafes 
earlier than” was called for under the evergreen clauses. 
Id. The alleged use of this “pressure” is the basis for the 
counterclaims.
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*4 Crest contends that the Agreements do not authorize 
Nestle to have direct communications with the franchisees 
of Crest who are operating the Cafes. Instead, it alleges 
that all communications are to be with Crest. Id. 
Notwithstanding this requirement, Crest alleges that 
starting in late 2014, Nestle began auditing a large 
number of Cafes, and provided direct feedback to the 
franchisees. Id. ¶ 70. On one occasion, Nestle allegedly 
contacted a franchisee to state that certain of its partners 
were dissatisfied with its performance. Id. ¶ 73. Crest 
alleges that Nestle took these actions in order to impair 
Crest’s business relationship with that franchisee. Id.

Crest further alleges that Nestle acted in bad faith in an 
attempt to prevent Crest from exercising its rights under 
the Agreements. Id. ¶ 75. For example, it alleges that in 
mid-2012, Nestle discouraged co-branding activities 
between Crest and Nestle, notwithstanding a 
long-established history of co-branding. Id. ¶¶ 78-79. 
Also in 2012, Nestle sent an executive to work in Crest’s 
headquarters as part of an alleged attempt to help Crest 
develop an “ecommerce initiative.” Id. ¶ 80. After Crest 
expended large amounts on the project, Nestle abruptly 
attempted to terminate it. Id. Similarly, in early 2012, 
Crest and Nestle collaborated on a re-branding campaign 
to present several products together under a common 
name: “Nestle Toll House Cafes by Chip.” Id. ¶¶ 82-83. 
Nestle and Ketchum, the marketing firm it hired for this 
initiative, proposed renaming the Cafes “Nestle Toll 
House Bakery Cafes.” Id. ¶ 84. After Crest made 
substantial investments in pursuing this plan, David Field, 
an executive of the Swiss Defendants, abruptly reversed 
course and pressed Crest to eliminate any reference to 
Nestle Toll House. Id. ¶¶ 85-89.4 Crest contends that the 
purpose of this action was to “destroy the purpose and 
value of the Development and Reference Agreements.” 
Id. ¶ 87. Nestle allegedly continued to pressure Crest to 
undertake this name change until at least mid-2015. Id. ¶¶ 
89-94. Crest also alleges that Field sent correspondence to 
Crest detailing Nestle’s plan to require that the Cafes 
discontinue the use of Nestle Marks as part of Crest 
branding. Third Party Compl. ¶ 90.

Crest also alleges that Nestle both delayed the delivery of 
goods to Crest for use in the Cafes, and failed to 
consistently provide the amounts it had ordered. 
Counterclaim ¶¶ 95-105. Nestle allegedly discontinued 
distribution of products, without Crest’s knowledge, and 
failed adequately to manage its supply chain so that Crest 
could timely receive the amount of Nestle products that 
were needed. Id. ¶¶ 98-99. As a result, on one occasion, 
Crest allegedly had to substitute Nestle branded coffee 
machines with non-Nestle equipment. This occurred after 
Nestle, without providing notice to Crest, entered an 
exclusivity agreement with a third party under which 

Nestle could no longer offer its branded coffee or coffee 
equipment to Crest. Id. ¶ 100. Nestle also allegedly 
supplied Crest with defective products, including ice 
cream tubs. Id. ¶ 103. Similarly, Nestle allegedly violated 
an agreement that it would to supply certain cookie tins to 
Crest. Id. ¶¶ 104-05.

Finally, Crest alleges that Nestle breached the exclusivity 
provision of the agreement. Id. ¶¶ 119-129. Under its 
terms, Crest had the exclusive right to develop the Cafes. 
However, Crest alleges that it has identified Nestle Toll 
House Cafes that were not operated by Crest. Id. ¶ 120.

*5 The allegations in the Third Party Complaint are 
substantively the same as those asserted in the 
Counterclaim. Crest alleges that Nestle Canada, like 
Nestle USA, was party to the Agreements, and 
collaborated with Nestle USA to develop Crest’s business 
as the franchisor of the Cafes. It also alleges that Nestle 
Canada collaborated in the alleged campaign of harassing 
audits of franchisees that were intended to interfere with 
Crest’s relationship with them. Third Party Complaint ¶ 
3-4. Crest also alleges that the Swiss Defendants 
participated in the same actions, and that they repeatedly 
“caused Nestle to fail to provide Crest with assistance in 
procuring genuine Nestle products for sale in Crest’s 
[Cafes].” Id. ¶ 98.

III. Motion to Dismiss for Lack of Personal 
Jurisdiction

A. Background

Neither of the Swiss Defendants is incorporated or 
registered to do business in the United States. 
Jurisdictional Motion at 10-11. Neither has offices, 
mailing addresses, telephone listings in the United States, 
and neither owns, leases property or pays taxes here. Id. 
Neither is a signatory to the Agreements. However, the 
Agreements state that Nestle USA and Nestle Canada 
were licensed to make use of the Nestle Marks by SPN, 
“the record owner of the Trademarks ... used in 
connection with Nestle Products.” Ref. Agreement § 
Recitals C; Dev. Agreement § Recitals C., Dkts. 68-2 and 
68-3. One of the Agreements states that “[t]his agreement 
is deemed to be entered into in California and shall be 
interpreted and construed according to California law ... 
Any dispute arising from or directly or indirectly related 
to this Agreement shall be resolved exclusively within the 
State or Federal Courts located in Los Angeles County, 
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California.” Ref. Agreement § 22; Dev. Agreement § 14.

As noted, the Third Party Complaint generally alleges that 
the Swiss Defendants were involved in developing 
business plans for Nestle. This allegedly included 
developing the Cafes. In that process, the “senior 
leadership” of the Swiss Defendants allegedly worked 
with Nestle to create a business plan to grow the Cafe 
business of Crest. Thereafter, Crest alleges that the Swiss 
Defendants decided that the Cafes would provide greater 
profit to them if they were wholly owned or controlled by 
Nestle. Because Nestle was unable to purchase the Cafes 
under favorable terms, the Swiss Defendants allegedly 
caused Nestle USA and Nestle Canada to terminate the 
Agreements. It is also alleged that they began a campaign 
to harass Crest whose purpose was to cause it to withdraw 
from the Agreements prior to the times set in the 
evergreen clauses.

The Third Party Complaint also includes generalized 
allegations that the Swiss Defendants inappropriately 
communicated with Crest’s franchisees. It also alleges 
that representatives of the Swiss Defendants, including 
David Field, were directly involved in these actions. See 
Third Party Compl.¶¶ 89-90. It identifies a letter that 
Field sent to Crest advising that it should reduce its use of 
the Nestle Marks to avoid confusion between Nestle and 
Crest. Id. ¶ 90.

In response to the Jurisdictional Motion, Crest asserts 
factual claims that are not alleged in the Third Party 
Complaint. They are supported by the declaration of 
Crest’s President and CEO Ziad Dalal (“Dalal”), which 
attaches more than 200 pages of documents. Dalal Decl., 
Dkt. 113-1. The Dalal Declaration repeats various 
allegations of the Third Party Complaint. Dalal also 
declares that when Crest dealt with Nestle USA and 
Nestle Canada, it also interacted with Marc Caira, who 
was the Executive Vice President and Executive Board 
Member of Nestle SA from 2006-2012. Id. ¶ 11. The 
Dalal Declaration attaches copies of communications 
between or among Crest, Field and various Nestle entities, 
which provide some evidence that the Swiss Defendants 
communicated with Nestle USA and Dalal, and provided 
some direction as to certain, business activities of Nestle 
USA relevant to the matters at issue here. Id. at Ex. 1.5 
Dalal declares that Field stated that he was reporting to 
Caira, and to the CEO of Nestle SA, Paul Bulke, as well 
as to the executive board of Nestle S.A. Id. ¶ 17. Dalal 
also declares “I was [ ] told that executives and board 
members of Nestle S.A. were impacting and directing 
Nestle and Nestle Middle East’s dealings with Crest.” Id. 
Some of the emails suggest that Dalal met with Caira in 
Switzerland. Dalal declares that at one time, Caira and 
Field went to Nestle USA’s offices in California.

*6 Also attached to the Dalal declaration are numerous 
documents that reflect the relationship among Nestle SA 
and its subsidiaries, including Nestle USA and Nestle 
Canada. This includes a 2016 Corporate Governance 
Report of Nestle SA. It states that the purpose of Nestle 
SA is “to participate in industrial, service, commercial 
and financial enterprises in Switzerland and abroad.” 
Dalal Decl. at 15; Dkt 113-2 at 48 (“Nestle 2016 
Governance Report”). The Nestle 2016 Governance 
Report also refers to bonuses that are paid to executives 
and directors of Nestle SA based in part on the financial 
performance of Nestle USA and Nestle Canada. Id. at 38. 
Crest has also submitted a copy of Nestle SA’s 2016 
“Annual Review,” which states that the Nestle business is 
a “globally managed business.” See Dkt. 113-3.

Crest also cites In re Chocolate Confectionary Antitrust 
Litig., 641 F. Supp. 2d 367 (M.D. Pa. 2009), in which the 
Swiss Defendants were parties. The district court 
concluded that there was general jurisdiction over the 
Swiss Defendants. In describing the basis for this finding, 
it described the relationship among Nestle USA and the 
Swiss Defendants, and referred to the following:

• Nestle SA is the ultimate parent of all entities 
within the Nestle group.

• Nestle group loosely coordinates operating 
activities through two immediate subsidiaries of 
Nestle SA—Nestec SA and SPN. Id. at 375. 
Executives of Nestle SA frequently “traveled to the 
United States to perform market visits, attend 
subsidiary board meetings, and give presentations at 
university and trade conferences.” Id. at 398.

• Nestle USA prepares its own annual budget, but is 
required to submit monthly financial information to 
Nestle SA, including the amounts of product sales 
and challenges related to distribution and growth. Id. 
at 377.

B. Legal Standards

1. In General

Under Fed. R. Civ. P. 12(b)(2), a defendant may move to 
dismiss an action for lack of personal jurisdiction. Upon 
the filing of such a motion, the plaintiff bears the burden 
of establishing that jurisdiction is proper. Mattel, Inc. v. 
Greiner & Hausser GmbH, 354 F.3d 857, 8862 (9th Cir. 
2003). Where a court decides a motion to dismiss for lack 
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of personal jurisdiction without an evidentiary hearing, to 
withstand a motion to dismiss the plaintiff need only 
make a prima facie showing of jurisdictional facts. 
Ballard v. Savage, 65 F.3d 1495, 1498 (9th Cir. 1995). 
Facts asserted by the plaintiff are taken as true for 
purposes of the motion if they are not directly 
controverted, and conflicts between the parties’ 
evidentiary submissions must be resolved in favor of the 
party asserting jurisdiction for purposes of deciding 
whether a prima facie case for jurisdiction has been 
established. AT&T v. Compagnie Bruxelles Lambert, 94 
F.3d 586, 588 (9th Cir. 1996).

To establish personal jurisdiction, a plaintiff must show 
both that the long-arm statute of the forum state confers 
personal jurisdiction over an out-of-state defendant, and 
that the exercise of jurisdiction would not conflict with 
federal due process requirements. See Gray & Co. v. 
Firstenberg Mach. Co., 913 F.2d 758, 760 (9th Cir. 
1990). California’s long-arm jurisdictional statute is 
coextensive with federal due process requirements. Cal. 
Code Civ. P. § 410.10; Roth v. Garcia Marquez, 942 F.2d 
617, 620 (9th Cir. 1991). Due process requires that, in 
order for a court to exercise personal jurisdiction over a 
nonresident defendant, the defendant must have 
“minimum contacts” with the forum state so that the 
exercise of jurisdiction “does not offend traditional 
notions of fair play and substantial justice.” Int’l Shoe Co. 
v. Wash., 326 U.S. 310, 316 (1945). Depending on the 
nature of the contacts between the defendant and the 
forum state, personal jurisdiction may be general or 
specific.

2. General Jurisdiction

*7 A person is subject to general jurisdiction in a state 
when his or her “contacts with a state are substantial or 
continuous and systematic” so as to “approximate 
physical presence” in the state. Bancroft & Masters, Inc. 
v. Augusta Nat’l Inc., 223 F.3d 1082, 1086 (9th Cir. 
2000). Such a person is subject to the jurisdiction of the 
courts of that state, “even if the action is unrelated to 
those contacts.” Id.

3. Specific Jurisdiction

A person who is not subject to general jurisdiction may 
still be subject to jurisdiction in actions that arise out of 
that person’s specific forum-related activities. Rano v. 
Sipa Press, Inc., 987 F.2d 580, 588 (9th Cir. 1993).The 

Ninth Circuit has established a three-part test for 
determining specific jurisdiction:

(1) the defendant must ... purposefully avail[ ] himself 
of the privilege of conducting activities in the forum 
and invok[e] the benefits and protections of its laws;

(2) the claim must arise out of or result from the 
defendant’s forum-related activities;

(3) exercise of jurisdiction must be reasonable.
Id.; see also Burger King Corp. v. Rudzewicz, 471 U.S. 
462, 475-76 (1985). The party asserting jurisdiction bears 
the burden of satisfying the first two prongs of this test. 
Schwarzenegger v. Fred Martin Motor Co., 374 F.3d 797, 
802 (9th Cir. 2004). If that party can satisfy the first two 
prongs of the test, the burden then shifts to the party 
contesting jurisdiction to “present a compelling case” that 
the third prong, reasonableness, has not been satisfied. Id.

C. Application

1. General Jurisdiction

Crest does not argue that there is general jurisdiction over 
the Swiss Defendants. Instead, it claims that they are 
subject to specific jurisdiction. Dalal Decl. 8.

2. Specific Jurisdiction

Crest argues that the actions of the Swiss Defendants 
alleged in the Third Party Complaint show that they have 
purposefully availed themselves of the benefits of 
California. The principal basis for this contention is that 
they played a role in the negotiation and entry of the 
Agreements between Crest and Nestle, participated in and 
directed the business relationships formed under those 
Agreements, and were involved in the tortious conduct of 
Nestle USA and Nestle Canada.

The Swiss Defendants argue that there are no allegations 
as to their conduct in connection with the actions that 
underlie the claims in this action. They make the related 
argument that the jurisdictional allegations in the Third 
Party Complaint are generic and conclusory. See Swartz v. 
KPMG LLP, 476 F.3d 756, 766 (9th Cir. 2007) 
(“[C]onclusory allegations that ‘[defendants] directed 
communication into the U.S. Western District of 
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Washington and otherwise conducted business therein 
sufficient to establish minimum contacts within the forum 
that support the exercise of jurisdiction over their persons 
by this Court’ are insufficient to establish a prima facie 
showing of personal jurisdiction.”).
The jurisdictional allegations in the Third Party 
Complaint are inadequate to support specific jurisdiction 
over the Swiss Defendants. As noted, there are general 
averments that the Swiss Defendants “directed [their] 
actions against Crest in this jurisdiction” and “participated 
in civil conspiracy and tortious conduct in and toward 
California.” Third Party Complaint ¶ 10. The Third Party 
Complaint also alleges that the Swiss Defendants directed 
the strategies, policies and actions of Nestle. There are 
few facts alleged in support of these general contentions. 
However, the Third Party Complaint does allege that 
Field, while acting as a representative of the Swiss 
Defendants, sent a letter to Crest in July 2014. That letter 
asked that Crest abandon a branding strategy on which 
Nestle USA and Crest had been conferring, and in which 
Crest had invested. Third Party Complaint ¶¶ 88-93. 
These allegations are not sufficient to establish specific 
personal jurisdiction over a foreign entity. Furthermore, 
the Swiss Defendants have submitted declarations stating 
that neither Field nor any other individual named in the 
Third Party Complaint as to the relevant claims has ever 
been employed by SPN or Nestle S.A. Dkt. 100-1, ¶¶ 
17-24; Dkt. 100-2, ¶¶ 14-21.6

*8 Although the Swiss Defendants are the owners and 
licensors of the Nestle Marks, there is no specific 
allegation that either or both oversaw the licensing of the 
Nestle Marks in California, Instead, the allegations are 
generic and state only how a corporate parent normally 
acts toward a subsidiary. See Ranza v. Nike, Inc., 793 F.3d 
1059, 1070 (2015) (“The existence of a parent-subsidiary 
relationship is insufficient, on its own, to justify imputing 
one entity’s contacts with a forum state to another for the 
purpose of establishing personal jurisdiction.”).

The forum selection clauses in the Agreements do not 
change this analysis. The Swiss Defendants are not parties 
to those Agreements.

No different conclusion is warranted by the Dalal 
Declaration or the emails and related documents offered 
by Crest in its opposition to the Jurisdictional Motion. 
The Dalal Declaration repeats allegations from the Third 
Party Complaint verbatim. The attached emails reflect 
that in 2011, Dalal met in Switzerland with Caira, a 
member of the Executive Board. Dalal Decl. at 12. At this 
meeting, Dalal stated that Caira wanted to help expand the 
Cafes, and put together a “game plan” for this expansion. 
Id. They also provide some support for the contention that 
individuals at Nestle USA reported to the Swiss 

Defendants and may have sought their approval prior to 
taking certain business actions. Dalal also declares that 
Caira traveled to California at an unspecified time, and 
addressed certain unidentified matters related to the 
allegations during this visit. Id. ¶ 11. This does not 
support an outcome different from that addressed above 
as to parent-subsidiary relationships.

D. Conclusion

For the foregoing reasons, the Motion to Dismiss the 
Third Party Complaint for Lack of Personal Jurisdiction is 
GRANTED with leave to amend.

IV. Motion for Sanctions

In the Motion for Sanctions, Nestle SA argues that 
counsel for Crest acted in bad faith, and in violation of its 
obligations under Fed. R. Civ. P. 11, when it filed the 
Third Party Complaint without adequate jurisdictional 
grounds. Dkt. 109. Nestle SA seeks $42,380 in sanctions. 
Counsel for Nestle SA, Carmine Zerlenga (“Zerlenga”), 
declares that this amount is based on $17,104 in 
attorney’s fees incurred in connection with the Motion to 
Dismiss for Lack of Personal Jurisdiction (Zarlenga Decl., 
Dkt. 109-1 ¶ 4), as well as $25,276 in attorney’s fees and 
costs incurred in connection with the Motion for 
Sanctions. Id. ¶ 5.

The Motion for Sanctions states that counsel for Nestle 
SA provided Crest with citations as to the law governing 
personal jurisdiction prior to the filing of the Third Party 
Complaint. Dkt. 109 at 19. These cases supported the 
arguments that were made in the Motion and addressed in 
this Order. Crest did not consent to the dismissal of the 
Swiss Defendants.

Nestle SA argues that counsel for Crest failed to conduct 
a reasonable inquiry into jurisdiction before filing the 
Third Party Complaint. It contends that this violated its 
obligations under Rule 11, which “imposes a duty on 
attorneys to certify by their signature that (1) they have 
read the pleadings or the motions they file and (2) the 
pleading or motion is ‘well-grounded in fact,’ has a 
colorable basis in law, and is not filed for an improper 
purpose.” Sec. Farms v. Int’l Bhd. of Teamsters, 124 F.3d 
999, 1016 (9th Cir. 1997). Thus, prior to filing a 
complaint, an attorney must conduct a reasonable and 
competent inquiry to determine that it is not legally or 
factually baseless. See Christian v. Mattel, Inc., 286 F.3d 
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1118, 1127 (9th Cir. 2002). The determination whether 
these standards are met is an objective inquiry. Id.

*9 Crest responds with the same arguments that it made in 
response to the Motion to Dismiss for Lack of Personal 
Jurisdiction. Crest adds that courts are disinclined to 
impose sanctions for failure adequately to plead 
jurisdiction. See Montrose Chem. Corp. of Cal. v. Am. 
Motorists Ins. Co., 117 F.3d 1128, 1136 (1997) (“a party 
who has failed to allege diversity jurisdiction is ordinarily 
granted leave to amend its complaint”). The Ninth Circuit 
requires that a complaint “completely lack[ ] a factual 
foundation” for jurisdiction before a party may be 
sanctioned for filing a complaint. Id. at 1133 (citing 
Orange Prod. Credit Ass’n v. Frontline Ventures Ltd., 
792 F.2d 797, 801 (9th Cir. 1986)). Crest also notes that 
Fed. R. Civ. P 15(a) states a policy of liberally allowing 
leave to amend the pleadings when justice so requires.
Crest also argues that the Rule 11 Motion for Sanctions 
has been brought by Nestle SA for the improper purpose 
of increasing litigation costs for Crest. Crest adds that the 
Motion for Sanctions had the purpose of “either ‘test[ing] 
the legal sufficiency or efficacy of allegations in the 
pleadings’ or ... ‘emphasiz[ing] the merits of [its] 
position’ on its Rule 12(b)(2) motion, both purposes 
which are expressly improper under the Committee Notes 
to Rule 11.” Dkt. 117 at 21 (quoting Rules Committee 
notes to Rule 11). Therefore, Crest seeks an award in the 
amount of its reasonable attorney’s fees incurred in 
opposing the Motion for Sanctions.7

Crest did not sufficiently allege jurisdiction. However, for 
the reasons stated above this failure does not rise to the 
level that warrants sanctions under Rule 11. The issues 
presented were sufficiently complex and justiciable that 
there is not a sufficient showing that they were “presented 
for any improper purpose,” or that they were not 
“warranted by existing law....” Fed. R. Civ. P. 11.

For the foregoing reasons, the Motion for Sanctions is 
DENIED.

V. Motions to Dismiss8

A. Legal Standards

Fed. R. Civ. P. 8(a), provides that a “pleading that states a 
claim for relief must contain ... a short and plain statement 
of the claim showing that the pleader is entitled to 
relief....” The complaint must state facts sufficient to 

show that a claim for relief is plausible on its face. Bell 
Atl. Corp. v. Twombly, 550 U.S. 544, 570 (2007). The 
complaint need not include detailed factual allegations, 
but must provide more than a “formulaic recitation of the 
elements of a cause of action.” Twombly, 550 U.S. at 555. 
The court in Iqbal noted that

[T]he 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.”

Ashcroft v. Iqbal, 556 U.S. 662, 678 (2009) (citation 
omitted) (quoting Twombly, 550 U.S. at 556).

*10 A party may move to dismiss for failure to state a 
claim pursuant to Fed. R. Civ. P. 12(b)(6). Dismissal is 
appropriate only where the complaint lacks a cognizable 
legal theory or sufficient facts to support one. Mendiondo 
v. Centinela Hosp. Med. Ctr., 521 F.3d 1097, 1104 (9th 
Cir. 2008). In considering a motion to dismiss, the 
allegations in the challenged complaint are deemed true 
and must be construed in the light most favorable to the 
non-moving party. Cahill v. Liberty Mut. Ins. Co., 80 F.3d 
336, 337-338 (9th Cir. 1996). However, a court need not 
“accept as true allegations that contradict matters properly 
subject to judicial notice or by exhibit. Nor is the court 
required to accept as true allegations that are merely 
conclusory, unwarranted deductions of fact, or 
unreasonable inferences.” In re Gilead Scis Sec. Litig. 536 
F.3d 1049, 1055 (9th Cir. 2008) (citing Sprewell v. 
Golden State Warriors, 266 F.3d 979, 988 (9th Cir. 
2001)).

When reviewing a motion to dismiss, the court’s inquiry 
is generally “limited to the complaint, materials 
incorporated into the complaint by reference, and matters 
of which the court may take judicial notice.” Metzler Inv. 
GMBH v. Corinthian Colleges, Inc., 540 F.3d 1049, 1061 
(9th Cir. 2008). In considering materials incorporated into 
the complaint, the court may review the full text of a 
document even if the complaint only quotes part of it. 
Cooper v. Pickett, 137 F.3d 616, 623 (9th Cir. 1997). A 
court may also consider “evidence on which the 
complaint ‘necessarily relies’ if: (1) the complaint refers 
to the document; (2) the document is central to the 
plaintiff’s claim; and (3) no party questions the 
authenticity of the copy attached to the 12(b)(6) motion.” 
Marder v. Lopez, 450 F.3d 445, 448 (9th Cir. 2006) 
(discussing a provision in a settlement agreement 
releasing parties from liability).
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B. Analysis of Motions to Dismiss

1. Breach of Implied Covenant of Good Faith and Fair 
Dealing (Count I)

a) Legal Standards

“California law recognizes in every contract ... an implied 
covenant of good faith and fair dealing.” Trishan Air, 
Inc., 635 F.3d 422, 434 (9th Cir. 2011) (quoting Brehm v. 
21st Century Ins. Co., 166 Cal. App. 4th 1225, 1235 
(2008)). A breach of the underlying contract is not 
required to establish a cause of action for breach of good 
faith and fair dealing. Solomon v. N. Am. Life & Cas. Ins. 
Co., 151 F.3d 1132, 1137 (9th Cir. 1998) (citing Carma 
Developers Inc. v. Marathon Dev. Cal., Inc., 2 Cal. 4th 
342, 373 (1992)). However, a cause of action for breach 
of good faith and fair dealing cannot be established when 
the defendant is expressly permitted, under the terms of 
the underlying contract, to engage in the conduct that is 
supposedly violating the good faith covenant. Solomon, 
F.3d 1132 at 1137.

It is also well established that “the implied covenant of 
good faith and fair dealing may not be applied so as to 
supply a term on a matter as to which the contract is 
intentionally silent.” Dental Tech. Coll. for Handicapped, 
Inc. v. Int’l Union, 881 F.2d 1083, 1083 (9th Cir. 1989); 
see also Berger v. Home Depot U.S.A., Inc., 476 F. Supp. 
2d 1174, 1177 (C.D. Cal. 2007) (“The implied covenant 
will not apply where no express term exists on which to 
hinge an implied duty, and where there has been 
compliance with the contract’s express terms.”) (quoting 
In re Sizzler Rests. Int’l, 225 B.R. 466, 476 (Bankr. C.D. 
Cal. 1998)); see also Young v. Facebook, Inc., 790 F. 
Supp. 2d 1110, 1117 (N.D. Cal. 2011) (“A party must 
take on an obligation, either expressly or impliedly, 
before it can be said to have acted in bad faith by not 
carrying it out.”).

When a party brings claims for breach of the implied 
covenant of good faith and fair dealing and breach of 
contract, if the “allegations do not go beyond the 
statement of a mere contract breach and, relying on the 
same alleged acts, simply seek the same damages or other 
relief already claimed in a companion contract clause of 
action, they may be disregarded as superfluous as no 
additional claim is actually stated.” Careau & Co. v. Sec. 
Pac. Bus. Credit, Inc., 222 Cal. App. 3d 1371, 1394 
(1990). However, one exception to this rule is when the 
defendant allegedly acted in bad faith to impede the 
benefits that plaintiff was to have derived from the 

contract. See Guz v. Bechtel Nat’l, Inc., 24 Cal. 4th 317, 
353 n.18 (2000). Relief may be available as to such a 
claim even if the breach of contract claim fails. See 
Celador Int’l, Ltd. v. Walt Disney Co., 347 F. Supp. 2d 
846, 852-53 (C.D. Cal. 2004) (“[T]he Court should not 
mechanically inquire whether the same facts are alleged 
and whether the same remedy is sought. Rather, the 
challenge brought by Careau and its progeny is to 
distinguish two claims based on the same facts. If they 
cannot be distinguished, then the natural conclusion is 
that they are duplicative. Plaintiffs have distinguished 
their claims here.”)

b) Application

*11 Nestle USA argues that the breach of implied 
covenant cause of action here is redundant in light of the 
breach of contract claim. Several of the alleged acts of 
Nestle that form the basis for the breach of implied 
covenant claim relate directly to the terms of the 
Agreements. This includes the allegations that Nestle 
failed to assist Crest in procuring Nestle products for sale 
in the Cafes (Counterclaim ¶¶ 95-103), that Nestle 
reneged on a commitment to sell 120,000 tins of cookies 
to Crest (Id. ¶¶ 104-105) and that Nestle created Cafes not 
affiliated with Crest, in violation of Crest’s right to 
exclusivity. Id. ¶¶ 119-21. Crest also alleges that: Nestle 
USA consented to co-branding ventures throughout the 
parties’ course of dealing, but later changed this position 
(id. ¶¶ 75-79); Nestle USA abruptly blocked an 
ecommerce initiative that it had proposed, and did so after 
Crest had expended significant funds on that effort (id. ¶¶ 
80-81); and, the three Nestle parties worked with Crest to 
advance a rebranding effort and later required that Crest 
abandon it after it expending resources on its pursuit. Id. 
¶¶ 82-94.

Allegations that Nestle USA took these actions “in bad 
faith” is not sufficient to plead a claim for breach of the 
implied covenant. Instead, “plaintiffs must plead facts 
showing bad faith and demonstrating ‘a failure or refusal 
to discharge contractual responsibilities, prompted not by 
an honest mistake, bad judgment or negligence, but rather 
by a conscious and deliberate act.’ ” Env’t Furniture, Inc. 
v. Bina, No. CV 09-7978 PSG (JCx), 2010 WL 5060381, 
at *3 (C.D. Cal. Dec. 6, 2010) (quoting Careau, 222 Cal. 
App. 3d at 1395).

Crest next alleges that Nestle USA conducted excessive 
and bad faith audits. Crest also alleges that the audits 
went beyond what had been authorized. Nestle USA 
responds that it was permitted to undertake them under 
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the terms of the Agreements, including § 3 (right to 
approve the physical appearance of Cafes), § 2(c) 
(prohibiting Crest from using “a mark name or product 
associated with any other food manufacturer”), and § 5 
(granting Nestle the right to approve all advertising and 
promotional material used at Cafes). Dkt. 68 at 29.

Under the governing standards, Crest has sufficiently 
alleged this claim. There is sufficient specificity with 
respect to the claim that Nestle USA undertook audits of 
Crest’s franchise partners in bad faith. It is alleged that it 
did so to undermine the Agreements and thereby interfere 
with the relationships between Crest and its franchisees. It 
is also alleged that Nestle USA did so in an effort to 
impose financial harm on Crest so that it would be 
coerced to sell its business to Nestle at a depressed price 
and prior to the time set in the evergreen clauses. The 
alleged actions of Nestle USA are sufficiently contrary to 
what can be seen as the reasonable expectations of the 
parties at the time at they entered the Agreements, such 
that they are contrary to the purpose of the Agreements. 
Because it is plausible that this alleged misconduct is 
distinct from the claims of breach of contract, the 
allegations are sufficient. See Stewart v. Screen 
Gems-EMI Music, Inc., 81 F. Supp. 3d 938, 965 (N.D. 
Cal. 2015) (recognizing that that “[d]ifficulty arises in 
deciding whether such conduct, though not prohibited, is 
nevertheless contrary to the contract’s purposes and the 
parties’ legitimate expectations”) (quoting Carma, 2 Cal. 
4th at 373).

For the foregoing reasons, the Motions to Dismiss are 
DENIED as to the claims of breach of implied covenant 
of good faith and fair dealing.

2. Tortious and Negligent Interference with Contractual 
Relations (Count II of Counterclaim; Counts II and III of 
Third Party Complaint)

The second cause of action asserted in the Counterclaim 
is the same as the third cause of action in the Third Party 
Complaint. This claim can be supported under three legal 
theories: negligent interference with contractual relations; 
intentional interference with contractual relations; and 
intentional interference with prospective economic 
advantage. Negligent interference with contractual 
relations is not recognized under California law. See 
Cisco Sys., Inc. v. STMicroelectronics, Inc., 77 F. Supp. 
3d 887, 899 (N.D. Cal. 2014) (“[I]n California there is no 
cause of action for negligent interference with contractual 
relations.”); Davis v. Nadrich, 174 Cal. App. 4th 1, 9 (2d 
Dist. 2009) (“In California there is no cause of action for 

negligent interference with contractual relations. While 
there exists a cause of action for negligent interference 
with prospective economic advantage ..., the California 
Supreme Court ... has rejected a cause of action for 
negligent interference with contract.”) (internal citations 
omitted). The two other bases for this claim are addressed 
in sequence.

a) Intentional Interference with Contractual Relations

(1) Legal Standards

*12 A third party to a contract may be liable for 
intentionally interfering with its performance. Pac. Gas & 
Elec. Co. v. Bear Stearns & Co., 50 Cal. 3d 1118, 1126 
(1990). There are several necessary elements of a cause of 
action for intentional interference with contractual 
relations:

(1) a valid contract between plaintiff and a third party; 
(2) defendant’s knowledge of this contract; (3) 
defendant’s intentional acts designed to induce a breach 
or disruption of the contractual relationship; (4) actual 
breach or disruption of the contractual relationship; and 
(5) resulting damage.

Id. (internal citations omitted).

(2) Application

Crest alleges that Nestle “intentionally interfered with 
Crest’s contractual relationships with its franchisees and 
developers, and encouraged and induced them to not 
perform under their franchise agreements.” Counterclaim 
¶ 141. Nestle allegedly implemented inappropriate audits 
of Crest’s franchise partner cafes, beginning in 2014. Id. ¶ 
146. Crest also contends that “[t]he auditors substantially 
hindered Crest and franchise partners from performing 
their duties, increasing franchisee costs of doing business. 
Additionally, audit results were on several occasions 
shared with the franchise partners in violation of the 
agreement with Crest.” Id. As noted, Crest alleges that the 
purpose of these audits was to disrupt Crest’s relationship 
with its franchisees. Id. ¶ 150.

Crest also alleges that there were other “inappropriate 
communications” with franchisees, including about this 
litigation. It is also alleged that their purpose was to 
interfere with Crest’s business relationships. Id. ¶¶ 74, 
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146. As to the allegations of disparagement, Crest alleges:

In at least one or more ... instances, Nestle and and/or 
SPN employees communicated with Crest franchisees 
asking if they were satisfied with Crest and implicitly 
and/or explicitly indicating that there existed 
dissatisfaction with others in order to damage Crest’s 
business relationships.

Id. ¶ 73. The Counterclaim then identifies a specific 
communication: “Nestle’s JP Fourgeron communicated to 
a Crest franchisee in Tulsa, Oklahoma in a tortious 
manner in order to disparage and damage Crest.” Id. ¶ 73.9

“To understand whether [a counterclaimant’s] 
performance was disrupted require[s] the district court to 
determine what contractual rights [it] possessed.” See 
United Nat’l Maint., Inc. v. San Diego Convention Ctr., 
Inc., 766 F.3d 1002, 1009 (9th Cir. 2014). See also UMG 
Recordings, Inc. v. Glob. Eagle Entm’t, Inc., 117 F. Supp. 
3d 1092, 1115 (C.D. Cal. 2015) NetJets Servs., Inc. v. 
Papariella, 2013 WL 2317796, at *3 (C.D. Cal. May 28, 
2013) (dismissing intentional interference with 
contractual relations claim when plaintiff “d[id] not 
adequately identify the existing contracts allegedly 
disrupted”). Crest has not met these standards. The 
allegations do not provide sufficient notice to Nestle as to 
either the franchisees at issue or the nature of the claimed 
interference.

*13 Crest argues that it has provided information by 
which the relevant contractual relationships with 
franchisees may be ascertained. The Counterclaim asserts 
that it concerns contracts entered by Crest and its 
franchisees. The Agreements entered by Crest and Nestle 
USA and Nestle Canada refer to these franchise 
relationships, and impose limitations on them. See 
Agreement § 2(g), Dkt. 68-2 at 4 (filed under seal). Crest 
contends that, because Nestle USA has conducted audits 
of certain of these Franchisees, it must know their 
identities. See Luxpro Corp. v. Apple, Inc., 2011 WL 
1086027, at *7 (N.D. Cal. Mar. 24, 2011) (“A number of 
courts have held that specifying a third party group is 
sufficient to state a claim, even if plaintiff does not 
individually name each member of the group.” (Citing 
cases)).

Notwithstanding the foregoing, Crest has failed to make 
sufficient allegations. The group is sufficiently large that 
some greater specificity is warranted. Although Crest 
need not identify all potential members of this group, it 
should be in a position to identify at least some of them, 
given the likely communications it has had with 
franchisees. The identification of the contracts is similarly 
insufficient. Crest only asserts that “there ... are contracts 
between Crest and its franchisees and partners.” 

Counterclaim ¶ 142. The specific terms are not identified.

Similarly, Crest has failed sufficiently to allege the details 
of the alleged interference or the resulting injury it 
sustained. The Counterclaim alleges only that “Nestlé 
USA inappropriately communicated with Crest’s 
franchisees and employees.” Id. ¶ 146. Crest supports its 
claim with two specific allegations: Nestle communicated 
to franchisees in order to disparage Crest (id. ¶¶ 72-74) 
and Nestle “unreasonably and in bad faith instituted an 
excessively large number of audits of the franchise 
partner cafes beginning in 2014.” Id. ¶ 146.

To the extent that Crest relies on the allegations that 
Nestle conducted bad faith and unauthorized audits, there 
is some specificity as to the conduct. Nestle argues that 
these audits were expressly authorized by the 
Agreements. See Dkt. 68-2, § 5(d) (filed under seal). 
However, Crest alleges that Nestle often failed to comply 
with the “reasonable notice” requirement in the 
Agreements. Counterclaim ¶ 115. Crest next alleges that 
Nestle conducted an unreasonable number of audits, and 
violated prior agreements with Crest by communicating 
adverse results to Crest’s franchise partners. Id. ¶¶ 
106-117. Crest also alleges that these audits exceeded the 
reasonable scope allowed and made unwarranted findings. 
Id. ¶ 17. For example, it alleges that “audit reports 
frequently identified bogus, inconsistent, overreaching, 
and/or inconsistent fault with the operation of the [Cafes], 
for the purpose of harassing Crest, its employees, and its 
franchisees.” Id. ¶ 114.

A consideration of the allegations as a whole confirms 
that they are insufficient to state a claim for intentional 
interference with contractual relations. There is not 
sufficient specificity as to the contracts, the franchisees, 
the acts of interference, or the effect on Crest. Crest has 
only identified a single franchisee that was subject to an 
improper communication from Nestle USA. It has not 
provided information concerning the time, place, or scope 
of the alleged audits. The allegations are insufficient to 
state a claim based on alleged interference with contracts 
involving more than 100 franchisees operating in two 
countries. As to harm, Crest alleges only that it “has been 
harmed in lowered revenue, lost profits, damaged 
relationships, damaged reputation and business dealings, 
and additional actual damages.”10 Dkt. 45 ¶ 151. However, 
again, Crest does not clearly state the nature of the alleged 
harm to its franchisee relationships, or identify any 
particular instantiation of such harm.

*14 For the foregoing reasons, the Motion to Dismiss 
Counterclaim and Third Party Complaint are GRANTED 
with leave to amend.
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b) Negligent or Intentional Interference with Prospective 
Economic Relations

(1) Legal Standards

Under California law, “[t]he chief practical distinction 
between interference with contract and interference with 
prospective economic advantage is that a broader range of 
privilege to interfere is recognized when the relationship 
or economic advantage interfered with is only 
prospective.” Pac. Gas & Elec. Co., 50 Cal. 3d at 1126. 
The elements of a claim for intentional interference with 
prospective economic advantage are:

(1) [a]n economic relationship between the plaintiff and 
some third party, with the probability of future 
economic benefit to the plaintiff; (2) the defendant’s 
knowledge of the relationship; (3) intentional acts on 
the part of the defendant designed to disrupt the 
relationship; (4) actual disruption of the relationship; 
and (5) economic harm to the plaintiff proximately 
caused by the acts of the defendant.

Swipe & Bite, Inc. v. Chow, 147 F. Supp. 3d 924, 935 
(N.D. Cal. 2015) (citing Youst v. Longo, 43 Cal. 3d 64, 71 
n.6 (1987)). “The tort of interference with contract is 
merely a species of the broader tort of interference with 
prospective economic advantage,” but does not require 
the existence of a valid contract. Kor. Supply Co. v. 
Lockheed Martin Corp., 29 Cal. 4th 1134, 1157-58. 
However, “a [complainant] must plead that the defendant 
engaged in an independently wrongful act” outside of 
merely interfering with a contract. Id. at 1158.
The elements for negligent interference with prospective 
economic relations are similar, but instead of intentional 
conduct, it must be shown that defendant owed the 
plaintiff a duty of care, which was breached by negligent 
conduct. Impeva Labs, Inc. v. Sys. Planning Corp., No. 
5:12-CV-00125-EJD, 2012 WL 3647716, at *6 (N.D. Cal. 
Aug. 23, 2012)

(2) Application

The allegations that support the claim for negligent or 
intentional interference with prospective economic 
relations are the same as those advanced in support of the 
claim for interference with contractual relations. These 
allegations are not sufficient to show that there was an 
actual disruption of a relationship, or any resulting 
economic harm. Crest has not identified any specific 
prospective economic relationship that could have 

provided a future economic benefit to Crest. “Merely 
referring to customers in general is not sufficient to show 
a specific prospective business relationship.” Ketab Corp. 
v. Mesriani & Assocs., No. 2:14-cv-07241-RSWL 
(MRW), 2015 WL 5050512, at *6 (C.D. Cal. Aug. 26, 
2015). Crest has not alleged that Nestle or the Swiss 
Defendants knew of any such relationships. Furthermore, 
Crest has not alleged any wrongful act by Nestle or the 
Swiss Defendants that disrupted such prospective 
economic relationships.

For the foregoing reasons, the Motions to Dismiss are 
GRANTED with leave to amend as to the claims of 
intentional interference with prospective economic 
relationships.

3. Trade Libel and Disparagement—Count III of 
Counterclaim, Count IV of Third Party Complaint

a) Legal Standards

*15 “Trade libel is the publication of matter disparaging 
the quality of another’s property, which the publisher 
should recognize is likely to cause pecuniary loss to the 
owner.” ComputerXpress, Inc. v. Jackson, 93 Cal. App. 
4th 993, 1010 (2001) (citing Leonardini v. Shell Oil Co., 
216 Cal. App. 3d 547, 572 (1989)). To support a claim for 
trade libel, “Plaintiff must show (1) a statement that (2) 
was false, (3) disparaging, (4) published to others in 
writing, (5) induced others not to deal with it, and (6) 
caused special damages.” TYR Sport Inc. v. Warnaco 
Swimwear, Inc., 679 F. Supp. 2d 1120, 1140 (C.D. Cal. 
May 27, 2009).

“Whereas defamation concerns injury to the reputation of 
a person or business, trade libel involves false 
disparagement of the quality of goods or services.” Mann 
v. Quality Old Time Serv., Inc., 139 Cal. App. 4th 328, 
340 (2006). This disparagement must be a statement of 
fact, not opinion. Optinrealbig.com, LLC v. Ironport Sys., 
Inc., 323 F. Supp. 2d 1037, 1048 (N.D. Cal. 2004). A 
plaintiff must also allege special damages, subject to the 
heightened pleading standard under Fed. R. Civ. P. 9(g). 
TYR Sport Inc., 679 F.Supp.2d at 1140. To meet that 
standard, a plaintiff “must identify the particular 
purchasers who have refrained from dealing with him, 
and specify the transactions of which he claims to have 
been deprived.” Erlich v. Etner, 224 Cal. App. 2d 69, 
73-74 (citation omitted).

Trade libel is more like unfair competition than 
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defamation. However, “this difference does not diminish 
the pleading requirements in a trade libel claim.” First 
Advantage Background Servs. Corp. v. Private Eyes, Inc., 
569 F. Supp. 2d 929, 937 (N.D. Cal. 2008). In the Ninth 
Circuit, a “trade libel claim must be based on specific 
statements, and ‘the defamatory character of the language 
must be apparent from the words themselves.’ ” Films of 
Distinction, Inc. v. Alegro Film Prods., Inc., 12 F. Supp. 
2d 1068, 1081 n.8 (C.D. Cal. 1998) (quoting Auvil v. CBS 
“60 Minutes”, 67 F.3d 816, 822 (9th Cir. 1995)).

b) Application

Crest has failed sufficiently to allege the elements of trade 
libel, which include “the time and place of publication as 
well as the speaker, the recipient of the statement, the 
substance of the statements, and ... special damages.” 
Code Rebel, LLC v. Aqua Connect, Inc., No. CV 13-4539 
RSWL (MANx), 2013 WL 5405706, at *4 (C.D. Cal. 
Sept. 24, 2013).

Crest’s allegations of libel are based on the statements 
allegedly made to its franchisee partners, including:

• Nestle conducted audits of Crest’s franchisee partners, 
and told them that they were not in compliance with 
standards of Nestle that did not appear in the prior 
agreements entered by Nestle and Crest; Counterclaim 
¶¶ 69, 70, 72.

• “Nestle and [sic] and/or SPN employees 
communicated with Crest franchisees asking if they 
were satisfied with Crest and implicitly and/or 
explicitly indicating that there existed dissatisfaction 
with others in order to damage Crest’s business 
relationships” (Id. ¶ 73); and

• “SPN and Nestle ... communicat[ed] with Crest’s 
franchisees about the impact and/or effect of this 
litigation, and communicat[ed] disparaging and libelous 
allegations and claims to them in order to harm Crest’s 
reputation and business.” Id. ¶ 74.

These allegations do not sufficiently identify the time and 
place of the alleged statements, the identit(ies) of those 
who made them, or the actual content of the allegedly 
libelous statements. Furthermore, Crest has not 
sufficiently alleged special damages, including any 
specifics as to lost business or revenues.

*16 For the foregoing reasons, the Motions to Dismiss are 
GRANTED without prejudice as to the claims of Trade 
Libel.

4. Civil Conspiracy—Count IV of Counterclaim; Count V 
of Third Party Complaint

a) Legal Standards

“Conspiracy is not a cause of action, but 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.” Applied Equip. Corp. v. Litton Saudi 
Arabia Ltd., 7 Cal. 4th 503, 510-11 (1994). A claim of 
conspiracy requires that “two or more persons agree to 
perform a wrongful act....” Wyatt v. Union Mortg. Co., 24 
Cal. 3d 773, 784 (1979). “Standing alone, a conspiracy 
does no harm and engenders no tort liability.” Applied 
Equip. Corp., 7 Cal. 4th at 511. “A bare agreement among 
two or more persons to harm a third person cannot injure 
the latter unless and until acts are actually performed 
pursuant to the agreement.” Id. (internal quotation marks 
omitted).

“The elements of an action for civil conspiracy are the 
formation and operation of the conspiracy and damage 
resulting to [a] plaintiff from an act or acts done in 
furtherance of the common design. Id. (quoting Doctors’ 
Co. v. Superior Court, 49 Cal. 3d 39, 44 (1989)). 
Concurrence and knowledge “may be inferred from the 
nature of the acts done, the relation of the parties, the 
interests of the alleged conspirators, and other 
circumstances.” Sales Corp. v. Olsen, 80 Cal.App.3d 645, 
649 (1978).Both tacit consent and express approval are 
sufficient to establish concurrence and knowledge with a 
conspiracy. Id. “By its nature, tort liability arising from 
conspiracy presupposes that the coconspirator is legally 
capable of committing the tort, i.e., that he or she owes a 
duty to plaintiff recognized by law and is potentially 
subject to liability for breach of that duty.” Id.

Furthermore, “[i]t has long been the rule in California that 
‘[a]gents and employees of a corporation cannot conspire 
with their corporate principal or employer where they act 
in their official capacities on behalf of the corporation and 
not as individuals for their individual advantage.’ ” Black 
v. Bank of Am., 30 Cal. App. 4th 1, 4 (1994) (quoting 
Wise v. S. Pac. Co., 223 Cal. App. 2d 50, 72 (1963)). This 
is consistent with the “intra-corporate conspiracy 
doctrine,” which provides that “members of the same 
corporate family, including subsidiaries and employees, 
cannot conspire with each other.” In re Countrywide Fin. 
Corp. Mortg.-Backed Sec. Litig., 2012 WL 10731957 at 
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*11 (C.D. Cal. June 29, 2012) (applying Ohio law). The 
premise for this rule is that entities that are commonly 
owned are functionally the same entity in connection with 
the consideration of a conspiracy claim. Id. See also 
Platten v. HG Bermuda Exempted Ltd., 437 F.3d 118, 131 
(1st Cir. 2006) (“[A] family relationship among 
corporations” will not support a civil conspiracy claim 
under Massachusetts law); Davidson & Schaaff, Inc. v. 
Liberty Nat’l Fire Ins. Co., 69 F.3d 868, 871 (8th Cir. 
1995) (“[T]wo subsidiaries of the same parent cannot 
conspire” under Missouri law); Okusami v. Psychiatric 
Inst. of Wash., Inc., 959 F.2d 1062, 1066 (D.C. Cir. 1992) 
(civil conspiracy not possible between a parent and its 
subsidiary).

b) Application

*17 Crest alleges that Nestle USA conspired with Nestle 
Canada and the Swiss Defendants in a bad faith effort to 
interfere with Crest’s contractual relationships and induce 
their breach. Counterclaim ¶¶ 165-66. In support of the 
Motions to Dismiss, the Nestle parties argue that the 
claim fails for three reasons: (i) Crest has failed to plead 
the underlying tort of interference with contractual 
relations; (ii) Nestle was a party to certain of the contracts 
in question, and cannot conspire to interfere with them; 
and (iii) as a matter of law, Nestle cannot be liable for 
conspiring with other companies within its own corporate 
group.

(1) Whether Crest Has Sufficiently Pleaded the 
Underlying Wrong

“[T]o plead conspiracy, a plaintiff must successfully plead 
an underlying tort or other legal wrong; conspiracy is not 
an independent cause of action.” Singman v. NBA Props., 
Inc., No. CV 13-05675 ABC (SHx), 2014 WL 7892049, 
at *6-7 (C.D. Cal. Jan. 17, 2014), aff’d, 656 Fed.Appx. 
371 (9th Cir. 2016). For the reasons, stated above, Crest 
has sufficiently pleaded that Nestle intentionally breached 
the implied covenant of good faith and fair dealing, in 
violation of the Contract.

(2) Whether Nestle is Party to the Agreements with which 
it Allegedly Interfered

“Consistent with its underlying policy of protecting the 

expectations of contracting parties against frustration by 
outsiders [...] the tort cause of action for interference with 
a contract does not lie against a party to the contract.” 
Applied Equip. Corp., 7 Cal. 4th at 514. Therefore, to the 
extent that Crest’s allegations are based on the contention 
that the Swiss Defendants conspired to interfere with the 
relationship between Nestle and Crest, they fail to state a 
claim. However, Nestle was not party to the contracts 
between Crest and its franchisee partners. Dkt. 90 at 22. 
Therefore, to the extent the claims are premised on these 
contractual relationships, they are adequate and survive 
the present motions.

(3) Whether the Intra-Corporate Conspiracy Doctrine 
Applies

All Nestle parties are members of the same corporate 
structure, but are legally distinct entities. See Notice of 
Interested Parties, Dkt. 5. Whether they can be 
co-conspirators is an issue that turns on California law. As 
noted, California appellate courts have determined that 
the intracorporate conspiracy doctrine applies when the 
alleged conspiracy involves an employer and its employee 
who is acting in the scope of employment.

Crest argues that a claim based on alleged conspiracy 
within a corporation may proceed under California law. It 
relies on GHK Assocs. v. Mayer Grp., Inc., 224 Cal. App. 
3d 856, 881 (1990). That case allowed a claim of 
conspiracy among related entities to proceed because the 
defendants there “present[ed] no legal authority for the 
proposition that purportedly ‘affiliated’ entities such as 
parent and subsidiary corporations or general partners of a 
partnership are not separate entities for conspiracy 
liability in this circumstance.” However, the decision 
turned on whether a question of fact had been presented 
concerning the claimed relationship among the allegedly 
affiliated entities. Thus, the court noted that the parties 
had claimed to be “unaffiliated” for various purposes. 
There are no similar allegations here. Accordingly, GHK 
Associates does not present substantial weight for an 
argument that the intra-corporate conspiracy doctrine does 
not apply under California law.

Therefore, the Motions to Dismiss are GRANTED with 
leave to amend as to Count IV of the Counterclaim and 
Third Party Complaint.

5. Declaratory Judgment Claims—Counts VI, VII and 
VIII of Counterclaim; Counts VII, VIII, and IX of Third 
Party Complaint
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a) Motion to Dismiss Counterclaim

*18 “On a motion to dismiss, several district courts within 
the Ninth Circuit have found that counterclaims for 
declaratory relief are improper if ‘repetitious of issues 
already before the court via the complaint o[r] affirmative 
defenses.’ ” Ketab Corp. v. Mesriani & Assocs., No. 
2:14-cv-07241-RSWL (MRW), 2015 WL 8022874, at *9 
(C.D. Cal. Dec. 4, 2015) (citing cases). See also 
Leadsinger, Inc. v. BMG Music Publ’g, 512 F.3d 522, 532 
(9th Cir. 2008) (affirming dismissal of declaratory 
judgment suit).

Crest seeks the following declaratory relief:

• Claim Six: “a judicial declaration that [Crest] has 
not breached the Product Distribution Development 
or Master Product Reference Agreements” 
(Counterclaim ¶ 179);

• Claim Seven: “a judicial declaration that [Crest] 
has not infringed upon a Trademark of Nestle USA, 
or any other” (Id. ¶ 180); and

• Claim Eight: “a judicial declaration that it has not 
violated the California Unfair Competition Act.” Id. 
¶ 181.

Nestle USA argues that Crest’s claims for declaratory 
relief are “mirror images” of other substantive causes of 
action. Thus, the request for a declaration that Crest did 
not breach the Development Agreement or the Reference 
Agreement, presents issues that arise in connection with 
the claims of Nestle USA that Crest breached both. 
Similarly, the request for a declaration that Crest has not 
infringed any trademarks of Nestle USA, presents the 
same issue that arises as part of the trademark 
infringement claim by Nestle USA against Crest. Also 
parallel are the claims by Nestle USA that Crest violated 
Cal. Bus. & Prof. Code § 17200, and the request by Crest 
for a declaration that it has not done so.

Crest has not explained why its claims are not redundant 
or why the same issues should be presented to the Court 
and a jury. Thus, certain claims against Crest would be 
decided by a jury, while those for declaratory relief would 
be presented to the Court. However, the Nestle parties 
have not shown that such parallel issues could not 
potentially be resolved at a trial through an appropriate 
management process. For example, the jury could be 
asked to provide an advisory opinion that the Court would 
consider. It could also be asked to do so if Nestle USA 
elected not to present its claim at trial. This illustrates 
why “it is very difficult to determine whether the 
declaratory judgment counterclaim really is redundant 

prior to trial.” Stickrath v. Globalstar, Inc., No. C07-1941 
TEH, 2008 WL 2050990, at *5 (N.D. Cal. May 13, 2008).

For the foregoing reasons, the Motion to Dismiss 
Counterclaim is DENIED as to Counts Six, Seven and 
Eight, without prejudice to its renewal, based on further 
developments in this action.

b) Motion to Dismiss Third Party Complaint

The declaratory relief sought in the Third Party Complaint 
is identical to that sought in the Counterclaim. Nestle 
Canada argues that these counts should be dismissed 
because Crest has not asserted any controversy between 
itself and Nestle Canada. Dkt. 83 at 30. Specifically, Crest 
does not allege that Nestle Canada took any action 
sufficient to create a controversy that warrants a 
declaratory judgment action. For example, it has not 
initiated claims or sent a cease and desist letter. See, e.g., 
Purely Driven Prods., LLC v. Chillovino, LLC, 171 F. 
Supp. 3d 1016, 1019 (C.D. Cal. 2016) (dismissing 
declaratory relief claim because “there is no evidence that 
Defendants have threatened to file or filed any 
infringement claims against Plaintiffs, and Defendants 
expressly disclaimed threatening Plaintiffs with an 
infringement action”); Monster Cable Prods., Inc. v. 
Euroflex S.R.L., 642 F. Supp. 2d 1001, 1011 (N.D. Cal. 
2009) (dismissing declaratory relief claim when plaintiff 
failed to allege any facts showing a “real and substantial” 
infringement dispute between the parties).

*19 For these claims to proceed, Crest must allege 
specific facts indicating the existence of an actual and 
substantial controversy with Nestle Canada warranting 
declaratory relief. It has not done so. Therefore, the 
Motion to Dismiss the Third Party Complaint is 
GRANTED without prejudice as to Counts Seven, Eight 
and Nine.

6. Unjust Enrichment—Count IX of Counterclaim; Count 
X of Third Party Complaint

“Unjust enrichment is an action in quasi-contract, which 
does not lie when an enforceable, binding agreement 
exists defining the rights of the parties.” Paracor Fin., 
Inc. v. Gen. Elec. Capital Corp., 96 F.3d 1151, 1167 (9th 
Cir. 1996). The moving parties argue that because there 
are binding contracts that apply to the claims, a separate 
cause of action for unjust enrichment cannot proceed. See 
also Valdez v. Saxon Mortg. Servs., Inc., No. 
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2:14-cv-03595-CAS(MANx), 2014 WL 7968109, at *20 
(C.D. Cal. Sept. 29, 2014) (“unjust enrichment claim is 
precluded by the existence of a valid, enforceable 
contract”).

Crest argues that it “is seeking recovery for unjust 
enrichment for the services it provided to Nestle outside 
of and/or that were not required by any underlying 
contract to which Nestle is not entitled, absent the benefits 
that Nestle is attempting to deny in this litigation.” Dkt. 
90 at 25. However, Crest has not identified these services 
in a manner sufficient to show that they fall outside of the 
governing contracts.

For the foregoing reasons, the Motion to Dismiss Count 
Nine of the Counterclaim and Count Ten of the Third 
Party Complaint is GRANTED with leave to amend.

7. Violation of UCL—Count X of Counterclaim; Count 
XI of Third Party Complaint

a) Legal Standard

Cal. Bus. & Prof. Code § 17200, “prohibits ‘unfair 
competition,’ which is broadly defined to include ‘three 
varieties of unfair competition—acts or practices which 
are unlawful, or unfair, or fraudulent.’ ” Davis v. HSBC 
Bank Nev., N.A., 691 F.3d 1152, 1168 (9th Cir. 2012) 
(quoting Cel-Tech Commc’ns, Inc. v. Los Angeles 
Cellular Tel. Co., 20 Cal. 4th 163, 180 (1999)). “Because 
the statute is written in the disjunctive, it is violated where 
a defendant’s act or practice violates any of the foregoing 
prongs.” Id. Plaintiffs’ Fourth Cause of Action is based on 
the “unlawful” prong.

A claim for “unlawful” conduct under California Business 
and Professions Code § 17200 “borrows violations of 
other laws and treats them as unlawful practices that the 
unfair competition law makes independently actionable.” 
Wilson v. Hewlett-Packard Co., 668 F.3d 1136, 1140 (9th 
Cir. 2012) (quoting Cel-Tech. Commc’ns, Inc., 20 Cal. 4th 
at 180). To state a claim under the “unlawful” prong of § 
17200, a plaintiff must allege that the defendant has 
“engaged in a business practice forbidden by law, be it 
civil or criminal, federal, state, or municipal, statutory, 
regulatory, or court-made.” Shroyer v. New Cingular 
Wireless Servs., Inc., 622 F.3d 1035, 1044 (9th Cir. 2010) 
(quoting Saunders v. Superior Court, 27 Cal. App. 4th 
832, 838-39 (1994)).

In general, the “unlawful” prong does not extend to 

claims based on breach of contract. See, e.g., Boland, Inc. 
v. Rolf C. Hagen (USA) Corp, 685 F. Supp. 2d 1094, 1110 
(E.D. Cal. 2010) (“A breach of contract ... is not itself an 
unlawful act for purposes of the UCL. ‘Contractual duties 
are voluntarily undertaken by the parties to the contract, 
not imposed by state or federal law.’ ” (Citations 
omitted)); Elias v. Hewlett-Packard Co., 950 F. Supp. 2d 
1123, 1140 (N.D. Cal. 2013) (“an alleged breach of a 
warranty—a contract—‘is not itself an unlawful act for 
purposes of the UCL’ ” (citing Boland, 685 F. Supp. 2d at 
1110)). However, allegations as to tortious conduct may 
form the basis for a claim under the “unlawful” prong. 
See Gabana Gulf Distrib., Ltd. v. Gap Int’l Sales, Inc., 
No. C 06-02584 CRB, 2008 WL 111223, at *10 (N.D. 
Cal. 2008) (“Although the state of § 17200 jurisprudence 
is in rapid flux, California courts have not yet foreclosed 
common law theories—such as breach of the covenant of 
good faith—as a basis for actions pursuant to § 17200.”). 
Similarly, a claim based on the “unfairness” prong may 
arise from a breach of contract when the alleged breach is 
immoral, unethical, oppressive, unscrupulous, or 
substantially injurious to competitors. See Dallas & 
Lashmi, Inc. v. 7-Eleven, Inc., 112 F. Supp. 3d 1048, 1057 
(C.D. Cal. 2015) (describing legal standard).

b) Application

(1) Whether Crest Sufficiently Alleged “Unlawful” 
Conduct Under the UCL

*20 Nestle USA argues that because Crest’s UCL claims 
are based on breach of contract, they do not provide an 
adequate predicate for this cause of action. For the 
reasons stated above, Crest sufficiently has alleged that 
Nestle violated its duty of good faith and fair dealing. 
This claim is based on allegations that go beyond those 
established by the contracts entered into by the parties. 
Therefore, as pleaded, it states a claim under the 
unfairness prong of the UCL. Therefore, the Motions to 
Dismiss are DENIED as this cause of action.

8. Indemnification—Count XI of Counterclaim; Count 
XII of Third Party Complaint

Count 11 of the Counterclaim alleges that “[u]nder the 
terms of the Agreements and in equity Crest is entitled to 
indemnification from Nestle USA for its damages, 
attorneys’ fees, expenses, and costs of court arising from 

Case 2:19-ap-01382-SK    Doc 349-3    Filed 01/14/22    Entered 01/14/22 07:52:03    Desc
Appendix of Unpublished Opinions    Page 295 of 441



Nestle USA, Inc. v. Crest Foods, Inc., Not Reported in Fed. Supp. (2017)

 © 2022 Thomson Reuters. No claim to original U.S. Government Works. 17

this litigation.” Counterclaim ¶ 190. Count 12 of the Third 
Party Complaint advances the same claim as to Nestle 
Canada. Third Party Complaint ¶ 208.
[redacted text]11

There are no allegations that justify a different outcome 
here. However, at the March 27, 2017, hearing, counsel 
for Crest represented that it intends to amend the 
Counterclaim and Third Party Complaint to present new 
demands for indemnification based on claims by third 
parties.

For the foregoing reasons, the Motions to Dismiss the 
claims for indemnification are GRANTED without 
prejudice, but only as to an amendment that is premised 
on third party claims or demands.

VI. Motion to Strike

A. Allegations in Motion

In its Answer to the Complaint (“Answer” (Dkt. 26)), 
Crest asserted 30 affirmative defenses. Nestle USA seeks 
to strike all of them. The affirmative defenses are as 
follows:

1. Plaintiff’s Complaint fails to state any claims upon 
which relief can be granted.

2. Plaintiff’s claims are barred as Crest has not 
infringed any applicable trademark under federal or 
state law.

3. Plaintiff’s claims are barred, in whole or in part, by 
lack of any likelihood of confusion.

4. Plaintiff’s claims are barred, in whole or in part, due 
to an express and/or implied license between the 
parties.

5. Plaintiff’s claims are barred, in whole or in part, by 
the doctrine of fair use, prior use, and abandonment.

6. Plaintiff’s claims are barred, in whole or in part, by 
the doctrine of unclean hands.

7. Plaintiff’s claims are barred, in whole or in part, by 
the doctrine of laches.

8. Plaintiff’s claims are barred, in whole or in part, by 
the doctrine of laches by acquiescence.

9. Plaintiff’s claims are barred, in whole or in part, by 
the doctrine of waiver.

10. Plaintiff’s claims are barred, in whole or in part, by 
the doctrine of release.

11. Plaintiff’s claims are barred, in whole or in part, by 
the doctrines of accord and satisfaction.

12. Plaintiff’s claims are barred, in whole or in part, by 
the doctrine of acquiescence.

13. Plaintiff’s claims are barred, in whole or in part, by 
the doctrine of estoppel, promissory and equitable, and 
also under the doctrine of ratification.

14. Plaintiff’s claims are barred, in whole or in part, 
because any infringement, if any, was innocent.

15. Plaintiff’s claims are barred, in whole or in part, 
because Plaintiff consented to, ratified and approved 
the alleged conduct of Crest.

16. Plaintiff’s claims are barred, in whole or in part, 
because the actions of Crest as alleged in the Complaint 
were justified.

17. Without admitting that the Complaint states a 
claim, Plaintiff has suffered no damage in any amount, 
manner, or at all by reason of any act alleged against 
Crest in the Complaint, and the relief prayed for by 
Plaintiff cannot be granted.

*21 18. Without admitting that the Complaint states a 
claim, any remedies are limited to the extent that 
Plaintiff’s claims seek overlapping or duplicative 
recovery pursuant to the various claims asserted against 
Crest.

19. Without admitting that the Complaint states a 
claim, Plaintiff is not entitled to the equitable relief 
sought in the Complaint because Plaintiff has adequate 
remedies at law.

20. Plaintiff’s claims for injunctive relief are barred 
because Plaintiff cannot show it will suffer irreparable 
harm.

21. Plaintiff’s requested relief would constitute a prior 
restraint in violation of the First Amendment of the 
United States of America.

22. Plaintiff is not entitled to the relief requested in the 
Complaint because Plaintiff failed to mitigate its 
damages and/or loss, if any, as alleged in the 
Complaint.
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23. Plaintiff is not entitled to the relief requested in the 
Complaint because of Plaintiff’s comparative and 
contributing fault, and assumption of risk.

24. Plaintiff’s claims are barred under the terms of the 
governing agreements and the parties’ course of 
conduct.

25. Plaintiff’s claims are barred by its breach, failure to 
comply with conditions of the underlying agreements, 
and failure to perform.

26. Plaintiff’s claims are barred because Crest has 
substantially, and or wholly, complied with its duties 
and obligations.

27. Plaintiff’s claims are barred by the statute of 
limitations.

28. Plaintiff has failed to satisfy all conditions 
precedent.

29. To the extent Plaintiff has been damaged, which 
Crest denies, it is the result of Plaintiff and its 
affiliates’ and employees’ conduct or the conduct of 
other third parties for whom Crest is not liable.

30. Crest reserves the right to supplement or amend its 
defenses, and to assert additional defenses, as the 
nature and scope of Plaintiff’s claims are further 
developed through discovery.

Answer at 17-19.

B. Legal Standards

Fed. R. Civ. P. 8(b)(1)(A) requires a responding party to 
“state in short and plain terms its defenses to each claim 
asserted against it.” Under Fed. R. Civ. P. 12(f), a court 
“may strike from a pleading an insufficient defense or any 
redundant, immaterial, impertinent, or scandalous 
matter.” The purpose of Rule 12(f) is “to avoid the 
expenditure of time and money that must arise from 
litigating spurious issues by dispensing with those issues 
prior to trial.” Whittlestone, Inc. v. Handi-Craft Co., 618 
F.3d 970, 973 (9th Cir. 2010) (quoting Fantasy, Inc. v. 
Fogerty, 984 F.2d 1524, 1527 (9th Cir. 1993)).

The basis for a motion to strike must appear on the face of 
the challenged pleading. That pleading must be read in the 
light most favorable to the non-moving party. Eurow & 
O’Reilly Corp. v. Super. Mfg. Grp., Inc., No. CV 
14-6595-RSWL (VBKx), 2015 WL 1020116, at *2 (C.D. 
Cal. Mar. 6, 2015). An affirmative defense may be 

stricken as insufficient “as a matter of pleading or as a 
matter of law.” Ross v. Morgan Stanley Smith Barney, 
LLC, No. 2:12-cv-09687-ODW(JCx), 2013 WL 1344831, 
at *1 (C.D. Cal. Apr. 2, 2013). An affirmative defense is 
legally insufficient if “it clearly lacks merit ‘under any set 
of facts the defendant might allege.’ ” Kohler v. Staples 
the Office Superstore, LLC, 291 F.R.D. 464, 468 (S.D. 
Cal. 2013) (quoting McArdle v. AT & T Mobility, LLC, 
657 F. Supp. 2d 1140, 1149–50 (N.D. Cal. 2009)). A 
pleading must provide “plaintiff fair notice of the 
defense.” Wyshak v. City Nat’l Bank, 607 F.2d 824, 827 
(9th Cir. 1979). “Fair notice” does not require a detailed 
statement of facts, but does a statement of the nature and 
grounds for the affirmative defense. Kohler, 291 F.R.D. at 
468.

*22 Many district courts have considered an issue that the 
Ninth Circuit has not yet addressed: Whether the pleading 
of an affirmative defense is subject to the heightened 
pleading requirements established by Twombly, 550 U.S. 
544 and Iqbal, 556 U.S. 662. Most of these courts have 
decided that these standards apply. E.g., Kelly Moore 
Paint Co. v. Nat’l Union Fire Ins. Co., No. 
14-cv-01797-MEJ, 2014 WL 5335829, at *3 (N.D. Cal. 
Oct. 17, 2014) (collecting cases); Ross, 2013 WL 
1344831, at *2 (“Because the defendant bears the burden 
of proof on an affirmative defense (just as the plaintiff 
does on a claim for relief), the plausibility standard would 
seem to apply to affirmative defenses for the purposes of 
giving the plaintiffs fair notice of the defenses being 
alleged”); Powertech Tech., Inc. v. Tessera, Inc., No. C 
10-945CW, 2012 WL 1746848, at *4 (N.D. Cal. May 16, 
2012) (collecting cases). Similarly, Vogel v. Huntington 
Oaks Del. Partners, LLC, 291 F.R.D. 438, 441 (C.D. Cal. 
2013) concluded that a defendant must “bolster its 
affirmative defenses with some factual support [to] 
comport[ ] with Iqbal’s message that discovery should not 
be used as a fishing expedition.” “It also serves the 
purpose of discouraging the commonplace practice of 
asserting every possible affirmative defense, even those 
that are entirely irrelevant to a plaintiff’s claim.” Id. 
(quoting Barnes v. AT & T Pension Benefit 
Plan-Nonbargained Program, 718 F. Supp. 2d 1167, 
1172 (N.D. Cal 2010)).

Motions to strike are generally disfavored; courts often 
require “a showing of prejudice by the moving party” as a 
condition to granting such relief. State of Cal. Dep’t of 
Toxic Substances Control v. Alco Pac., Inc., 217 F. Supp. 
2d 1028, 1033 (C.D. Cal. 2002) (quoting S.E.C. v. Sands, 
902 F. Supp. 1149, 1166 (C.D. Cal. 1995)); see also 5A 
Wright & Miller, Federal Practice & Procedure § 1381 
(2d ed. 1990) (“Thus, even when technically appropriate 
and well-founded, Rule 12(f) motions often are not 
granted in the absence of a showing of prejudice to the 
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moving party.”); Schwarzer, Tashima & Wagstaffe, Cal. 
Prac. Guide: Fed. Civ. Proc. Before Trial § 9:376 (The 
Rutter Group 2013) (“[A] motion to strike is usually a 
waste of time and money without such a showing”). 
Whether to grant a motion to strike is within the 
discretion of the district court. Toxic Substances, 217 F. 
Supp. 2d at 1033. “[E]ven when the defense seems to 
present a purely legal question, federal courts are very 
reluctant to determine disputed or substantial issues of 
law on a motion to strike.” Wright & Miller § 1381. 
Where a motion to strike is granted, leave to amend 
should be freely given if it would not prejudice the 
opposing party. Wyshak, 607 F.2d at 826.

C. Application

Nestle USA argues that, as presently pleaded, the 
affirmative defenses fail to provide fair notice of the 
defenses at issue. It adds that, as a result, the affirmative 
defenses will create “[t]he possibility that issues will be 
unnecessarily complicated or that superfluous pleadings 
will cause the trier of fact to draw ‘unwarranted’ 
inferences at trial.” Cal. Dep’t of Toxic Substances 
Control v. Alco Pacific, Inc., 217 F. Supp. 2d 1028, 1033 
(C.D. Cal. 2002).

Crest argues that the counterclaims are sufficient to put 
Nestle on notice. Thus, it contends that “Nestle knows full 
and well the scope of the dispute between the parties 
given their sixteen (16) year relationship, given the 
approximately thirty (30) pages of factual detail and 
background provided in Crest’s Counterclaim, and the 
common nature of many of these defenses.” Dkt. 91 at 7.

Because the affirmative defenses lack any specificity, if 

this action proceeds without their amendment, issues 
could arise as to their meaning and scope. Of course, 
some of that uncertainty could likely be resolved though 
contention interrogatories. Nevertheless, requiring the 
amendment of the counterclaims will not impose any 
greater burden than responding to such discovery. It may 
also cause Crest to decide not to continue to pursue all of 
them. This will advance efficient litigation goals. It 
should streamline discovery. An amendment is also 
entirely consistent with the principles on which Twombly 
and Iqbal are based.

*23 For the foregoing reasons, the Motion to Strike is 
GRANTED with leave to amend the affirmative 
defenses.

VII. Conclusion

For the reasons stated in this Order, the Motion to 
Dismiss for Lack of Personal Jurisdiction is GRANTED, 
the Motion for Sanctions is DENIED, and the Motion to 
Dismiss the Third Amended Complaint filed by the Swiss 
Defendants is MOOT. The Motion to Dismiss 
Counterclaim and Motion to Dismiss Third Party 
Complaint filed by Nestle Canada are GRANTED IN 
PART, with leave to amend, and DENIED IN PART, 
and the Motion to Strike is GRANTED, with leave to 
amend. Any amended complaint shall be filed no later 
than August 11, 2017.

IT IS SO ORDERED.

All Citations

Not Reported in Fed. Supp., 2017 WL 3267665

Footnotes

1 Although the Nestle Canada Motion is titled “Motion to Dismiss Counterclaim,” it concerns the Third Party Complaint.

2 On March 24, 2017, the Swiss Defendants filed a separate Motion to Dismiss the Third Party Complaint. Dkt. 101. That is 
addressed in a separate order. However, the arguments made in that Motion are coextensive with those raised in the Motions 
addressed here. Therefore, the analysis in this Order is similarly applicable to those arguments.

3 The executives allegedly included Allen Lutz, Jess Nepstad, Robert Sanders, and Ruth Coyne. Third Party Complaint ¶ 32. The 
Swiss Defendants deny that any of these individuals was employed by SPN or Nestle S.A. Jurisdictional Motion at 11.

4 The Swiss Defendants have submitted declarations stating that Field has never been an employee of Nestle SA or SPN, but worked 
for one of the subsidiaries of Nestle SA. See Decl. of Jose Checa, Dkt. 100-1, ¶¶ 17-24; Decl. of Ricardo Cortes-Monroy Decl., 
Dkt. 100-2, ¶¶ 14-21.

5 These documents include emails and corporate documents. The relevant emails involve communications from Field that encourage 
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the geographic expansion of the Cafes operated by Crest. See, e.g., Dkt. 113-1 at 17 (email from Field to Dalal stating: “As we 
discussed it would be ideal if we could work together on shaping a new more accelerated growth plan for your business, firstly in 
the United States and also to see how your early entry into the Middle [E]ast can be stepped up”). Other messages from Field 
discuss strategic and development issues, and one reflects a communication with Caira.

6 These include the declarations of Jose Checa, the General Counsel Brand, Marketing Properties and eBusiness at Nestle SA (Dkt. 
100-1) and of Ricardo Cortes-Monroy, Senior Vice President and General Counsel of Nestle SA (Dkt. 100-2). Crest notes that 
Field has represented himself in an online profile as the Head of Global Sales and Customer Development at Nestle Professional, a 
“division of Nestle SA.” Dkt. 113 at 17-18. However, even assuming its admissibility, this is not sufficient to show that Field was 
acting as an agent of one or both of the Swiss Defendants.

7 Crest has not provided the amount of fees incurred, but states that it will submit evidence establishing that amount if reasonable 
attorney’s fees are awarded.

8 Because the Jurisdictional Motion has been granted, the Motion to Dismiss filed by the Swiss Defendants is MOOT. Common 
arguments have been advanced in the Motions to Dismiss filed by Nestle USA and Nestle Canada, and in Nestle USA’s Motion to 
Strike Affirmative Defenses (Dkt. 59), Nestle USA’s Motion to Dismiss Counterclaim (Dkt. 68 Sealed, Dkt. 67 Redacted), and 
Nestle Canada’s motion to dismiss the Third Party Complaint (Dkt. 83 Sealed, 82 Redacted). Accordingly, the discussion that 
follows addresses the common issues.

9 Crest has offered evidence in support of one allegedly improper communication. Dkt. 90-1. This is an email from “Nestlé 
Professional,” to “Franchise Advisory Council Members; Nestlé Toll House Café by Chip Franchise System.” However, because 
neither this email nor its text are part of the allegations in the Counterclaim or Third Party Complaint, they are not admissible with 
respect to the present motions to dismiss.

10 Crest’s opposition to the Motion to Dismiss Counterclaim argues that its “franchisees are electing to not proceed, not renew, or to 
shrink their relationships with Crest as a result of Nestle’s Conduct.” Dkt. 90 at 9. However, this allegation does not appear in the 
Counterclaim.

11 [redacted text]

End of Document © 2022 Thomson Reuters. No claim to original U.S. Government Works.
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KeyCite history available
2017 WL 1315461

Only the Westlaw citation is currently available.
United States District Court, N.D. California.

NEXREP, LLC, Plaintiff,
v.

ALIPHCOM, Defendant.

Case No. 16-cv-06647-PJH
|

Signed 04/07/2017

Attorneys and Law Firms

Randolph Gaw, Joshua Myung Ko, Gaw | Poe LLP, San 
Francisco, CA, for Plaintiff.

ORDER ADOPTING MAGISTRATE JUDGE’S 

REPORT AND RECOMMENDATION; ORDER 
GRANTING MOTION FOR DEFAULT JUDGMENT

PHYLLIS J. HAMILTON, United States District Judge

*1 The court has reviewed Magistrate Judge Corley’s 
Report and Recommendation re plaintiff’s motion for 
default judgment against defendant Aliphcom. Defendant 
filed no objections to the report within the time specified 
in 28 U.S.C. § 636(b)(1). The court finds the report 
correct, well-reasoned and thorough, and adopts it in 
every respect.
 
Accordingly, the motion for default judgment is 
GRANTED. Plaintiff NexRep, LLC, shall recover of 
defendant Aliphcom actual damages and prejudgment 
interest in the amount of $786,325.54, attorney’s fees in 
the amount of $5,040.00, and $400.00 in costs.
 
IT IS SO ORDERED.
 

All Citations

Not Reported in Fed. Supp., 2017 WL 1315461

End of Document © 2022 Thomson Reuters. No claim to original U.S. Government Works.
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KeyCite history available
2017 WL 1356345

Only the Westlaw citation is currently available.
United States District Court, N.D. California.

NEXREP, LLC, Plaintiff,
v.

ALIPHCOM, Defendant.

Case No. 16-cv-06647-JSC
|

Signed 03/08/2017

Attorneys and Law Firms

Randolph Gaw, Joshua Myung Ko, Gaw | Poe LLP, San 
Francisco, CA, for Plaintiff.

ORDER REASSIGNING CASE AND REPORT AND 
RECOMMENDATION RE: MOTION FOR 
DEFAULT JUDGMENT

Re: Dkt. No. 16

JACQUELINE SCOTT CORLEY, United States 
Magistrate Judge

*1 Plaintiff NexRep, LLC alleges that Defendant 
ALIPHCOM, d.b.a Jawbone (“Jawbone”) failed to pay for 
services that NexRep provided under the parties’ contract. 
(Dkt. No. 1 ¶ 9.) In a two-count complaint, NexRep 
brings claims for breach of contract and unjust 
enrichment. (Id. ¶¶ 10-19.) The Clerk of Court entered 
default against Jawbone on December 28, 2016 after it 
failed to appear or otherwise defend itself in this matter. 
(Dkt. No. 14.) Now pending before the Court is NexRep’s 
unopposed motion for default judgment pursuant to 
Federal Rule of Civil Procedure 55(b)(2). (Dkt. No. 16.) 
NexRep moves for an award of compensatory damages, 
attorneys’ fees, prejudgment interest, and costs. (Dkt. No. 
1 at 4.) A hearing was scheduled for February 16, 2017, 

but vacated. (Dkt. No. 17.)
 
Because the defendant-in-default has not consented to the 
jurisdiction of a magistrate judge under 28 U.S.C. § 
636(c), this matter must be reassigned to a District Judge. 
For the following reasons, the Court recommends that 
NexRep’s motion be GRANTED as set forth below.
 

BACKGROUND

The following facts are taken from the complaint and the 
declarations of Joshua Koh and John Stewart filed in 
support of NexRep’s motion for default judgment. (Dkt. 
Nos. 1, 16-1; 16-6.1)
 
On July 29, 2013, NexRep entered into a Master Service 
Agreement (“MSA”) with Jawbone. (Dkt. No. 1-1; Dkt. 
No. 16-6 ¶ 9.) Under the MSA, NexRep agreed to provide 
services to Jawbone for an initial term of three years. 
(Dkt. No. 1-1 ¶ 3.) NexRep and Jawbone executed a 
Statement of Work the same day which defined the scope 
of services NexRep agreed to provide. (Dkt. No. 1-2 ¶ 1; 
Dkt No. 16-2 ¶ 1.) Specifically, NexRep agreed to provide 
customer support for Jawbone’s actual or potential 
customers and other End Users. (Dkt. No. 1-2 ¶ 1.) In 
exchange, Jawbone agreed to pay “all undisputed 
[c]harges specified in the [statement of work] ... and all 
applicable [t]axes and [r]egulatory [f]ees relating to the 
[s]ervices.” (Dkt. No. 1-1 ¶ 5.) NexRep agreed to invoice 
Jawbone on a weekly basis, and Jawbone agreed to pay 
within forty-five days after receiving invoice. (Id.)
 
NexRep performed all duties and obligations under the 
parties’ agreement, but Jawbone failed to pay NexRep for 
its services. (Dkt. No. 1 ¶ 9.) In accord with the MSA, 
NexRep submitted an invoice to Jawbone reflecting the 
week’s balance on June 27, 2016. (Dkt. No. 16-9 at 2.) 
Jawbone neither paid nor responded to any subsequent 
invoice. NexRep continued working for almost three more 
months, sending invoices on a weekly basis before 
discontinuing services on September 12, 2016. (Dkt. No. 
16-9 at 13.)
 
NexRep initiated this action on November 16, 2016. (Dkt. 
No. 1.) On November 21, 2016, NexRep attempted to 
serve Jawbone through its registered agent for service of 
process, CT Corporation System. (Dkt. No. 16-1 ¶ 4; see 
also Dkt. No. 8 (summons issued to Jawbone “c/o CT 
Corporation System”).) CT Corporation System, doing 
business as “BizFilings by CT,” responded with a letter 
on November 22, 2016 indicating that it had resigned as 
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the agent for service of process for Jawbone. (Dkt. No. 
11; see also Dkt. No. 16-3 at 2 (CT Corporation System’s 
Resignation Notice).)
 
*2 NexRep then hired Nationwide Legal, a process server, 
to serve Jawbone through personal service on their Chief 
Executive Officer, Hosain Rahman. (Dkt. No. 16-1 ¶ 6.) 
On December 1, 2016, Nationwide Legal personally 
served Rahman at 2171 Jackson Street, San Francisco, 
California 94115. (Dkt. No. 12; Dkt. No. 16-1 ¶ 6.)
 
Jawbone failed to appear or respond to the complaint, so 
NexRep requested entry of default, which the Clerk 
entered against Jawbone on December 28, 2016. (Dkt. 
No. 14.) NexRep’s motion for default judgment followed. 
(Dkt. No. 16.)
 

DISCUSSION

A. Jurisdiction and Service of Process
When a party seeks entry of default judgment, courts have 
a duty to examine their own jurisdiction—both subject 
matter and personal. In re Tuli, 172 F.3d 707, 712 (9th 
Cir. 1999)(internal citation omitted). Here, the Court may 
exercise subject matter jurisdiction pursuant to 28 U.S.C. 
Section 1332 because there is complete diversity among 
parties and the amount in controversy exceeds $75,000. 
NexRep is a limited liability company, formed under the 
laws of Delaware with its principal place of business in 
Maine. (Dkt. No. 16-2 ¶ 2.) NexRep has three members: 
two are domiciled in Maine, and one in New Jersey. (Dkt. 
No. 20.) Jawbone is incorporated in California with its 
principal place of business in California. (Dkt. No. 16-2 ¶ 
3.) The amount in controversy is met because NexRep is 
seeking $782,725 in damages and $5,440 in attorneys’ 
fees and costs. (Dkt No. 16 at 10; Dkt. No. 16-2 ¶ 1.) 
Personal jurisdiction is satisfied because NexRep served 
summons on Jawbone in California. (Dkt No. 16-1 ¶ 6.); 
Burnham v. Sup. Ct., 495 U.S. 604, 620-21 (1990). Thus, 
the Court has jurisdiction.
 
The Court must also assess whether the defendant against 
whom default judgment is sought was properly served 
with notice of the action. Penpower Tech. Ltd. v. S.P.C. 
Tech., 27 F. Supp. 2d 1083, 1088 (N.D. Cal. 2008) 
(internal quotation marks and citation omitted). NexRep 
served the summons and complaint on Jawbone by 
personally serving its chief executive officer, Hosain 
Rahman. (Dkt. No. 16-1 ¶ 6.) This constitutes proper 

service on Jawbone. See Fed. R. Civ. P. 4(e)(1) (providing 
for service pursuant to the law of the state in which the 
district court is located); Cal. Code Civ. P § 416.10(a), (b) 
(a summons and complaint may be served on a 
corporation by delivering a copy of the documents to the 
“president, chief executive officer, or other head of the 
corporation”); see, e.g., Tech. Licensing Co., Inc. v. Noah 
Co. LLC, No. C-11-3498 EMC, 2012 WL 3860758, at *2 
(N.D. Cal. Sep. 5, 2012) (finding service proper where 
defendant was chief executive officer).
 

B. Default Judgment is Appropriate
After entry of default, a court may grant default judgment 
on the merits of the case. Fed. R. Civ. P. 55. “The district 
court’s decision whether to enter a default judgment is a 
discretionary one.” Aldabe v. Aldabe, 616 F.2d 1089, 
1092 (9th Cir. 1980). Courts consider the following 
factors in determining whether to enter default judgment:

(1) the possibility of prejudice to the plaintiff, (2) the 
merits of plaintiff’s substantive claim, (3) the 
sufficiency of the complaint, (4) the sum of money at 
stake in the action; (5) the possibility of a dispute 
concerning material facts; (6) whether the default was 
due to excusable neglect, and (7) the strong policy 
underlying the Federal Rules of Civil Procedure 
favoring decisions on the merits.

*3 Eitel v. McCool, 782 F.2d 1470, 1471-72 (9th Cir. 
1986). Upon entry of default, the factual allegations of the 
complaint related to liability are accepted as true and 
deemed admitted by the non-moving party. TeleVideo 
Sys., Inc. v. Heidenthal, 826 F.2d 915, 917-18 (9th Cir. 
1987).
 
The majority of the Eitel factors support default judgment 
in this case.
 

1. Possibility of Prejudice
The first Eitel factor considers whether the plaintiff will 
suffer prejudice if default judgment is not entered. Eitel, 
782 F.2d at 1471. If NexRep is left without remedy if 
default judgment is denied, this factor weighs in favor of 
default judgment. See e.g., Allegro Consultants, Inc. v. 
Wellington Techs., Inc., No. 13-cv-02204-BLF, 2016 WL 
1623941, at *2 (N.D. Cal. Apr. 25, 2016) (finding 
possibility of prejudice weighed in favor of default 
judgment because plaintiff would lose the ability to 
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recoup unpaid balance in breach of contract action). Here, 
like Allegro, NexRep’s only recourse is default judgment 
because Jawbone has failed to respond to the complaint.
 
Thus, the first factor weighs in favor of default judgment.
 

2. Merits of Plaintiff’s Substantive Claims/Sufficiency 
of the Complaint

The second and third Eitel factors address the merits and 
sufficiency of NexRep’s claims as pleaded in the 
complaint. Courts often analyze these two factors 
together. See Dr. JKL Ltd. v. HPC IT Educ. Ctr., 749 F. 
Supp 2d 1038, 1048 (N.D. Cal. 2010). In analyzing the 
second and third Eitel factors, the Court accepts as true all 
well-pleaded allegations regarding liability. See Fair 
Hous. of Marin v. Combs, 285 F.3d 899, 906 (9th Cir. 
2002)(internal citation omitted).
 

a. What Law Applies to Plaintiff’s Claims
Before addressing the merits of NexRep’s claims, the 
Court must determine what law applies to NexRep’s 
claims. The parties’ contract contains a choice-of-law 
provision indicating that New York law applies. (Dkt. No. 
16-2 ¶ 17.) In its motion for default judgment, NexRep 
relies on New York law for all causes of action and relief 
sought. (Dkt. No. 16 at 7-9.)
 
Federal courts sitting in diversity look to the law of the 
forum state when making choice of law determinations. 
See Fields v. Legacy Health Sys., 413 F. 3d 943, 950 (9th 
Cir. 2005)(internal citation omitted). In determining 
whether a choice of law provision is enforceable, a court 
must first determine “whether the chosen state has a 
substantial relationship to the parties or their transaction, 
or ... whether there is any other reasonable basis for the 
parties’ choice of law.” Nedlloyd Lines B.V. v. Super. Ct., 
3 Cal. 4th 459, 466 (1992). If neither test is met, the 
inquiry ends and the Court is not required to enforce the 
parties’ choice of law. Id.
 
A substantial relationship between the chosen state and 
the contracting parties exists if “one of the parties is 
domiciled in the chosen state.” Id. at 467 (internal citation 
omitted). Further, “if one of the parties resides in the 
chosen state, the parties have a reasonable basis for 
selecting that state.” Id.; see also In re Marriage of 
Crosby & Grooms, 116 Cal. App. 4th 201, 211 (Cal. Ct. 

App. 2004) (holding there was no reasonable basis for 
choosing Idaho law when neither party resided in the 
state). Neither a substantial relationship nor reasonable 
basis exists for selecting New York Law because neither 
party resides or is domiciled in New York. (Dkt. No. 16-2 
¶¶ 2-3.) In addition to the lack of residence and domicile, 
the record does not contain any information to support a 
reasonable basis for selecting New York law. The 
complaint does not allege any contractual negotiations 
occurred in New York, none of the facts alleged in the 
instant motion are connected to New York, and the choice 
of law section of the MSA is the only place where New 
York is mentioned.
 
*4 Because no substantial relationship or reasonable basis 
exists, the parties’ choice of law is unenforceable. 
Accordingly, the Court will apply California law to 
NexRep’s claims.
 

b. Breach of Contract
Under California law, the elements of a breach of contract 
claim are: “(1) the existence of the contract, (2) plaintiff’s 
performance or excuse for nonperformance, (3) 
defendant’s breach and (4) the resulting damages to the 
plaintiff.” Oasis West Realty, LLC v. Goldman, 51 Cal. 
4th 811, 821 (2011) (internal citation omitted.).
 
Here, accepting the complaint’s allegations as true, the 
parties entered into a valid, enforceable contract where 
NexRep agreed to provide technical support to Jawbone’s 
customers for a three year period, and Jawbone agreed to 
pay. (Dkt. No. 16-2 ¶ 5.) NexRep honored this contract, 
but discontinued services because Jawbone breached the 
contract by failing to pay—amounting to an outstanding 
balance of $782,725. (Dkt. No. 16-2 at 59.) These 
allegations are legally sufficient to entitle NexRep to 
judgment against Jawbone on the breach of contract 
claim. See Paramount Citrus Co-op., Inc. v. H & M 
Produce Inc., No. 1:08-cv-01210-AWI-SMS, 2008 WL 
4716764, at *5 (E.D. Cal. Oct. 24, 2008) (internal 
citations omitted).
 

c. Unjust Enrichment
Generally, unjust enrichment applies only in the absence 
of an adequate remedy at law. See Paracor Fin., Inc. v. 
Gen. Elec. Capital Corp., 96 F.3d 1151, 1167 (9th Cir. 
1996). If two parties possess a valid and enforceable 
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written contract, the plaintiff is not typically permitted to 
proceed on a claim in quasi-contract. See Cal. Med. Ass’n, 
Inc. v. Aetna U.S. Healthcare of Cal., Inc., 94 Cal. App. 
4th 151, 172 (2001); see also Pinel v. Aurora Loan Servs., 
LLC, 814 F. Supp. 2d 930, 944 (N.D. Cal. 2011). NexRep 
and Jawbone entered into a valid and enforceable 
contract, so NexRep cannot prevail on a claim of unjust 
enrichment as a stand-alone cause of action. Accordingly, 
NexRep is not entitled to default judgment on its unjust 
enrichment claim and that claim should instead be 
dismissed so final judgment may be entered. See 
Rasmussen v. Dublin Rarities, No. 14-1534 PJH, 2015 
WL 1133189, at *11 (N.D. Cal. Feb. 27, 2015); see also 
Levine v. Blue Shield of Cal., 189 Cal. App. 4th 1117, 
1138 (2010) (concluding trial court properly sustained 
dismissal of unjust enrichment claim as independent 
cause of action).
 
Thus, these factors weigh in favor of granting default 
judgment on the breach of contract claim but not the 
unjust enrichment claim.
 

3. Amount of Money at Stake
The fourth Eitel factor balances the amount of money at 
stake in the claim with the seriousness of the defendant’s 
conduct. PepsiCo, Inc. v. Cal. Sec. Cans, 238 F. Supp. 2d 
1172, 1176 (C.D. Cal. 2002). “When the money at stake 
is substantial, default judgment is discouraged.” Bd. of 
Trs. v. Core Concrete Constr., Inc., No. 11-02532 LB, 
2012 WL 380304, at *4 (N.D. Cal. Jan. 17, 2012) 
(internal citation omitted). However, when “the sum of 
money at stake is tailored to the specific misconduct of 
the defendant, default judgment may be appropriate.” Id. 
(internal citation omitted). In determining whether the 
amount at stake is reasonable, courts consider a plaintiff’s 
declarations, calculations, and other documentation of 
damages. Truong Giang Corp. v. Twinstar Tea Corp., No. 
06-cv-03594 JSW, 2007 WL 1545173, at *12 (N.D. Cal. 
May 29, 2007)(internal citation omitted).
 
*5 NexRep requests money damages in the amount of 
$782,725, which represents the value of the services 
NexRep performed that Jawbone did not pay. NexRep 
also seeks prejudgment interest, and $5,440 in attorneys’ 
fees and costs. The amount at stake, though significant, 
appears reasonably proportionate to the harm caused by 
Jawbone’s breach. See Canadian Nat’l Ry. Co. v. Phoenix 
Logistics, Inc., No. 11-cv-04589 EMC, 2012 WL 
1376978, at *2 (N.D. Cal. Apr. 19, 2012) (finding default 
warranted where plaintiff’s damages were “limited to the 
damages that would be reasonably expected to put 

Plaintiff in the same position had Defendant fulfilled its 
contractual obligations.”). And indeed, other courts in this 
District have awarded more than NexRep requests in 
breach of contract cases on default judgment. See Mitsui 
O.S.K. Lines, Ltd. v. CB Freight Int’l, Inc., No. 
4:16-cv-05002-KAW, 2016 WL 7650677, at *8 (N.D. 
Cal. Dec. 16, 2016) (awarding $1,056,854 in damages for 
breach of contract). NexRep’s request is reasonable, 
supported by declaration, documentation, and flows 
directly from Jawbone’s breach of contract. This factor 
weighs in favor of default judgment.
 

4. Possibility of Dispute Involving Material Facts
The fifth Eitel factor considers the possibility that 
material facts may be in dispute. Eitel, 782 F.2d at 
1471-72. Where, as here, a plaintiff has filed a 
well-pleaded complaint alleging the elements necessary to 
establish its claims, and the Clerk has entered default 
upon defendant’s failure to answer, a court may find the 
possibility of a dispute as to material facts is unlikely. See 
Capitol Records v. Barrera, No. 06-07212-JSW, 2007 
WL 1113949, at *3 (N.D. Cal. Apr. 13, 2007); Elektra 
Entm’t Grp., Inc. v. Crawford, 226 F.R.D. 388, 393 (C.D. 
Cal. 2005). NexRep properly served Jawbone’s chief 
executive officer, but Jawbone failed to appear and 
respond to the complaint, and the Clerk entered default 
accordingly. NexRep’s well-pleaded allegations, accepted 
as true, sufficiently allege a breach of contract. TeleVideo 
Sys., 826 F.2d at 917-18. The record reflects Jawbone’s 
silence despite opportunities to respond, so there is little 
possibility of a dispute of material facts. Therefore, this 
factor weighs in favor of default judgment.
 

5. Excusable Neglect
The sixth Eitel factor considers whether the defendant’s 
default may have been due to excusable neglect. Eitel, 
782 F.2d at 1471. Jawbone was properly served on 
December 1, 2016. Despite awareness of the lawsuit, 
Jawbone has not appeared in this matter, and nothing in 
the record suggests failure to appear is based on excusable 
neglect. See Shanghai Automation Instrument Co., Ltd. v. 
Kuei, 194 F. Supp. 2d 995, 1005 (N.D. Cal. 2001).
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6. Policy Favoring Decision on the Merits
Finally, the seventh Eitel factor reflects the policy that 
generally disfavors default judgments because “cases 
should be decided upon their merits whenever reasonably 
possible.” Eitel, 782 F. 2d at 1471-72. “However, the 
mere existence of [Rule] 55(b) indicates that this 
preference, standing alone, is not dispositive.” PepsiCo, 
238 F. Supp. 2d at 1177. Although this factor weighs 
against default, it is not alone dispositive nor does it 
weigh against granting default given the impossibility of 
deciding a case on its merits when defendant fails to 
answer. See Willamette Green Innovation Ctr., LLC v. 
Quartis Capital Partners, No. 13-cv-00848-JSC, 2014 
WL 5281039, at *13 (N.D. Cal. Jan. 21, 2014)(internal 
citation omitted).
 
A majority of the Eitel factors support entry of default 
judgment against Jawbone. Accordingly, NexRep is 
entitled to default judgment on the breach of contract 
claim.
 

C. Relief Sought
Having determined that the motion should be granted, the 
Court turns to the matter of the relief to which NexRep is 
entitled. NexRep seeks compensatory damages as well as 
prejudgment interest, attorneys’ fees, and costs. (Dkt. No. 
16 at 9-10.)
 

1. Money Damages
*6 In assessing the appropriate amount of damages on 
default judgment, the Court does not presume the truth of 
any factual allegations related to the amount of damages. 
TeleVideo Sys., 826 F.2d at 917-18. Thus, NexRep is 
required to prove all damages sought in the complaint, 
and the Court must ensure the amount is reasonable and 
demonstrated by the evidence through testimony or 
written affidavit. Fed. R. Civ. P. 55(b); Televideo Sys., 
826 F.2d at 917-18; Bd. of Trs. of the Boilermaker 
Vacation Trust v. Skelly, Inc., 389 F. Supp. 2d 1222, 1226 
(N.D. Cal. 2005); PepsiCo Inc., 238 F. Supp. 2d at 1175 
(internal citation omitted). NexRep requests monetary 
damages in the amount of $782,785.00: Jawbone’s unpaid 
balance for services over a three-month period. In support 
of its request, NexRep submits the declaration of John 
Stewart along with weekly billing statements sent by 
NexRep to Jawbone from June 27, 2016 through 
September 12, 2016. (Dkt. No. 16-9 at 2-13.) Each 

statement includes NexRep’s total billable hours and rate 
of pay, a weekly system maintenance charge, and a total 
weekly amount due. (Id.) Because the record contains 
every invoice NexRep sent to Jawbone for payment 
during the relevant period, which includes a summary for 
why payment is sought, NexRep has sufficiently 
demonstrated damages.
 

2. Prejudgment Interest
NexRep also requests prejudgment interest on $782,725 
since September 12, 2016, the date on which it ceased 
working with Jawbone. Under the MSA, NexRep and 
Jawbone agreed any failure to pay would result in 1% 
interest. (Dkt. No. 16-2 ¶ 5.) Such interest provisions are 
enforceable. See Family Tree Produce, Inc. v. Bautista, 
No. SA CV 13-00364-DOC, 2013 WL 6733576, at *5 
(C.D. Cal. Dec. 13, 2013) (enforcing 1.5% per month 
prejudgment interest rate in contract). Courts may award 
prejudgment interest on contract claims where damages 
are certain or “capable of being made certain by 
calculation.” Cal. Civ. Code § 3287(a). The test for 
determining certainty under Section 3287(a) is whether 
“the defendant actually knows the amount owed or could 
have computed the amount from reasonably available 
information.” Children’s Hosp. & Med. Ctr. v. Bonta, 97 
Cal. App. 4th 740, 774 (2002). Here, Jawbone’s absence 
makes attributing knowledge difficult. However, the 
record establishes that NexRep sent weekly invoices to 
Jawbone, so the amount could be computed from 
reasonably available information. Therefore, NexRep’s 
claims are certain, and pre-judgment interest in the 
amount of $3,678.81 is appropriate. Accordingly, NexRep 
is entitled to a total of $786,403.81 including damages 
and prejudgment interest.
 

3. Attorneys’ Fees and Costs
Under California law, reasonable attorney’s fees and costs 
are available to the prevailing party in a contract action if 
the contract specifically provides for such an award. Cal. 
Civ. Code § 1717; see also Kona Enters., Inc. v. Estate of 
Bishop, 229 F.3d 877, 883 (9th Cir. 2000) (“A federal 
court sitting in diversity applies the law of the forum state 
regarding an award of attorneys’ fees.”) The MSA 
contains an attorneys’ fee provision, which reads: “In any 
action or proceeding to enforce rights under this 
Agreement, the prevailing party shall be entitled to 
recover in addition to any other costs or damages 
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awarded, all costs of litigation, including, but limited to 
expert witness’ fees and attorney’s fees.” (Dkt. No. 16-2 ¶ 
18.) Accordingly, NexRep is entitled to reasonable 
attorneys’ fees.
 

a. Attorneys’ Fees

NexRep seeks $5440 in costs and attorneys’ fees. (Dkt. 
No. 16 at 10.) “[A] court assessing attorneys[’] fees 
begins with a touchstone or lodestar figure, based on the 
careful compilation of the time spent and reasonable 
hourly compensation of each attorney ... involved in the 
presentation of the case.” Ketchum v. Moses, 24 Cal. 4th 
1122, 1131-32 (2001) (internal citation omitted).
 
In determining the reasonable hourly rate, the district 
court should be guided by “the rate prevailing in the 
community for similar work performed by attorneys of 
comparable skill, experience, and reputation.” Chalmers 
v. City of Los Angeles, 796 F.2d 1205, 1210-11 (9th Cir. 
1986), amended on other grounds by 808 F.2d 1373 (9th 
Cir. 1987). The relevant community for purposes of 
determining the prevailing market rate is generally the 
“forum in which the district court sits.” Camacho v. 
Bridgeport Fin. Inc., 523 F.3d 973, 979 (9th Cir. 2008) 
(internal citation omitted). In terms of reasonable amount 
of time spent, courts should only award fees based on “the 
number of hours reasonably expended on the litigation” 
and should exclude “hours that are excessive, redundant, 
or otherwise unnecessary.” Hensley v. Eckerhart, 461 
U.S. 424, 433 (1983). “There is no precise rule or formula 
for making these determinations [,]” and “[t]he court 
necessarily has discretion in making this equitable 
judgment.” Id. at 436-37.
 

i. Reasonable Hourly Rate
*7 The first step in the lodestar analysis requires the court 
to determine a reasonable hourly rate for the fee 
applicant’s services. This determination involves 
examining the “rate prevailing in the community for 
similar work performed by attorneys of comparable skill, 
experience, and reputation.” Cotton v. City of Eureka, 889 
F. Supp. 2d 1154, 1161 (N.D. Cal. 2012) (internal citation 
omitted); see also Camacho, 825 F.3d at 979. The 
“relevant community” for the purposes of the instant 
application is the Northern District of California. See 
Barjon v. Dalton, 132 F. 3d 496, 500 (9th Cir. 1997). 
“The fee applicant has the burden of producing 

satisfactory evidence ... that the requested rates are in line 
with those prevailing in the community[.]” Jordan v. 
Multnomah Cnty., 815 F.2d 1258, 1263 (9th Cir. 1987) 
(internal citation omitted). In addition to affidavits from 
the fee applicant himself, other evidence of the prevailing 
market rate may include affidavits from other area 
attorneys or examples of rates awarded to counsel in 
previous cases. See Cotton, 889 F. Supp. 2d at 1167 
(internal citations omitted). However, the actual rate that 
the fee applicant charged is not evidence of the prevailing 
market rate. Id. (internal citation omitted).
 
NexRep seeks a fee award based on a rate of $450 per 
hour for attorneys Randolph Gaw and Joshua Ko. (Dkt. 
No. 16-1 ¶ 11.) Mr. Gaw has practiced law for 15 years 
and has previously received attorney fee awards ranging 
from $400-$1000 per hour. (Id.) Mr. Ko has practiced for 
12 years and has experience as general counsel in addition 
to his litigation experience. (Id.) While NexRep has not 
submitted any evidence relating to the prevailing rates in 
this District for attorneys’ fees, other courts in this 
District have determined an hourly rate of $450 was 
reasonable in a similar case where counsel possessed less 
experience. See US Foods, Inc. v. Lalla Holding Corp, 
No. 13-cv-02328-HRL, 2014 WL 4809073, at *2-3 (N.D. 
Cal. Oct. 15, 2014)(finding $450 per hour fee reasonable 
in a default judgment action arising from breach of 
contract where attorney possessed seven years of 
experience). Based on fees awarded in comparable actions 
in this District and a review of the Ko Declaration, the 
Court concludes the requested hourly rate of $450 is 
reasonable.
 

b. Reasonableness of Time Spent

The second lodestar factor concerns the reasonable 
number of hours counsel spent prosecuting the case. If the 
requested number of hours is greater than the number of 
hours reasonable competent counsel would have billed, 
then the court should reduce the requested number of 
hours accordingly. Hensley, 461 U.S. at 434 (internal 
citation omitted).
 
During the life of this litigation, NexRep’s counsel billed 
11.2 hours. (Dkt. No. 16-1 ¶ 13.) Mr. Gaw spent 2.9 hours 
on this case in drafting the complaint, attending to service 
of process, drafting the request for entry of default, and 
drafting the motion for default judgment. (Id.) Mr. Ko 
devoted 8.3 hours to drafting the complaint and the 
motion for entry of default judgment and its supporting 
papers. In a similar default judgment case involving 
failure to pay, a court within this district determined 53 
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hours of work was reasonable because counsel provided 
sufficient detail of time spent. McMillan Data Comm. Inc. 
v. AmeriCom Auto. Serv. Inc., No. 14-cv-03127-JD, 2015 
WL 4380965, at *12 (N.D. Cal. Jul. 16, 2015). Although 
NexRep did not provide detailed accounting of time 
spent, 11.2 hours’ work on a default judgment matter does 
not appear excessive or unreasonable.
 

4. Costs
NexRep seeks $400 recoup the cost of filing fees. (Dkt. 
No. 16-1 ¶ 14.) Under the Federal Rules, the prevailing 
party in an action is generally entitled to recover certain 
costs, unless “a court order provides otherwise.” Fed. R. 
Civ. P. 54(d) (1). Civil Local Rule 54-3(a) (1) provides 
that an award of the clerks filing fee is “allowable if paid 
by claimant.” Vectren Communications Services v. City of 
Alameda, No. C 08-3137 SI, 2014 WL 3612754, at *2 
(N.D. Cal. Jul. 22, 2014) (awarding prevailing party $455 
for filing fee). The record reflects that NexRep paid a 
filing fee, so recovery of $400 is appropriate.
 

CONCLUSION

*8 For the foregoing reasons, this case should be 
REASSIGNED to a district judge and the Court 
RECOMMENDS GRANTING the motion for default 
judgment. The Court further recommends NexRep be 
awarded actual damages and prejudgment interest in the 
amount of $786,325.54, attorneys’ fees in the amount of 
$5,040, and $400 in costs.
 
Plaintiff shall serve a copy of this Report and 
Recommendation on Jawbone within three business days 
from the filing and date of this report and 
recommendation and shall file a proof of service with the 
Court.
 
Any party may file objections to this report and 
recommendation with the district court judge within 14 
days after being served with a copy. See 28 U.S.C. § 
636(b)(1)(B); Fed. R. Civ. P. 72(b); Civ. L. R. 72-3. 
Failure to file objections within the specified time may 
waive the right to appeal the District Court’s ultimate 
order.
 
IT IS SO ORDERED.
 

All Citations

Not Reported in Fed. Supp., 2017 WL 1356345

Footnotes

1 Record citations are to material in the Electronic Case File (“ECF”); pinpoint citations are to the ECF-generated page numbers at 
the top of the documents.
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PROCEEDINGS (IN CHAMBERS): ORDER 
GRANTING IN PART DENYING IN PART 
DEFENDANT’S MOTION TO DISMISS AND 
DEFENDANT’S MOTION TO STRIKE [19, 20]

THE HONORABLE DAVID O. CARTER, JUDGE

*1 Before the Court are Defendant’s Motion to Dismiss 
Plaintiff’s First Amended Complaint (“Motion to 
Dismiss”) and Defendant’s Motion to Strike Plaintiff’s 
First Amended Complaint (“Motion to Strike”) (Dkts. 19, 
20). The Court finds this matter appropriate for resolution 
without oral argument. Fed. R. Civ. P. 78; L.R. 7-15.
 

I. Background
The following facts are largely drawn from Plaintiff’s 
First Amended Complaint (“FAC”) (Dkt. 18).

 
Plaintiff Jeneane Ottman (“Plaintiff” or “Ottman”) is a 
high school teacher with the Huntington Beach Union 
School District (“HBUSD”). FAC ¶¶ 1, 10. Through her 
employer, Plaintiff was covered under the terms of a 
group long term disability insurance policy (“Policy”) 
issued by Anthem Life Insurance Company (“Defendant” 
or “Anthem”). Id. ¶ 1. Anthem is incorporated under the 
laws of Indiana and has its principal place of business in 
Georgia. Id.
 
The Policy issued to the HBUSD included an 
introduction. The introduction states, “[t]he Policy was 
issued in the state of Ohio. Its laws and rules will govern 
in resolving any questions about the Policy, except to the 
extent that the Policy may be governed by the Employee 
Retirement Income Security Act of 1974, as amended 
(ERISA).”1

 
During the course of her employment, Plaintiff began 
experiencing a variety of health issues that impacted her 
ability to work, including memory problems and low 
energy. Id. ¶ 9. Plaintiff discovered that she had 
congenital aortic stenosis and that she was in need of 
heart surgery. Id. On or about November 29, 2013, 
Plaintiff underwent an aortic valve replacement. Id.
 
Ottman never fully recovered from this procedure. Id. 
After the surgery, Plaintiff struggled with attention, 
concentration, and memory problems; she experienced 
difficulty processing visual details; and she suffered from 
disabling fatigue. Id. These symptoms rendered Plaintiff 
substantially unable to perform her duties as a high school 
teacher. Id. Further, as a result of these symptoms, 
Ottman requires regular medical care and has lost more 
than 40% of her earnings. Id. ¶ 10.
 
Believing she was entitled to benefits under the Policy, 
Ottman submitted a long term disability claim to Anthem. 
Id. ¶ 11. Anthem denied the claim. Id. ¶ 12. On August 
13, 2014, Anthem sent a letter to Plaintiff informing her 
of its finding that she was not disabled under the terms of 
the Policy. Id.
 
Plaintiff now alleges that Anthem failed to even 
investigate or evaluate Plaintiff’s disabling condition, in 
violation of the terms of the Policy. Id. 11. Plaintiff’s 
operative complaint, the First Amended Complaint, 
alleges two claims: (1) breach of contract, and (2) breach 
of the implied covenant of good faith and fair dealing. See 
generally FAC.
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II. Legal Standard

A. Motion to Dismiss
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-pleaded factual allegations and construes 
all factual inferences in the light most favorable to the 
plaintiff. See 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.
 
*2 In evaluating a Rule 12(b)(6) motion, review is 
ordinarily limited to the contents of the complaint and 
material properly submitted with the complaint. Van 
Buskirk v. Cable News Network, Inc., 284 F.3d 977, 980 
(9th Cir. 2002); Hal Roach Studios, Inc. v. Richard Feiner 
& Co., Inc., 896 F.2d 1542, 1555 n.19 (9th Cir. 1990). 
Under the incorporation by reference doctrine, the court 
may also consider 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 on other grounds by 307 F.3d 1119, 1121 (9th 
Cir. 2002). The court may treat such a document as “part 
of the complaint, and thus may assume that its contents 
are true for purposes of a motion to dismiss under Rule 
12(b)(6).” United States v. Ritchie, 342 F.3d 903, 908 (9th 
Cir. 2003).
 
Additionally, the court may take judicial notice of certain 
items without converting the motion to dismiss into one 
for summary judgment. Barron v. Reich, 13 F.3d 1370, 
1377 (9th Cir. 1994). For instance, the court may take 
judicial notice of facts “not subject to reasonable dispute” 
because they are either: “(1) [ ] generally known within 
the trial court’s territorial jurisdiction; or (2) can be 
accurately and readily determined from sources whose 
accuracy cannot reasonably be questioned.” Fed. R. Evid. 

201; see also Harris v. Cnty. of Orange, 682 F.3d 1126, 
1132 (9th Cir. 2012) (noting that the court may take 
judicial notice of “undisputed matters of public record,” 
including “documents on file in federal or state courts,” as 
well as “documents not attached to a complaint ... if no 
party questions their authenticity and the complaint relies 
on those documents”).
 
Dismissal with leave to amend should be freely given 
“when justice so requires.” Fed. R. Civ. P. 15(a)(2). This 
policy is applied with “extreme liberality.” Morongo 
Band of Mission Indians v. Rose, 893 F.2d 1074, 1079 
(9th Cir. 1990); 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). 
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).
 

III. Analysis

A. Choice of Law Standard
The presence of a choice of law provision in the Policy 
requires the Court to first determine which state’s 
substantive law to apply before it resolves Defendant’s 
motions. Defendant argues the Court should enforce the 
Policy’s choice of law provision, which designates Ohio 
law as the governing law. Plaintiff responds that the 
choice of law provision is unenforceable.
 
The first question is what state’s choice of law rules to 
apply. “When a federal court sits in diversity,” as is the 
case here, “it must look to the forum state’s choice of law 
rules to determine the controlling substantive law.” Patton 
v. Cox, 276 F.3d 493, 495 (9th Cir. 2002). Thus, 
California’s choices of law rules apply to the present 
matter.
 
When an agreement contains a choice of law provision, 
California courts use the multi-part test outlined in § 
187(2) of the Restatement (Second) of Conflict of Laws 
to determine whether the provision is valid and 
enforceable. Hoffman v. Citibank (South Dakota), N.A., 
546 F.3d 1078, 1082 (9th Cir. 2008); Nedlloyd Lines B.V. 
v. Superior Court, 3 Cal. 4th 459, 465 (1992). First, the 
court must “determine either: (1) whether the chosen state 
has a substantial relationship to the parties or their 
transaction, or (2) whether there is any other reasonable 
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basis for the parties’ choice of law.” Nedlloyd Lines B.V. 
v. Superior Court, 3 Cal. 4th 459, 466 (1992). The 
proponent of the choice of law provision bears the burden 
of meeting either the “substantial relationship,” or 
“reasonable basis” prong. Nedlloyd, 3 Cal. 4th at 466.
 
*3 If either prong is met, the party opposing the choice of 
law provision bears the burden of establishing that the 
chosen state’s law is “contrary to a fundamental policy of 
California.” Id. If the chosen state’s law is consistent with 
California policy, the court will enforce the provision. Id. 
If, however, there is a fundamental conflict, the court 
must then decide whether California has a “materially 
greater interest than the chosen state in the determination 
of the particular issue.” Id.
 
The Court will now apply California’s Restatement test to 
the present facts.
 

1. Substantial Relationship

Defendant does not directly address whether there is 
substantial relationship between Ohio law and the parties 
in the case. Ottman is a citizen of California, FAC ¶ 4, 
and Anthem is neither incorporated in Ohio nor does it 
have its principal place of business there, Id. ¶ 3. Thus, 
neither party “satisfies the substantial relationship test as 
it is usually applied.” See JMP Secs. LLP v. Altair 
Nanotechnologies Inc., 2012 WL 892157, at *5 (N.D. 
Cal. Mar. 14, 2012).
 

2. Reasonable Basis

The majority of cases applying California’s Restatement 
test do not reach the “reasonable basis” inquiry because 
corporations usually choose the law of either their state of 
incorporation or their place of principal place of business. 
See, e.g., Nat’l Seating & Mobility, Inc. v. Parry, 2012 
WL 2911923, *5 (N.D. Cal. July 16, 2013); ABF Capital 
Corp. v. Grove Prop. Co., 126 Cal. App. 4th 204, 217 
(2005) (finding a “substantial relationship” with New 
York law because the corporation’s principal place of 
business was in New York).
 
But since the Court has determined that Ohio does not 
have a substantial relationship to the parties, the Court 
must consider whether there is a “reasonable basis” for 
the parties’ choice of law provision. 1-800-Got Junk? 
LLC v. Superior Court, 189 Cal. App. 4th 500, 504 

(2010). The courts that have reached this prong have not 
established hard and fast rules but rather have considered 
a variety of factors.
 
For example, courts have analyzed whether defendants 
who operate across the country have selected the same 
choice of law provision in all their contracts. In 1-800 
Junk, the California appellate court determined that even 
though neither party was a citizen of Washington, there 
was a reasonable basis for selecting Washington law in 
the choice of law provision because “a multi-state 
franchisor has an interest in having its franchise 
agreements governed by one body of law.” Id. at 515. In 
that case, the defendant-franchisor met its burden of 
showing that Washington law was uniformly applied in 
the company’s franchise agreements across the country. 
Id.; see also id. at 509 (noting that defendant’s supplied 
evidence that all of the recent franchise agreements 
contained the same Washington choice of law provision). 
In applying the rule from 1-800 Junk, the Ubaldi rejected 
choice of law provisions when the defendant fails to 
produce evidence that its choice of law provisions apply 
throughout the country. See Ubaldi v. SLM Co., 2013 WL 
4015776, *7 (N.D. Cal. Feb. 13, 2012) (distinguishing 
1-800 Junk because “[d]efendants here have not met their 
burden of showing that the use of Oklahoma law with 
respect to Stillwater established that Oklahoma law 
applied to all of Sallie Mae’s loans nationwide.”).
 
Other courts have found a reasonable basis for choice of 
law provisions when two parties specifically consent to a 
forum selection clause and a choice of law provision. In 
JMP Securities, two corporate entities negotiated and 
consented to an agreement that contained a forum 
selection clause applying New York substantive law and 
exclusive venue in either San Francisco or New York. 
JMP Secs., 2012 WL 892157, at *5 (N.D. Cal. Mar. 14, 
2012). The Court determined that “[a]pplying New York 
substantive law serves to protect the parties’ legitimate 
expectation[s]....” Id.
 
*4 Here, Defendant argues that since the “Policy was 
issued in Ohio,” there is a reasonable basis for applying 
Ohio law. Mot. to Dismiss at 4-5. Defendant does not 
provide any specific details on what it means for the 
Policy to be issued in Ohio.
 
In response, Plaintiff argues that Ohio has no relation to 
the parties’ dispute. Opp’n Mot. to Dismiss at 4. 
Specifically, Plaintiff notes that neither party is a citizen 
of Ohio, and that her employer “operates only in 
California, has employees only in California, [and] 
received the Policy in California....” Opp’n Mot. to 
Dismiss at 4, 5.
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On the record before the Court, Defendant has not met its 
burden of demonstrating a reasonable basis for selecting 
Ohio law. First, Defendant has not offered any evidence 
to show that Ohio law provides a uniform national 
standard to govern Defendant’s insurance policies. Like in 
Ubaldi, the Defendant here has not met its burden of 
showing that its inclusion of the Ohio choice of law 
provision was part of an effort to apply Ohio law to all of 
its insurance contracts nationwide. Defendant’s general 
allegation that the “Policy was issued in Ohio” is 
insufficient, by itself, to establish a reasonable basis.
 
Further, this case is distinguishable from JMP Securities. 
In that case, two corporate entities specifically negotiated 
to include both a forum selection clause and a choice of 
law provision in their contract. Here, by contrast, Plaintiff 
did not engage in direct negotiations with Anthem over 
the choice of law provision; rather, she accepted the 
Policy through a group plan with her employer. Thus, the 
Court does not find the Restatement’s reasonable basis 
test met simply because the Policy included an Ohio 
choice of law provision.
 
In its Motion to Dismiss, Defendant also cites to Cal. Civ. 
Code § 1646 and a California appellate case in support of 
its argument that the selection of Ohio law was 
reasonable. Mot. to Dismiss at 6. However, these legal 
authorities are inapposite. California Civil Code § 1646 
states, “A contract is to be interpreted according to the 
law and usage of the place where it is to be performed; or, 
if it does not indicate a place of performance, according to 
the law and usage of the place where it is made.” This 
provision appears to work against Defendant, since the 
contract was to be performed in California. Further, 
Defendant’s reliance on the 1942 case Fritz v. Metro. Life 
Ins. Co., 50 Cal. App. 2d 622, is misguided, as it long 
predates California’s current choice of law test.
 
Finally, Defendant has not provided sufficient evidence to 
the Court to establish a reasonable basis for selecting 
Ohio law. Defendant has merely stated the Policy was 
“issued” in Ohio, without providing any indication of 
what that entails. Further, as part of its Reply, Defendant 
asks the Court to take judicial notice of the Ohio mailing 
address included on a Group Insurance Policy document 
provided to the Huntington Beach Union School District. 
Reply Mot. to Dismiss at 7; Ex. B at 1. But even if the 
Court was to take judicial notice of this fact, the analysis 
does not change. The document simply lists the P.O. Box 
address for Anthem’s administrative office. See Reply 
Mot. to Dismiss Ex. B at 1. The presence of an 
administrative office in Ohio, with little more, is 
insufficient to establish a reasonable basis for the Ohio 

choice of law provision.2

 
*5 In short, Defendant has not provided the Court with 
adequate information—and therefore has not met its 
burden—of establishing a reasonable basis for choosing 
Ohio law to govern an insurance dispute involving a 
Policy for a California school district and a California 
resident and employee, especially considering that 
Defendant is incorporated in Indiana and has its principal 
place of business in Georgia. Therefore, the Court need 
not address whether Ohio law is contrary to a 
fundamental policy of California or which state has the 
greater interest in the issues in this case.
 
Based on the evidence presented by Defendant, the Court 
determines that the Ohio choice of law provision is 
unenforceable, and therefore the Court will apply 
California law to this matter.
 

B. Plaintiff’s Bad Faith Claim
Defendant asserts that Plaintiff failed to adequately plead 
facts to support her bad faith claim.
 
Under California law, all insurance contracts contain an 
implied covenant of good faith and fair dealing. Adams v. 
Allstate Ins. Co., 187 F. Supp. 2d 1219, 1226 (C.D. Cal. 
2002); Egan v. Mut. of Omaha Ins. Co., 24 Cal. 3d 809, 
818 (1979). A claim for breach of this implied covenant 
in an insurance contract is characterized as insurance bad 
faith, for which a plaintiff may recover tort damages. 
Adams, 187 F. Supp. 2d at 1226. “[T]he ultimate test of 
[bad faith] liability ... is whether the refusal to pay policy 
benefits [or the alleged delay in paying] was 
unreasonable.” Chateau Chamberay Homeowners Ass’n 
v. Associated Int’l Ins. Co., 90 Cal. App. 4th 335, 346 
(2001), as modified on denial of reh’g (July 30, 2001) 
(alterations in original) (quoting Opsal v. United Ser. 
Auto. Ass’n., 2 Cal. App. 4th 1197, 1205 (1991); Gourley 
v. State Farm Mut. Auto. Ins. Co., 53 Cal. 3d 121, 127 
(1991)).
 
In order to establish a claim for breach of the implied 
covenant, Plaintiffs must show that: (1) benefits due 
under the policy have been withheld; and (2) the reason 
for withholding benefits was unreasonable or without 
proper cause. Love v. Fire Ins. Exch., 221 Cal. App. 3d 
1136, 1151 (1990).
 
Here, Plaintiffs clearly alleged she was denied benefits. 
FAC ¶ 12. Thus, the only issue is whether Plaintiff has 
adequately pleaded that the withholding of these benefits 
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was unreasonable. In the FAC, Plaintiff alleges that 
“Anthem failed to investigate or evaluate Plaintiff’s 
disabling cognitive impairment, disabling fatigue, and 
disabling stress intolerance.” Id. ¶¶ 12, 13.
 
Courts have explicitly found that an insurer’s failure to 
investigate can support a bad faith claim:

The insurer’s duty to protect the insured’s interests 
obligates it to investigate a claim thoroughly. Among 
the most critical factors bearing on the insurer’s good 
faith is the adequacy of its investigation of the claim. 
[T]he covenant of good faith and fair dealing implied in 
all insurance agreements entails a duty to investigate 
properly submitted claim.

Harbison v. Am. Motorists Ins. Co., 636 F. Supp. 2d 1030, 
1041 (citing Shade Foods, Inc. v. Innovative Prods. Sales 
Mktg., Inc., 78 Cal. App. 4th 847, 879-80 (2000)).
 
Taking Plaintiff’s complaint as true as this stage in the 
litigation, its allegations are sufficient to state a claim for 
bad faith.
 
Therefore, Plaintiff has adequately pleaded facts to 
support its bad faith claim. Accordingly, Defendant’s 
Motion to Dismiss is DENIED as to Plaintiff’s bad faith 
claim.
 

C. Defendant’s Motion to Strike
Defendant also moves to strike portions of the FAC 
concerning punitive damages and attorney’s fees. 
Specifically, Defendants argues that: (1) Plaintiff did not 
plead punitive damages with sufficient particularity; (2) 
Plaintiff is not entitled to treble damages as a matter of 
law; and (3) Plaintiff cannot plead sufficient facts to 
recover attorney’s fees as a matter of law. See generally 
Mot. to Strike. However, in the Ninth Circuit, “Rule 12(f) 
does not authorize district courts to strike claims for 
damages on the ground that such claims are precluded as 
a matter of law.” Whittlestone, 618 F.3d at 974-75. 
Defendants are attempting to strike claims for damages on 
the grounds that the claims are precluded as matter of law. 
This is procedurally improper, as the argument should be 
considered via a Rule 12(b)(6) motion. Id.
 

1. Punitive Damages

*6 Plaintiff seeks punitive damages in connection with 

her bad faith claim. Because an “action for bad faith 
sounds in tort, the general rules of tort damages apply.” 
Amadeo v. Principal Mut. Life Ins. Co., 290 F.3d 1152, 
1164 (9th Cir. 2002) (citation omitted). Under California 
law, punitive damages are available if “in addition to 
proving a breach of the implied covenant of good faith 
and fair dealing proximately causing actual damages, the 
insured proves by clear and convincing evidence that the 
insurance company itself engaged in conduct that is 
oppressive, fraudulent, or malicious.” PPG Indus., Inc. v. 
Transamerica Ins. Co., 20 Cal.4th 310, 319 (1999) (citing 
Cal. Civ. Code § 3924). In this context, malice is defined 
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.” Cal. Civ. Code 
§ 3924(c)(1). Oppression is defined as “despicable 
conduct that subjects a person to cruel and unjust hardship 
in conscious disregard of that person’s rights.” Cal. Civ. 
Code § 3924(c)(2). And fraud means “an intentional 
misrepresentation, deceit, or concealment of a material 
fact known to the defendant....” Cal. Civ. Code § 
3924(c)(3).
 
Here, Plaintiff has not alleged specific facts warranting 
punitive damages. Plaintiff alleges that Defendant 
withheld benefits from Plaintiff; failed to provide a 
prompt and reasonable explanation of the basis for denial; 
improperly informed Plaintiff that her claim was 
governed by the Employee Retirement Income Security 
Act of 1974; unreasonably delayed payments; failed to 
properly investigate Plaintiff’s claim; and compelled 
Plaintiffs to institute litigation to recover amounts due 
under the policy. FAC ¶ 16.
 
Considering these allegations together, and taking them as 
true, they are insufficient to establish that Defendant acted 
oppressively, fraudulently, or maliciously with respect to 
Plaintiff. Indeed, courts have explicitly noted the 
difference between alleging facts sufficient to support a 
bad faith claim, and alleging facts sufficient to support 
punitive damages. In Diamond, for example, the court 
wrote

Even assuming arguendo that defendant CSE [the 
insurance group] failed to thoroughly investigate 
plaintiff’s loss claim and thereby delayed payment on 
that claim, that would merely establish that defendant 
CSE violated the duty of good faith and fair dealing. 
However, a mere violation of the duty of good faith and 
fair dealing is by itself insufficient to support a punitive 
damages claim.

Diamond v. State Farm Mut. Auto. Ins. Co., 2011 WL 
1807331, *25 (E.D. Cal. May 11, 2011).
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While Plaintiff uses the relevant language of malice, 
oppression, and fraud from Cal. Civ. Code § 3924, mere 
recitals of key statutory language is insufficient.
 
Further, Plaintiff’s reliance on Alberts is unavailing. 
Plaintiff argues that Alberts is “particularly instructive” 
because the court found plaintiff’s allegations were 
sufficient to support punitive damages. Opp’n Mot. to 
Strike at 7. However, a careful reading of Alberts actually 
supports Defendant’s position. Originally, the plaintiff in 
Alberts alleged that its insurer “ ‘did not conduct a 
reasonable investigation,’ ” and “ ‘consciously and 
deliberately misrepresented the opinions of Plaintiff’s 
physicians.’ ” Alberts v. Liberty Life Assurance Co. of 
Boston, 65 F. Supp. 3d 790, 796 (N.D. Cal 2014) (citation 
omitted). Judge Seeborg granted the insurer’s first motion 
to dismiss because “these conclusory allegations were 
insufficient to state a plausible claim under § 3294.” Id.
 
Here, Plaintiff’s allegations that Defendant failed to 
investigate and improperly denied her benefits claim are 
indistinguishable from the plaintiff’s conclusory 
allegations in Alberts.
 
Accordingly, the Motion is GRANTED as to Plaintiff’s 
request for punitive damages under Cal. Civ. § 3294. 
Since Plaintiff failed to allege facts sufficient to establish 
punitive damages, she has failed to allege facts sufficient 
for the trebling of punitive damages pursuant to Cal. Civ. 
§ 3345. Thus, the Motion is also GRANTED as to 
Plaintiff’s request for treble punitive damages under Cal. 
Civ. § 3345.
 

2. Attorney’s Fees

*7 Finally, Defendant moves to dismiss Plaintiff’s request 
for attorney’s fees. Defendant argues that Plaintiff has 
insufficiently pleaded her bad faith claim and therefore 
does not have a basis for seeking attorney’s fees. Mot. to 
Strike at 8. However, the Court has already determined 
that Plaintiff has adequately pleaded her bad faith claim. 
Therefore, Plaintiff have sufficiently plead its request for 
attorney’s fees at this stage.
 
Accordingly, the Motion is DENIED as to this Plaintiff’s 
request for attorney’s fees.
 

IV. Disposition
For the reasons set forth above, the Court GRANTS IN 
PART and DENIES IN PART the Motion:

● Defendant’s Motion to Dismiss is DENIED as to 
Plaintiff’s bad faith claim;

● Defendant’s Motion is GRANTED as to Plaintiff’s 
request for punitive damages;

● Defendant’s Motion is DENIED as to Plaintiff’s 
request for attorney’s fees.

 
Plaintiff has leave to file an amended complaint, if 
desired, on or before October 30, 2015.
 
The Clerk shall serve this minute order on the parties.
 

All Citations

Not Reported in Fed. Supp., 2015 WL 12683809

Footnotes

1 Pursuant to FRE 201, the Court takes judicial notice of the Anthem Life “A guide to your benefits.”

2 For the first time in its Reply, Anthem argues that its “main offices” are in Ohio and includes a hyperlink to Anthem’s website to 
support its position. Reply Mot. to Dismiss at 7. But it appears that the Ohio address is for Anthem’s main administrative office, as 
Anthem’s website lists an Indianapolis, Indiana address as its headquarters and an Atlanta, Georgia address for its main life 
insurance claims office. See 
https://www.anthem.com/wps/portal/ahpculdesac?content_path=shared/noapplication/f2/s0/t0/pw_007416.htm&na=aboutanthem
&label=Locations and 
https://www.anthem.com/wps/portal/ahplife?content_path=life/noapplication/f2/s0/t0/pw_ad069689.htm&label=Contact% 20Us.
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Proceedings: (IN CHAMBERS) Plaintiff’s Motion to 
Dismiss, for More Definite Statement, and to Strike (DE 
86)

R. GARY KLAUSNER, UNITED STATES DISTRICT 
JUDGE

I. FACTUAL BACKGROUND
*1 Plaintiff PAE Government Services, Inc. (“PAE”) 
brought suit against Defendant MPRI, Inc. (“MPRI”) 
alleging breach of a subcontract agreement to share work 
under a prime contract with the United States Department 
of Justice (“DOJ”) for its International Criminal 
Investigations Training Assistance Program (“ICITAP”). 
The parties entered into a Teaming Agreement on 

November 16, 2004 to prepare a proposal for the prime 
contract (“the ICITAP contract”). In February 2005, the 
DOJ awarded the ICITAP contract to MPRI. The parties’ 
dispute arises over the meaning of the Teaming 
Agreement, and the existence and terms of any 
subsequent agreement between the parties regarding 
PAE’s work for MPRI on the ICITAP.
 
On April 1, 2008, PAE filed its Third Amended 
Complaint. PAE asserts that after the DOJ awarded the 
ICITAP contract to MPRI, PAE and MPRI reached a 
subcontract agreement (“Subcontract Agreement”) 
regarding logistics field work to be performed by PAE. 
PAE alleges that MPRI breached the Subcontract 
Agreement, and seeks declaratory relief and damages in 
excess of $15 million.
 
On May 1, 2008, MPRI filed an Answer and 
Counterclaim. MPRI asserts that the parties entered into 
negotiations for a written subcontract as contemplated by 
the Teaming Agreement, but that these negotiations broke 
down at the end of 2005. MPRI alleges that the parties 
never agreed on an overall Subcontract Agreement for the 
ICITAP work. Rather, MPRI asserts that PAE performed 
work for the ICITAP contract on a piecemeal basis where 
MPRI would request bids from PAE on logistics work for 
a specific task order. MPRI states that each specific task 
order and related purchase order, invoices and other 
documentation, along with the “General Terms and 
Conditions” of the overall subcontract the parties had 
been negotiating, constituted a discrete individual 
subcontract for PAE’s logistics work.
 
In its Counterclaim, MPRI brings three causes of action. 
First, MPRI alleges that PAE breached its contractual 
obligations under these individual purchase orders and the 
“General Terms and Conditions.” Second, MPRI alleges 
that PAE tortiously interfered with MPRI’s ICITAP 
contract with the DOJ. Third, MPRI alleges that PAE 
tortiously interfered with its prospective economic 
advantage with the federal government. In its prayer for 
judgment, among other things, MPRI requests attorneys’ 
fees with regard to the first cause of action.
 
On June 2, 2008, PAE filed the present motion (A) for a 
more definite statement of the breach of contract 
counterclaim, (B) to dismiss MPRI’s tortious interference 
counterclaims, and (C) to strike the request for attorneys’ 
fees. For the reasons set forth below, the Court denies 
PAE’s Motion for a More Definite Statement, denies 
PAE’s Motion to Dismiss, and grants PAE’s Motion to 
Strike.
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II. JUDICIAL STANDARD

A. 12(e) Motion for a More Definite Statement
Pursuant to Rule 12(e), if a pleading is so vague or 
ambiguous that a party cannot reasonably be required to 
frame a responsive pleading, the party may move for a 
more definite statement. Fed. R. Civ. P. 12(e).
 
*2 A motion for a more definite statement should be 
viewed in conjunction with the pleading standards of Rule 
8, which require only a “short and plain statement of the 
claim showing that the pleader is entitled to relief.” Fed. 
R. Civ. P. 8(a)(2). In light of these minimal pleading 
requirements, motions for a more definite statement are 
viewed with disfavor and are rarely granted. Sagan v. 
Apple Computer, Inc., 874 F. Supp. 1072, 1077 (C.D. Cal. 
1994).
 
Rule 12(e) motions are properly granted only where the 
pleading is so indefinite that the opposing party cannot 
ascertain the nature of the claim being asserted. See id. at 
1077. In particular, where the information sought by the 
moving party is available through discovery, the motion 
should be denied. Famolare, Inc. v. Edison Bros. Stores 
Inc., 525 F. Supp. 940, 949 (E.D. Cal. 1981).
 

B. 12(b)(6) Motion to Dismiss
Under Rule 12(b)(6), a claim may be dismissed if, as a 
matter of law, “it is clear that no relief could be granted 
under any set of facts that could be proved consistent with 
the allegations.” Neitzke v. Williams, 490 U.S. 319, 327 
(1989). In reviewing a pleading under Rule 12(b)(6), all 
allegations of material fact are taken as true and construed 
in the light most favorable to the non-moving party. See 
Newman v. Sathyavaglswaran, 287 F.3d 786, 788 (9th 
Cir. 2002).
 
In short, while a complaint or counterclaim need not 
provide detailed factual allegations, it must allege facts 
sufficient to raise a right to relief that rises above the level 
of mere speculation and that is plausible on its face. Bell 
Atl. Corp. v. Twombly, 127 S. Ct. 1955, 1964-65 (2007). 
Rule 12(b)(6) motions are viewed with disfavor. See Hall 
v. City of Santa Barbara, 833 F.2d 1270, 1274 (9th Cir. 
1986).

 

C. 12(f) Motion to Strike
Pursuant to Rule 12(f), the Court may strike from a 
pleading “any redundant, immaterial, impertinent, or 
scandalous matter.” Fed. R. Civ. P. 12(f). The function of 
a Rule 12(f) motion to strike is to avoid the expenditure of 
time and money that must arise from litigating spurious 
issues by dispensing with those issues prior to trial. 
Fantasy, Inc. v. Fogerty, 984 F.2d 1524, 1527 (9th Cir. 
1993), overruled on other grounds.
 
A motion to strike may be used to strike any part of a 
prayer for relief when the “damages sought are not 
recoverable as a matter of law, or when the prayer for fees 
is baseless.” K.H. v. Mt. Diablo Unified Sch. Dist., No. 
04-05400, 2005 WL 1656895, at *1 (N.D. Cal. 2005) 
(quoting Bureerong v. Uvawas, 922 F. Supp. 1450, 1479 
n.34 (C.D. Cal. 1996)).
 
“The Court must view the request to strike in the light 
most favorable to the non-moving party.” K.H., 2005 WL 
1656895 at *1. Accordingly, “[m]otions to strike should 
not be granted unless it is clear that the matter to be 
stricken could have no possible bearing on the subject 
matter of the litigation.” LeDuc v. Kentucky Cent. Life 
Ins. Co., 814 F. Supp. 820, 823 (N.D. Cal. 1992).
 

III. DISCUSSION

A. PAE’s Motion for a More Definite Statement of 
MPRI’s Breach of Contract Counterclaim

MPRI has stated its breach of contract claim such that the 
nature of the claim is sufficiently clear. In light of the 
liberal pleading requirements of the Federal Rules, MPRI 
has adequately alleged the ways in which PAE breached 
its contractual obligations regarding the discrete purchase 
order agreements for the ICITAP work. It appears that 
greater specificity as to which purchase orders and related 
invoices are at issue may not have been possible, as MPRI 
contends that some of this information is exclusively in 
the possession of PAE at this time. Furthermore, the 
record indicates the parties are in the process of 
specifying these issues through their interrogatories.
 
*3 The Court finds that the specifics of this claim can 
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most properly be clarified through discovery. See Sagan, 
874 F. Supp. at 1077 (“Parties are expected to use 
discovery, not the pleadings, to learn the specifics of the 
claims being asserted.”); Famolare, Inc., 525 F. Supp. at 
949 (“[W]here the information sought by the moving 
party is available and/or properly sought through 
discovery the motion should be denied.”).
 
Accordingly, PAE’s Motion for a More Definite 
Statement of the Breach of Contract Counterclaim is 
denied.
 

B. PAE’s Motion to Dismiss MPRI’s Tortious 
Interference Counterclaims

The parties dispute which state’s law properly governs 
these claims. MPRI contends that its tortious interference 
claims are governed by Virginia law. PAE contends that 
these claims are governed by California law. For the 
following reasons, the Court need not decide which 
state’s law applies to these claims at this stage of the 
litigation.
 

1. The Virginia Choice of Law Provision in the Contract 
Does Not Apply

The Teaming Agreement contains a choice of law clause, 
which states, “This Teaming Agreement shall be enforced 
and interpreted under the laws of the Commonwealth of 
Virginia.” (See Wood Decl. Supp. Mot. Dismiss Ex. A at 
¶ 16.) MPRI argues that this choice of law clause applies 
to all causes of action arising from or relating to the 
Teaming Agreement, including its counterclaims for 
tortious interference. MPRI alleges that these 
counterclaims relate to PAE’s logistics work and conduct 
while the parties attempted to negotiate a subcontract as 
called for by the Teaming Agreement. MPRI contends 
that, because the parties failed to agree to a subcontract, 
the Teaming Agreement’s Virginia choice of law clause 
applies to the present litigation.
 
In a diversity action, the Court must apply the rules of the 
forum state to determine the choice of law. Cleary v. 
News Corp., 30 F.3d 1255, 1265 (9th Cir. 1994); see also 
Consol. Data Terminals v. Applied Digital Data Sys., Inc., 
708 F.2d 385, 391 n.3 (9th Cir. 1983). The Ninth Circuit 
has held that “[c]laims arising in tort are not ordinarily 
controlled by a contractual choice of law provision.” 
Sutter Home Winery, Inc. v. Vintage Selections, Ltd., 971 

F.2d 401, 407 (9th Cir. 1992). Instead, tort claims are 
decided according to the choice of law rules of the forum 
state, while contractual claims are decided according to 
contractual choice of law clauses. Id.; Consol. Data 
Terminals, 708 F.2d at 391 n.3, 398-99; see also Cleary, 
30 F.3d 1255.
 
As MPRI points out, in Nedlloyd Lines B.V. v. Superior 
Court, the California Supreme Court applied a contractual 
choice of law clause to the plaintiff’s breach of fiduciary 
duty tort claim. Nedlloyd Lines B.V. v. Superior Court, 3 
Cal. 4th 459, 470 (1992). The Nedlloyd Court reasoned 
that, “Nedlloyd’s fiduciary duties, if any, arise from—and 
can only exist because of—the shareholders’ agreement ... 
If [the law specified in the choice of law clause] were not 
applied to these duties, it would effectively control only 
part of the agreement, not all of it.” Id. at 469.
 
In the current case, PAE appealed the dismissal of its 
underlying claims against MPRI. The Ninth Circuit cited 
Nedlloyd and held that the contractual choice of law 
provision applied to PAE’s promissory estoppel claim 
because the claim allegedly arose from promises made in 
connection with the contract. See PAE Gov’t Servs., Inc. 
v. MPRI, Inc., 514 F.3d 856, 860 (9th Cir. 2007).
 
*4 However, the present counterclaims at issue are 
distinguishable. First, MPRI’s counterclaims sound in 
tort, whereas PAE’s promissory estoppel claim sounded 
in contract. Second, MPRI’s tortious interference claims 
can exist outside of the Teaming Agreement. Applying a 
different state’s law to these claims would not prevent 
Virginia law from properly governing the Teaming 
Agreement in its entirety.
 
Because the claims at issue arise in tort, and exist 
independent of the contract, the Court finds that the 
Virginia choice of law clause in the Teaming Agreement 
does not apply.1

 

2. The Court Must Use California’s Governmental 
Interest Approach to Determine Which State’s Law 
Applies

In a diversity case where there is no applicable 
contractual choice of law provision, the law of the forum 
state dictates choice of law. In California, the forum state 
of the current action, the Court uses a governmental 
interest analysis. See Consol. Data Terminals, 708 F.2d at 
391 n.3; Washington Mut. Bank v. Superior Court, 24 Cal. 
4th 906, 919 (2001).
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Under the first step of this approach, the Court will 
generally apply the forum state’s law, unless a party 
timely invokes the law of a foreign state. Id. at 919. Only 
if the party shows that the foreign state’s law differs 
materially from California law on the issue, will the Court 
proceed to the second step of the analysis to determine 
which state’s law should govern. Id. at 919-20. Otherwise, 
California law is presumed to apply. Id.
 

a. California Law and Virginia Law Are Materially 
Different Regarding the Standard for Tortious 
Interference Claims

California’s and Virginia’s tortious interference claim 
standards are essentially the same, with one critical 
exception. MPRI has adequately alleged the basic 
elements of the tort under both Virginia and California 
law.2

 
However, California has an additional “third-party 
stranger” requirement for tortious interference claims: a 
cause of action for a tort of intentional interference with 
an economic relationship may only be brought against a 
“third-party stranger” to that relationship. Marin Tug & 
Barge, Inc. v. Westport Petroleum, Inc., 271 F.3d 825, 
832 (9th Cir. 2001). The threshold test to determine 
whether an entity is a third-party stranger is whether that 
entity has a direct interest or involvement in the economic 
relationship. See Nat’l Rural Telecomm. Coop. v. Directv, 
Inc., 319 F. Supp. 2d, 1059,1070 (C.D. Cal. 2003); In re 
Leisure Corp. v. Prochnow, No. 03-03012, 2007 WL 
607696, at *13 (N.D. Cal. Feb. 23, 2007).3

 
*5 The Ninth Circuit makes clear that just because an 
entity is not a party to the contractual relationship, does 
not mean that the entity is a stranger to that relationship. 
Marin Tug, 271 F.3d at 834. Rather, a defendant’s 
cooperation and economic interest with regard to 
plaintiff’s relationship with another party is sufficient to 
render the defendant not a stranger to that relationship, 
and thus not liable for tortious interference. See id.; Nat’l 
Rural Telecomm., 319 F. Supp. 2d at 1072. This principle 
applies to both intentional interference with contract and 
intentional interference with prospective economic 
advantage claims. See id.; Pac. Gas & Elec. Co., 50 Cal. 
3d at 1128 n.4.
 
In this action, PAE cooperated with MPRI in MPRI’s 
acquiring the ICITAP contract, as indicated by the 
formation of the Teaming Agreement. Also, PAE 
performed work in connection with the ICITAP contract 
for some time, and thus had a continuing mutual 

economic interest in the contract. Therefore, PAE was not 
a third-party stranger to MPRI’s contractual relationship 
with the DOJ, or the related prospective economic 
relationships with the federal government. Accordingly, 
PAE would not be liable for these tortious interference 
claims under California law.
 
Virginia has no comparable third-party stranger 
requirement for a tortious interference claim. Therefore, 
Virginia law differs materially from California law on 
tortious interference.
 

b. The Court Will Not Proceed With Evaluating the State 
Interests to Determine the Appropriate Law at This Time

Because California law and Virginia law are materially 
different for tortious interference, and the difference is 
determinative for MPRI’s counterclaims, the Court must 
proceed to the second step in the governmental interest 
analysis. Specifically, the Court must evaluate what 
interest, if any, each state has in having its own law 
applied. Washington Mut., 24 Cal. 4th at 915, 920. In 
doing so, the Court may consider, among other factors, 
the location of the parties, where the events giving rise to 
the claim occurred, and the forum state. See Consol. Data 
Terminals, 708 F.2d at 391 n.3.
 
The parties have presented no arguments on this issue. 
PAE, as the moving party, has not adequately 
demonstrated that the claim should be dismissed under 
Rule 12(b)(6). Neitzke, 490 U.S. at 327. If it is proved that 
Virginia has a greater interest than California in having its 
law applied to the claims, then MPRI’s tortious 
interference counterclaims would stand. If the Court finds 
that California law governs, then these claims would fail.
 
In light of PAE’s failure to satisfy its burden, the Court 
finds that dismissing MPRI’s tortious interference 
counterclaims at this stage in the proceeding is improper. 
Accordingly, the Court denies PAE’s Motion to Dismiss 
MPRI’s Tortious Interference Counterclaims.
 

C. Motion to Strike MPRI’s Request for Attorneys’ 
Fees

MPRI’s Request for Attorneys’ Fees is based on the 
Indemnification Provision of the “General Terms and 
Conditions,” which states in part:
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Seller [PAE] shall indemnify, hold harmless, and at 
Buyer [MPRI]’s request, defend Buyer ... against all 
claims, liabilities, damages, losses and expenses, 
including attorneys’ fees and cost of suit arising out of 
or in any way connected with the Goods or Services 
provided under this Agreement ... Seller agrees to pay 
or reimburse all costs that may be incurred by Buyer in 
enforcing this indemnity, including attorneys’ fees.

(Wood Decl. Supp. Def.’s Opp’n Ex. A at ¶ 20.) PAE 
contends that this Indemnity Provision is not applicable to 
a dispute between the parties, and applies only in the 
context of third-party claims. The Court agrees.
 
*6 Where a contract between parties contains an 
indemnification clause that provides for attorney’s fees, 
the Court will not infer application of this provision to a 
cause of action arising between the parties. See Hooper 
Assocs. Ltd. v. AGS Computers, Inc., 74 N.Y.2d 487, 492 
(1989); Foster Poultry Farms, Inc. v. Suntrust Bank, 355 
F. Supp. 2d 1145, 1152 (E.D. Cal. 2004). Rather, the 
intention to provide for such attorneys’ fees must be 
“unmistakably clear” and the provision “express and 
explicit.” Foster, 355 F. Supp. 2d at 1152.
 
Here, the language of the Indemnification Provision does 
not make clear that it was intended to apply to disputes 
between the parties. In fact, one clause in the provision 
states, “Seller shall not settle any such suit or claim 
without Buyer’s prior written approval.” Such language 
indicates that the parties intended precisely the opposite. 
(Wood Decl. Supp. Def.’s Opp’n Ex. A at ¶ 20.) See 
Hooper, 74 N.Y.2d at 492-93.
 
Furthermore, PAE cites the Disputes Provision of the 

“General Terms and Conditions,” which states in part:

Provisions of this Contract shall be interpreted in 
accordance with the laws of the State of New York 
without resort to said state’s Conflict of Law rule, and 
in accordance with its fair meaning and not strictly 
against either party ... Buyer and Seller shall each bear 
its own costs of processing any dispute hereunder.

(See Wood Decl. Supp. Def.’s Opp’n Ex. A at ¶ 22.)
 
In light of this provision, and the absence of contractual 
language explicitly indicating that PAE intended to pay 
MPRI’s attorney’s fees in a breach of contract suit arising 
between them, the Court finds that MPRI’s Request for 
Attorney’s Fees is baseless. Accordingly, the Court grants 
PAE’s Motion to Strike MPRI’s Request for Attorneys’ 
Fees.
 

IV. CONCLUSION
In light of the foregoing, the Court denies Plaintiff’s 
Motion For a More Definite Statement and Plaintiff’s 
Motion to Dismiss. The Court grants Plaintiff’s Motion 
to Strike Defendant’s Request for Attorneys’ Fees.
 
IT IS SO ORDERED.
 

All Citations

Not Reported in Fed. Supp., 2008 WL 11337999

Footnotes

1 While neither party asserts that MPRI’s tort claims should be decided under New York law, both parties make note of the Disputes 
Provision of the “General Terms and Conditions.” The clause states, “[t]he provisions of this Contract shall be interpreted in 
accordance with the laws of the state of New York without resort to said state’s Conflict of Law rule, and in accordance with its 
fair meaning and not strictly against either party.” (Wood Decl. Supp. Def.’s Opp’n Ex. A at ¶ 22.)
This New York choice of law provision of the “General Terms and Conditions” does not apply to MPRI’s tortious interference 
claims for the same foregoing reasons that the Virginia choice of law provision of the Teaming Agreement does not apply.

2 The basic elements of a tortious interference claim under Virginia and California law are: (1) a valid contract or business 
expectancy; (2) knowledge of the contract or expectancy on the part of the interferer; (3) intentional wrongful acts by the interferer 
causing breach or disruption to the contract or expectancy; and (4) resultant economic damage to the party claiming interference. 
See Chaves v. Johnson, 230 Va. 112, 120 (1985); Pac. Gas & Elec. Co. v. Bear Stearns & Co., 50 Cal. 3d 1118, 1126, 1128 n.4 
(1990); Marin Tug & Barge, Inc. v. Westport Petroleum, Inc., 271 F.3d 825, 831 n.8. (9th Cir. 2001).

3 Some California courts have criticized the third-party stranger rule from Marin Tug & Barge, Inc., as inconsistent with California 
law, and declined to follow it. See e.g. Woods v. Fox Broad. Sub., Inc., 129 Cal. App. 4th 344, 354-56 (Ct. App. 2005); G&C Auto 
Body Inc. v. Geico Gen. Ins. Co., No. 06-04898, 2008 U.S. Dist. LEXIS 18642 at *6-13 (N.D. Cal. Mar. 11, 2008). The Court need 
not address this controversy at the present time, as it is bound by Marin Tug as Ninth Circuit precedent.

Case 2:19-ap-01382-SK    Doc 349-3    Filed 01/14/22    Entered 01/14/22 07:52:03    Desc
Appendix of Unpublished Opinions    Page 323 of 441



PAE Government Services v. MPRI, Inc., Not Reported in Fed. Supp. (2008)

 © 2022 Thomson Reuters. No claim to original U.S. Government Works. 6

End of Document © 2022 Thomson Reuters. No claim to original U.S. Government Works.

Case 2:19-ap-01382-SK    Doc 349-3    Filed 01/14/22    Entered 01/14/22 07:52:03    Desc
Appendix of Unpublished Opinions    Page 324 of 441



Exhibit 36 

Case 2:19-ap-01382-SK    Doc 349-3    Filed 01/14/22    Entered 01/14/22 07:52:03    Desc
Appendix of Unpublished Opinions    Page 325 of 441



Pinzon v. Pepperdine University, Slip Copy (2021)

 © 2022 Thomson Reuters. No claim to original U.S. Government Works. 1

2021 WL 3560782
Only the Westlaw citation is currently available.

United States District Court, C.D. California.

Joseph PINZON
v.

PEPPERDINE UNIVERSITY
Case No. CV 20-4928-DMG (KSx)

|
Filed 08/05/2021

Attorneys and Law Firms

Daniel J. Kurowski, Pro Hac Vice, Whitney K. Siehl, Pro 
Hac Vice, Hagens Berman Sobol Shapiro LLP, Chicago, 
IL, Steve W. Berman, Pro Hac Vice, Hagens Berman 
Sobol Shapiro LLP, Seattle, WA, Christopher Pitoun, 
Hagens Berman Sobol Shapiro LLP, Pasadena, CA, for 
Joseph Pinzon.

Danielle Michelle Mayer, Kristina Starr Azlin, Stacey 
Hsiang Chun Wang, Vito Anthony Costanzo, Holland and 
Knight LLP, Los Angeles, CA, Paul G. Lannon, Pro Hac 
Vice, Holland and Knght LLP, Boston, MA, Qian Shen, 
Holland and Knight LLP, New York, NY, for Pepperdine 
University.

Proceedings: IN CHAMBERS—ORDER RE THE 
UNIVERSITY’S MOTION TO DISMISS [37]

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 BACKGROUND1

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 in-person instruction and/or campus facilities 
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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.
 
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 
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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 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 
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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 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 
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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.
 
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 
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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 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, 
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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 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) 
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(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

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 
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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.”).

End of Document © 2022 Thomson Reuters. No claim to original U.S. Government Works.
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MEMORANDUM OPINION ORDER

SUSAN RICHARD NELSON, District Judge.

*1 Appellants/Defendants Ritchie Capital Management, 
L.L.C., Ritchie Special Credit Investments, Ltd., Rhone 
Holdings II Ltd., Yorkville Investments I, L.L.C., and 
Ritchie Capital Structure Arbitrage Trading, Ltd. 
(collectively, “Ritchie Entities”) appeal from a November 
6, 2012 amended partial final judgment of the United 
States Bankruptcy Court for the District of Minnesota 
(“Bankruptcy Court”) [Doc. No. 1–10] in the matter of In 

re Polaroid Corp, 08–BR–46617. (Transmittal of Appeal 
[Doc. No. 1].) The amended partial final judgment is 
based upon a March 30, 2012 Order on Defendants’ 
motion to strike an affidavit filed by 
Appellee/Trustee/Plaintiff, John Stoebner (the “Strike 
Order” at 45–58 [Doc. No. 21] ), and the April 30, 2012 
Order on Plaintiff’s partial summary judgment motion 
(“Partial Summary Judgment Order” at 59–138 [Doc. No. 
21] ). For the reasons set forth herein, Appellants’ appeal 
is denied.
 

I. BACKGROUND
This case arises from underlying bankruptcy proceedings 
involving Polaroid Corporation and other affiliated 
Polaroid entities (collectively, “Polaroid”). In December 
2008, Polaroid filed for Chapter 11 bankruptcy in the 
United States Bankruptcy Court for the District of 
Minnesota. Stoebner v. Ritchie Capital Mgmt. (In re 
Polaroid Corp.) (“In re Polaroid ”), 472 B.R. 22, 27 
(Bankr.D . Minn.2012). In February 2009, the Polaroid 
Corporation, in the capacity of debtor-in-possession, 
commenced an adversary proceeding against the Ritchie 
Entities in Bankruptcy Court. Id. at 27, n.1. The 
proceeding was subsequently converted to a case under 
Chapter 7, at which time Appellee–Trustee John R. 
Stoebner was substituted as the plaintiff. Id. at 29.
 
The Trustee seeks to avoid certain liens that Polaroid had 
granted to the Ritchie Entities pursuant to a September 19, 
2008 Trademark Security Agreement, and the 
disallowance of claims based on that agreement. Id.
 

A. Tom Petters’ Ponzi Scheme
The facts concerning non-party Tom Petters’ relationship 
with Polaroid as well as Petters’ operation of a Ponzi 
scheme are central to the issues before this court.1 The 
background information regarding the Ponzi scheme is set 
forth in Chief Bankruptcy Judge Gregory F. Kishel’s 
Partial Summary Judgment Order. In re Polaroid, 472 
B.R. at 27–28; 36–38.2 As noted in that order, Petters was 
convicted for crimes related to his $3 billion Ponzi 
scheme and is serving a fifty-year prison sentence. Id. at 
28, n.3. Appellants do not appear to contest the 
Bankruptcy Court’s underlying factual recitation 
regarding the general operation of Petters’ Ponzi scheme, 
as their understanding of the background facts is 
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essentially the same. (See Appellants’ Mem. at 7–8 [Doc. 
No. 21].)3 In any event, the Bankruptcy Court’s recitation 
of the background facts is consistent with several 
decisions of the Eighth Circuit Court of Appeals, which 
has considered Petters’ Ponzi scheme in various contexts. 
See United States v. White, 675 F.3d 1073 (8th Cir.2012); 
United States v. Petters, 663 F.3d 375 (8th Cir.2011), 
cert. denied,132 S.Ct. 2417 (2012); Ritchie Capital Mgmt. 
LLC v. Jeffries, 653 F.3d 755 (8th Cir.2011); United 
States v. Reynolds, 643 F.3d 1130 (8th Cir.2011); United 
States v. Ritchie Special Credit Invs., Ltd., 620 F.3d 824 
(8th Cir.2010).
 
*2 In brief, Petters owned numerous businesses, including 
Petters Group Worldwide LLC (PGW), Petters Company, 
Inc. (PCI), Sun Country Airlines, Polaroid Corporation, 
and Fingerhut. Petters, 663 F.3d at 379. PGW and PCI 
were the two primary companies owned by Petters. 
Ritchie, 653 F.3d at 758. As to PGW, this Petters entity 
“held investments in numerous companies, and its 
principal asset was its stock in Polaroid.” Ritchie Special 
Credit Invs., 620 F.3d at 850. “[T]he ownership of 
Polaroid was traceable through an intermediate holding 
entity to [PGW], itself a holding company.” In re 
Polaroid, 472 B.R. at 27. As alleged in Petters’ criminal 
indictment, “PGW was implicated in the scheme as an 
alleged recipient and conduit of a significant portion of 
the funding that had been received by PCI or its 
subsidiary entities.” In re Polaroid, 472 B.R. at 28. 
Petters was the sole shareholder, board chair, and CEO of 
PGW. Id. at 27.
 
PCI functioned as “the venture capital arm of the Petters 
enterprises,” utilizing single purpose, or special purpose 
entities, to obtain billions of dollars of funding. Ritchie 
Special Credit Invs., 620 F.3d at 850; In re Polaroid, 472 
B.R. at 27–28. This funding was purportedly used for 
Petters’ “diverting business,” which contemplated PCI’s 
purchase of electronic goods at wholesale to be resold, at 
a substantial profit, to large retailers. Id.; Petters, 663 
F.3d at 379;Reynolds, 643 F.3d at 1132. In reality, 
however, “[t]he scheme was a classic Ponzi scheme,” as 
the Eighth Circuit has found:

Investors were told that their money would be used to 
purchase consumer electronics that would be sold to 
big box retailers at a substantial profit. Petters, along 
with his colleagues—including Deanna Coleman and 
Robert White—used fabricated documents that 
purported to show the purchase of goods from vendors 
and the resale of the goods to retailers. Other fabricated 
documents showed Petters’s company wiring funds to 
the vendors, giving the appearance that the company 
was investing its own funds. Early investors realized a 
return on their investment, but that return came from 

funds from new investors, funds from legitimate 
transactions, and, in some cases, funds from their own 
investments.

Reynolds, 643 F.3d at 1132;see also In re Polaroid, 472 B 
.R. at 36–39.
 
The Bankruptcy Court found that Petters’ Ponzi scheme 
was “most centrally purveyed through PCI and a number 
of its many subsidiaries, but eventually involving more of 
his companies in the flow of money to keep it going.” In 
re Polaroid, 472 B.R. at 36. PCI formed several 
pass-through special purpose entities for the financing of 
large institutional investors. (Martens Aff. ¶ 4, 
APP0000633.) These special purpose entities were PC 
Funding, LLC (assigned to Opportunity Finance, LLC); 
Thousand Lakes, LLC (assigned to Lancelot Investors 
Fund); SPF Funding, LLC; PL Ltd., Inc.; Edge One, LLC; 
MGC Finance, Inc. (assigned to Metro Gem, Inc.); Palm 
Beach Finance Holdings, Inc. (assigned to Palm Beach 
Finance Partners, LP); and PAC Funding, LLC (assigned 
to Acorn Capital Group). (Id.)
 
*3 Very few genuine diverting transactions occurred 
through PCI and its subsidiary structure. In re Polaroid, 
472 B.R. at 38. As PCI’s Vice President of Operations 
Deanna Coleman testified, in 2007 and 2008, she spent 
most of her time keeping the Ponzi scheme afloat by 
creating fictitious purchase orders and working with 
investors. (Coleman 7/28/10 Dep. at 192, APP0001122.) 
In short, “PCI did not have any real transactions. They 
were all fraudulent transactions.” (Martens 10/7/10 Dep. 
at 164, APP0001200.) Tom Petters owned 100% of PCI 
(id. at 174), proclaiming at trial, “I am PCI.” (Petters Trial 
Tr. at 3170, APP0000584.)
 
Petters’ Ponzi scheme began to officially and permanently 
unravel on September 8, 2008, when Deanna Coleman 
revealed to government authorities that she was assisting 
Petters in perpetrating a massive fraud through PCI. 
Petters, 663 F.3d at 379. Based on Coleman’s information 
and a federal investigation, the Federal Bureau of 
Investigation, the Internal Revenue Service, and the 
United States Postal Inspection Service executed search 
warrants at Petters’ business headquarters and home on 
September 24, 2008. Id. The searches uncovered 
counterfeit purchase orders purporting to show that PCI 
was owed over $3 billion by various retailers. Id.
 
As noted, Petters and his co-conspirators were indicted 
and convicted for their participation in the Ponzi scheme. 
In re Polaroid, 472 B.R. at 28.
 

Case 2:19-ap-01382-SK    Doc 349-3    Filed 01/14/22    Entered 01/14/22 07:52:03    Desc
Appendix of Unpublished Opinions    Page 337 of 441



Ritchie Capital Management, L.L.C. v. Stoebner, Not Reported in F.Supp.3d (2014)

 © 2022 Thomson Reuters. No claim to original U.S. Government Works. 3

B. Polaroid Acquisition
In 2005, Petters used the proceeds of the Ponzi scheme to 
purchase Polaroid. (Petters Trial Tr. at 3170, 
APP0000584; Martens 10/7/10 Dep. at 143–57, 
APP0001195–98; Martens Aff. ¶ 3, APP0000633; In re 
Polaroid, 472 B.R. at 38–39.) Deanna Coleman testified 
that Petters bought Polaroid in order to “ ‘lure investors in 
so investors would think Tom was this wealthy guy.’ “ In 
re Polaroid, 472 B.R. at 39, n.28 (citing Coleman Dep. at 
111). Coleman further explained at Petters’ trial that 
Petters wanted to buy a viable company making licensed 
goods to eventually “bury PCI” (Petters’ Trial Tr. at 821, 
APP0000559.)
 
Deanna Coleman helped raise money for the Polaroid 
acquisition. (Trustee’s Bankr.Ct. Reply Mem. at 6–7, 
APP0001239–40) (citing Coleman Dep. at 211–15.) 
While PGW technically owned Polaroid, Coleman 
testified that PCI paid for Polaroid, or at least “99 
percent” of it. (Petters Trial Tr. at 690, APP0000557; 
Trustee’s Bankr.Ct. Reply Mem. at 7, APP0001240) 
(quoting Coleman Dep. at 211–15.) Coleman personally 
“wired the money out of PCI to buy Polaroid.” (Trustee’s 
Bankr.Ct. Reply Mem. at 7, APP0001240) (quoting 
Coleman Dep. at 211–15.) Kathy Klug, an IRS special 
agent and government witness at Petters’ criminal trial, 
testified that PGW “got its money” from PCI. (Petters 
Trial Tr. at 2366, APP0000576.) Forensic accountant 
Theodore Martens testified that one account at PCI was 
used to fund the pre-purchase of Polaroid and no other 
accounts were involved. (Martens 10/7/10 Dep. at 143, 
APP0001195.)
 
*4 Petters paid $425 million for Polaroid (Martens Aff. ¶ 
2, APP0000633), investing $150 “of his own money” and 
raising $250 million from “commercial lenders,” who, by 
the time of the collapse of the Ponzi scheme, had been 
repaid. David Phelps, “Polaroid is Latest Petters Firm to 
File Chapter 11,” Mpls. StarTribune, Dec. 18, 2008, 
APP0001207. Coleman admitted to taking investors’ 
money and using those funds to buy Polaroid. (Petters 
Trial Tr. at 690, APP0000557.) IRS Special Agent Klug 
confirmed that her investigation revealed a Wells Fargo 
account created for the acquisition of Polaroid, funded 
from “[p]redominantly investors or pretty much 
investors.” (Petters Trial Tr. at 2284–85, 
APP0000569–70.) Some of the money used to acquire 
Polaroid came from the Lancelot Investment Management 
(“Lancelot”), headed by Gregory Bell, as well as from 
Metro Gem, Inc., run by Frank Vennes. (Martens 10/7/10 
Dep. at 150; 156, APP0001196; APP0001198; Trustee’s 
Bankr.Ct. Reply Mem. at 6–7, APP0001239–40) (citing 
Coleman Dep. at 211–15). Lancelot and Metro Gem only 
invested with PCI and Tom Petters. (Martens 10/7/10 

Dep. at 150; 156, APP0001196; APP0001198.) Both Bell 
and Vennes were convicted of securities fraud in 
connection with raising funds for Petters’ Ponzi scheme. 
United States v. Bell, 09–CR–269 (RHK) [Doc. Nos. 42; 
68]; United States v. Vennes, 11–CR–141(1) (RHK/JJK) 
[Doc. Nos. 167; 291].
 
Petters himself also testified at trial regarding the 
acquisition of Polaroid:

Q: You bought Polaroid in April of 2005?

A: Yes.

Q: Again, you used PCI money and PCI investor 
money?

A: Yes.

Q: The money they thought was secured by collateral 
that did not exist?

A: Well, I think Polaroid was valued at $80 million.

Q: But the PCI investors for the money that you used 
to actually buy the Polaroid company was secured by 
merchandise collateral. That’s what they thought 
they were financing?

A: I’m not familiar with that.

Q: You don’t dispute it?

A: I don’t dispute it. But I’m not familiar with that.

Q: And so the money that you took from PCI 
investors to buy $450 million of Polaroid, that just 
dug the hole a little deeper?

A: Digging the hole deeper.
(Petters Trial Tr. at 3170, APP0000584.)
 
While PCI funds paid for the purchase of Polaroid, the 
official ownership of Polaroid was traceable to PGW. In 
re Polaroid, 472 B.R. at 27–28. PGW’s financial stability 
was important to Polaroid, as PGW’s finances affected 
Polaroid’s efforts to raise financing. (Jeffries 4/13/10 
Dep. at 126–27, APP0001063; see also Dugan Dep. at 
120–21, APP0001052 (testifying, as Polaroid’s Vice 
President of Strategic Planning and Business 
Development, that a loan default by PGW would limit 
Polaroid’s ability to raise finances.) Although both PCI 
and Polaroid were owned by Petters and shared debt, 
Polaroid operated independently of PCI and Petters’ 
diverting business. (Jeffries 4/13/10 Dep. at 239–40, 
APP0001073.) Polaroid maintained separate management 
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and had a separate financial department. (McDonough 
Dep. at 29, APP0001187.) Petters, however, was the sole 
board member of Polaroid and the 100% beneficial owner 
of Polaroid’s stock. (Jeffries 4/13/10 Dep. at 178, 
APP0001065; In re Polaroid, 472 B.R. at 41, n.32.)
 
*5 Mary Jeffries became Polaroid’s CEO in April 2008. 
(Jeffries 4/13/10 Dep. at 21, APP0001057.) Prior to 
becoming CEO of Polaroid, Mary Jeffries worked for 
PGW as a “Petters Strategic Partner,” beginning in 2005, 
and was promoted to PGW’s Chief Operating Officer 
(“COO”) a few months later. (Id. at 17; 20, 
APP0001056.) In the COO position at PGW, Jeffries had 
frequent contact with Tom Petters, whose office was next 
to hers. (Id. at 304–05, APP0001074.) Jeffries testified 
that during her time at PGW, she had no suspicions that 
Petters was engaged in any fraudulent activity. (Jeffries 
9/29/10 Dep. at 49–50, APP0001078.) While at Polaroid, 
Jeffries continued to maintain contact with Petters several 
times per week. (Jeffries 4/13/10 Dep. at 211, 
APP0001069.)
 
Jeffries testified that Polaroid was never involved in the 
Ponzi scheme (Jeffries 4/13/10 Dep. at 176, 
APP0001065), nor was Polaroid’s management aware of 
the scheme. (Jeffries 9/29/10 Dep. at 55–57, 
APP0001079.) Despite her proximity and access to 
Petters, Jeffries testified that she was shocked to learn of 
Petters’ fraudulent activities. (Id. at 54, APP0001079.) To 
her knowledge, during her tenure at PGW and Polaroid, 
Polaroid’s sole source of income and revenue was 
generated from legitimate business activities. (9/30/10 
Jeffries Dep. at 97, APP0001090.)
 
In early 2008, Polaroid sought financing from outside 
investors in order to pay off a $31 million loan to J.P. 
Morgan. (Jeffries 4/13/10 Dep. at 85–88, APP0001060.) 
The J.P. Morgan loan was secured by all of Polaroid’s 
assets. (Id. at 88, APP0001060.) When the J.P. Morgan 
loan was paid off, Polaroid’s assets would be 
unencumbered. (Id.) The loan was ultimately paid off 
with cash from a Wal–Mart prepayment. (Jeffries 9/30/10 
Dep. at 76, APP0001088.)
 
Jeffries understood that Polaroid’s value in February 2008 
was approximately $780 million. (Jeffries 4/13/10 Dept. 
at 89, APP0001061.) A few months earlier, in September 
2007, Polaroid’s Vice President of Strategic Planning and 
Business Development Katherine Dugan was involved in 
efforts to place a value on the Polaroid brand. (Dugan 
Dep. at 35–36, APP0001042.) Although a previous brand 
valuation had been undertaken in 2004 or 2005, Polaroid 
sought an updated valuation due to the passage of time 
and because an up-to-date valuation would assist in 

Polaroid’s refinancing efforts. (Id. at 38, APP0001043.) 
The previous 2007 valuation, performed by the financial 
advisory firm of Duff & Phelps, was based on Polaroid’s 
then-existing business model, which focused primarily on 
North American and Western European sales. (Id.) The 
Duff & Phelps’ valuation of $325 million did not, 
therefore, reflect the value of any Polaroid trademarks 
outside of those areas. (Id. at 39; 62, APP0001043; 
APP0001044.) Petters himself testified that if Polaroid 
could sell its licenses, the company’s value would be 
significantly greater—close to $4.3 billion. (Petters Trial 
Tr. at 3044, APP0000581.)
 
*6 At the same time that Polaroid was seeking to pay off 
its JP Morgan loan, it was attempting to change its 
business model in order to reduce its working capital 
needs, as Jeffries testified:

We went from carrying inventory on the consumer 
electronics side of the business to more of an indirect 
[model] where we were an intermediary and licensing 
the brand and providing services so that we wouldn’t 
have to finance the inventory. So it reduced our 
working capital requirements.

(Jeffries 9/29/10 Dep. at 71–72, APP0001081.) Under this 
new business model, Polaroid planned to enter into 
agreements with manufacturers, allowing them to use the 
Polaroid name on products that the manufacturers would 
sell directly to retailers. (McDonough Dep. at 19, 
APP0001185.) The retailer would then make payments to 
both Polaroid and to the manufacturer. (Id.) Jeffries 
believed that as Polaroid moved away from selling to 
retailers toward more of a licensing business, the 
company’s cash needs would decrease. (Jeffries 9/30/10 
Dep. at 67–69, APP0001086.)
 

C. Ritchie Loans
By January 2008, Petters’ Ponzi scheme experienced 
strain, particularly as the United States economy was 
slowing and business credit became more difficult to 
obtain. In re Polaroid, 472 B.R. at 42. Petters testified in 
his criminal trial that, specifically as to PGW, “we 
suddenly had major cash flow problems” in late 2007 or 
early 2008. (Petters Trial Tr. at 3042, APP0000579.) 
Around the beginning of 2008, David Baer, PGW’s Chief 
Legal Officer, heard Tom Petters use the term “bad 
paper” in discussions with various people, including 
Polaroid’s Mary Jeffries and tax accountant James 
Wehmhoff, PGW’s Executive Vice President in charge of 
tax, treasury and finance. (Baer Dep. at 651, 
APP0000592.) While Baer was unsure what specifically 
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constituted the ‘problems with bad paper,’ Baer generally 
understood that Petters’ use of the term included problems 
with slow payments, the faltering general economy, 
merchandise delays, defective products, and general 
dilution. (Id. at 644–45; 717, APP0000591.) Baer testified 
that Petters estimated that 20 to 25% of PCI’s loans were 
“bad paper.” (Id. at 652, APP0000592.)
 
In late January 2008, an investment broker-finder named 
George Johnson contacted Thane Ritchie, CEO of Ritchie 
Capital Management, LLC (“Ritchie Capital”) and 
founder of the Ritchie Entities, about the possibility of the 
Ritchie Entities’ participation in a short-term financing 
deal. In re Polaroid, 472 B.R. at 43. The broker indicated 
that the deal would be “secured by the assets of a 
company with value far exceeding the value of the note.” 
Id. (citing Email chain between G. Johnson and T. 
Ritchie). Johnson urged Ritchie to “move fast,” if he was 
interested in lending finances, because Johnson was aware 
of other interested parties. (Email chain of 2/1/08 between 
G. Johnson and T. Ritchie, APP0001832–43.) In response 
to Ritchie’s query about the particular assets and 
company, Johnson replied that the deal would involve a 
90–day loan, at “20% interest, 80% annualized, backed by 
the entire Polaroid Corporation.” (Email chain of 2/1/08 
between G. Johnson and T. Ritchie, APP0002297.)
 
*7 Ritchie was familiar with Tom Petters, although 
Ritchie Capital had not previously invested in any of Tom 
Petters’ business entities. (Ritchie Dep. at 25, 
R.APP00016.) However, Ritchie’s “funds-to-funds 
group,” known as Ritchie Multi–Manager, had invested in 
Lancelot, which in turn, invested hedge fund assets with 
Petters. (Id.) Shortly after receiving Johnson’s emails, 
Petters, Ritchie, and Johnson held a conference call. In re 
Polaroid, 472 B.R. at 43. During the call, Tom Petters 
expressed his desire to bridge a loan or sale of Polaroid’s 
North American brand to the Iconix Corporation. (Ritchie 
Dep. at 45, R.APP00017.) Regarding the possible sale to 
Iconix, Ritchie testified that Petters “expressed a need to 
kind of clean up some paper around Polaroid to do that.” 
(Id. at 66, R.APP00018.) The “paper” in question was a 
$31 million loan to Polaroid for which payment was due 
to JP Morgan. (Id. at 45, R.APP00017.)
 
In connection with the Ritchie loan transaction, a Petters 
Capital employee, Camille Chee–Awai, emailed Thane 
Ritchie several Polaroid-related documents, including a 
2006 audited financial statement and an evaluation of the 
Polaroid brands. (Email chain between C. Chee–Awai and 
T. Ritchie, APP0001912–2061.) As to any due diligence 
analysis undertaken by the Ritchie Entities, Ritchie 
testified:

We had hired a guy initially named Jeff Nason that did 

due diligence on Tom Petters when we first invested in 
Lancelot, and somebody did some work when we 
looked at the Polaroid deal in ′05. I remember we had a 
package and we looked at the deal. They never made a 
formal proposal. We dug into the balance sheet and the 
value of Polaroid at the time. At the time I think they 
were estimating its value of over a billion dollars.

So we were pretty comfortable I think with the asset at 
the time. And Jeff had done due diligence roughly six, 
seven years earlier, and I think did some follow-up due 
diligence along the way. So, I think in terms of due 
diligence we had done a lot of due diligence going into 
February 2008 on Tom Petters and Polaroid.

(Ritchie Dep. at 68, R.APP00018.) Accordingly, Ritchie 
Capital “relied on the Duff & Phelps report and other 
information that Petters provided, Northern Trust letter 
saying that he was in high standing, other things like 
that.” (Id. at 69, R.APP00018.) Ritchie did not ask Jeff 
Nason to perform an updated investigation prior to issuing 
any 2008 loans to Polaroid or the Petters entities, 
explaining that he felt that “Polaroid was pretty 
straightforward. I don’t think we were—it was a different 
kind of investment, so we didn’t really see the need to 
hire Jeff to do that?” (Id. at 71, APP0000981.) Instead, 
Ritchie preferred to rely

on people that had done due diligence on Petters and 
Petters interest entities that knew those entities much 
better than we. And if we had done our own diligence, 
we probably would have been going to those people 
anyway. So simpler to see the [Duff & Phelps] 
summary than to pay for it to do it all over again by the 
same people that have already done it.

*8 (Id. at 72, APP0000981.)
 

1. February 1, 2008 Promissory Note
An agreement was soon reached, as reflected in the 
February 1, 2008 Promissory Note between Ritchie, 
PGW, and Tom Petters. (2/1/08 Promissory Note, 
APP0002268–70.) The note provided for $31 million in 
principal, payable in 90 days, at an interest of 80% on an 
annualized basis. (Id.) PGW and Tom Petters were 
signatories to the note, and Petters pledged a personal 
guarantee. (Id.) Petters further agreed to attempt to secure 
the note by a pledge of 100% of Polaroid’s capital stock, 
“as soon as reasonably practicable.” (Id.) David Baer, 
Chief Legal Officer at PGW, testified that the note 
contained the “as soon as practicable” language because 
at the time it was signed, Polaroid’s stock was still 
encumbered by its JP Morgan loan. (Baer Dep. at 96, 
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APP0001001.)
 
On February 1, 2008, a Ritchie entity wired the 
PGW/Tom Petters loan proceeds to an account at M & I 
Bank. (Email from D. Baer to J. Wappler, 
APP0000824–25.) PGW’s James Wehmhoff recalled that 
Deanna Coleman instructed him to transfer the funds to 
her at PCI immediately, as soon as the funds cleared M & 
I Bank. (Wehmhoff Dep. at 16–17, APP0001161.) 
Wehmhoff verified the disposition of the funds with Tom 
Petters himself. (Id. at 17, APP0001161.) Coleman 
confirmed that she had telephone conversations with 
Wehmhoff, asking him to transfer any of the Ritchie loan 
proceeds in February 2008 to PCI. (Coleman Dep. at 
240–41, APP0001129.) Coleman made the request 
“[b]ecause I had investors to pay and he had control over 
the PGW account.” (Id. at 241.) Because all of the loan 
proceeds of this loan and subsequent loans were 
transferred to PCI, PGW—which owned Polaroid—did 
not have the use of any of the Ritchie loan funds. 
(Wehmhoff Dep. at 16, APP0001161.) Since PGW was 
one of the two borrowers on the February 1, 2008 
Promissory Note, PGW’s James Wehmhoff was 
concerned about the transmission of the funds to PCI: “it 
was another $32 million that [PGW] would have to try to 
come up with....” (Id. at 15, APP0001161.) The money 
was also not transmitted to Polaroid. (Jeffries Dep. of 
4/13/10 at 107–08, 245–46; R.APP00244, R.APP00250; 
Martens Aff. ¶ 8, APP0000634.) Instead, upon receiving 
the loan proceeds, PCI transferred $31 million to prior 
lender-investors that same day. (Martens Aff. ¶¶ 4, 8; 
Pricewaterhouse Coopers (“PwC”) Preliminary Analysis 
of Ritchie & Assoc. Funds Note Payable Detail (“PwC 
Preliminary Analysis”) at 11–15, Ex. 295 to Martens Dep. 
[Doc. No. 38–4]; see also Coleman Dep. at 240–41, 
APP0001129.)
 
The following day, after the note had been signed and the 
$31 million in proceeds had been disbursed, Thane 
Ritchie asked John Wappler, an associate at Ritchie 
Capital Management, and John Kermath, the president of 
Ritchie Capital Management, to review the Polaroid 
documents sent by Chee–Awai, because he “need[ed] to 
know what Polaroid equity is worth.” (Email from T. 
Ritchie to J. Kermath and others, APP0002252.) Wappler 
responded to Ritchie’s request on February 3, noting 
Polaroid’s most recent net losses in 2006 and 2007, but 
concluding that the amount that Petters paid for Polaroid 
in 2005 was “probably as good an estimate as any” for the 
value of Polaroid’s equity. (Email chain between J. 
Wappler to T. Ritchie, APP0002250.) Ritchie also asked 
whether “given the current economy[,] would we lend 
100 million at 80% IRR [Internal Rate of Return] for 90 
days against a pledge of 2/3s of the Polaroid equity?” (Id.) 

Wappler responded, requesting confirmation of his 
understanding that the proposed loan was being used for 
activities that were “100% unrelated to Polaroid” so that 
“if the idea that the loan proceeds are being used for 
doesn’t pan out, Polaroid value is unaffected.” (Id.)
 
*9 In a subsequent February 3, 2008 email from John 
Kermath to Thane Ritchie and others, Kermath—who had 
only learned of the loan’s existence after-the-fact—stated 
that he was “[s]till thinking through the issue of lending 
money to the sponsor against company stock where the 
key lender to the company is the sponsor (and has a 
demand note).” (Kermath Dep. at 63, APP0001167; Email 
chain between T. Ritchie, J. Kermath, J. Wappler and 
others, R.APP00236.) Kermath characterized this 
arrangement as “[p]retty unusual,” and expressed his 
concerns about future loans to Petters: “At first blush, 
with $31MM loan outstanding[,] I’m not worried. At 
$100MM, I’m more worried and we are in a stretched 
position.” (Id.) Ritchie responded the following day, 
February 4, 2008, stating, “nothing usual about this deal[,] 
including the IRR! !—need to make sure we get the 
pledge against Pol[aroid] all lined up this 
week—standstill or first right of refusal makes sense.” 
(Id.)
 
In addition to Thane Ritchie, others viewed the 80% 
interest rate on the February 1 Note as unusually high. 
Kermath, President of Ritchie Capital, acknowledged that 
Ritchie did not assess an 80% interest against any other 
loans in its portfolio at the time. (Kermath Dep. at 79, 
APP0001169.) Simon Root, an attorney working on drafts 
of the Ritchie–Petters loan agreements on Petters’ behalf, 
was shocked by the 80% interest rate on the February 
2008 Ritchie notes (Root Dep. at 56; 132, APP0001099; 
APP0001111.) James Wehmhoff, PGW’s Executive Vice 
President of Tax, Finance and Treasury, who was not 
involved in the negotiation of the Ritchie loans, assumed 
the 80% interest rate was a typo when he first read the 
promissory note. (Wehmhoff Dep. at 14–15, 
APP0001161.)
 
As to the language in the loan agreement contemplating 
an eventual pledge of Polaroid stock, Kermath testified 
that he wanted both a personal guarantee from Tom 
Petters as well as a pledge of stock from Polaroid to 
secure the loans, “[b]ecause I like to get more than less.” 
(Kermath Dep. at 144, APP0001177.) Petters’ attorney 
Root understood that “the collateral was going to be either 
the Polaroid stock or Tom personally, kind of an either or 
situation.” (Root Dep. at 134, APP0001112.)
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2. Additional February 2008 Promissory Notes
Whatever concerns that Wappler or Kermath may have 
had about loaning to the Petters Entities, on February 4, 
the Ritchie Entities advanced an additional $56 million to 
PCI via wire transfer. (Martens Aff. ¶¶ 4, 8, 
APP0000633–34; PwC Preliminary Analysis at 11–15, 
Ex. 295 to Martens Dep. [Doc. No. 38–4]; Promissory 
Notes of 2/4/08, APP0002271–79.) That same day, PCI 
disbursed $55 million to different lenders who had 
previously advanced funds to PCI as part of its fraudulent 
diverting business. (Martens Aff. ¶¶ 4, 8, 
APP0000633–34; PwC Preliminary Analysis at 11–15, 
Ex. 295 to Martens Dep. [Doc. No. 38–4].)
 
On February 5, 7, 15, and 19, the Ritchie Entities 
provided $59 million in additional funds to PCI through 
wire transfers pursuant to additional promissory notes. 
(Id.; February Notes, APP0002259–88.) The borrowers 
on each of the notes were PGW and Tom Petters, 
personally, and bore an 80% annual interest rate. 
(February Notes, APP0002259–88.) By February 19, 
2008, Petters had executed ten separate promissary notes 
on behalf of PGW and himself (the “February Notes”), 
totaling $146 million. (Id.) Three of the notes were due in 
March 2008, while the remainder were due in May 
2008.(Id.) The Ritchie Entities later assigned two of the 
February Notes, with a $25 million face value, to a third 
party. (Appellants’ Mem. at 9 [Doc. No. 21].)
 
*10 On each of the additional four February 2008 loan 
dates, PCI again disbursed funds to benefit prior lenders 
in amounts equal to or larger than the Ritchie Entities had 
lent. (Martens Aff. ¶¶ 4, 8, APP0000633–34; PwC 
Preliminary Analysis at 11–15, Ex. 295 to Martens Dep. 
[Doc. No. 38–4].) Again, Mary Jeffries testified that 
Polaroid did not receive any of these funds. (Jeffries Dep. 
of 4/13/10 at 107–08, R.APP00244.)
 

3. February 19, 2008 Note Purchase Agreement
On the same day that the February 19, 2008 loan was 
executed, Thane Ritchie and Tom Petters executed an 
additional agreement, a “Note Purchase Agreement,” 
memorializing the terms for the previously-made loan 
advances and consequences for default. (Note Purchase 
Agmt., APP0002156–78.) The Note Purchase Agreement 
identified Petters and PGW as the “Borrowers,” and 
Ritchie Capital Management as the initial “Administrative 
Agent.” (Id.) The signatory parties to the agreement were 
PGW and Ritchie Capital Management. (Id. at 
APP0002166.) Under the agreement, the obligations of 
Petters and PGW were to a group of “Purchasers” (several 

of the appellants in this case): Ritchie Special Credit 
Investments, Ltd., Rhone Holdings II, Ltd., and Yorkville 
Investments I, L.L.C. (Id., Schedule A at APP0002178.) 
The Borrowers reauthorized the issuance and sale of up to 
$155 million of promissory notes by the “Purchasers.” 
(Id. at APP0002156, § 1.1.) According to the terms of the 
agreement, Petters and PGW had the sole discretion to use 
the proceeds from the Ritchie Entities’ loans for any 
purpose. (Id.) The Ritchie Entities did not require any 
additional security on these notes, other than Tom Petters’ 
personal guaranty. (Id.; Root Dep. at 134, APP0001112; 
Kermath Dep. at 179, R.APP00235.) Ritchie did not 
attempt to place any restrictions on PGW’s and Petters’ 
use of the loan proceeds, as Thane Ritchie explained, 
“Tom was pretty convincing that it would really screw up 
their business if we put a lot of restrictions on the loans. 
And we felt like the collateral was good, so we didn’t 
really have an issue.” (Ritchie Dep. at 76, APP0000982.)
 
Again, Thane Ritchie’s understanding was that Petters 
planned to use the Ritchie loan money to pay off the $31 
million loan to JP Morgan, and possibly other lenders to 
Polaroid. (Id.) At trial, Petters testified that Thane Ritchie 
“absolutely” knew that the loans were used to pay off 
other hedge funds. (Petters Trial Tr. at 3045, 
APP0000582.) According to David Baer, PGW’s in-house 
legal counsel, the Ritchie Entities were aware of Tom 
Petters’ problems concerning “bad paper”:

There were general discussions, over the time period of 
[the Ritchie Entities’] loans, that they wanted to 
potentially secure their loans by receivables at Petters 
Company. And—and Tom refused or resisted that, and 
didn’t want to do that because he said, listen, we have 
some of these, you know, issues with some of the 
receivables, and I don’t want to pledge them to you 
until I can sort out what ... the issues are.

*11 (Baer Dep. at 653, APP0000592.)
 
Ritchie identified several reasons why he felt comfortable 
about Petters’ ability to repay the loans:

They had—there were, you know, infinite ways they 
could pay us back, but one of the ways is they could get 
the Iconix deal done. That was first and foremost what 
they introduced to us.

Number 2, they could go out and raise debt from other 
sources because they had a really good company in 
Polaroid. Number three—especially if they cleaned up 
their balance sheet.

Number 3, they could—they had other assets at PGW 
which they could sell including Zink and some other 
venture capital and private equity assets, real estate. Or 

Case 2:19-ap-01382-SK    Doc 349-3    Filed 01/14/22    Entered 01/14/22 07:52:03    Desc
Appendix of Unpublished Opinions    Page 342 of 441



Ritchie Capital Management, L.L.C. v. Stoebner, Not Reported in F.Supp.3d (2014)

 © 2022 Thomson Reuters. No claim to original U.S. Government Works. 8

they—or they could get financing on those assets. And 
then there’s probably 2,000 other ways that I didn’t 
name that they could do also to get—to get cash in.

(Ritchie Dep. at 84, R.APP00021.) At his deposition, the 
Trustee’s counsel asked Thane Ritchie whether paying off 
other investors with the loaned funds, or the prospect of 
another lender paying off the Ritchie loans, caused 
Ritchie concern:

Q: Let’s talk about one of the alternatives that you 
just suggested, that is other lenders come forward to 
pay you off. Were you concerned at all about the fact 
that you were in in [sic] February 2008, within a 
short time period had provided $150 million in loans, 
that these loans were being used in part to pay off 
earlier investors, and that one of the avenues for you 
to get paid off was to have still other lenders come 
in?

I mean did the idea that this was a Ponzi scheme 
concern you at all?

[Objection.]

A: No, there was no Ponzi scheme in Polaroid and 
the CEO has already stated there was no Ponzi 
scheme in Polaroid. So that’s ridiculous, absolutely 
not.

(Id. at 84–85, R.APP00021.)
 
When Petters and PGW failed to make any payments on 
the three notes that were due in March 2008, the Ritchie 
Entities extended the deadlines by 60 days without 
requiring additional security. (Allonges, 
APP0002186–2205.)
 

4. March 2008 PlayStation Deal
On March 21, 2008, PCI and one of the Ritchie Entities 
executed a note purchase agreement for a purported 
diverting transaction involving Sony PlayStation game 
consoles. (PlayStation Note Purchase Agreement, 
R.APP00278–91.) Earlier, Petters had approached one of 
the Ritchie Entities “about a loan on PlayStations that 
could be purchased directly from Sony and sold to 
Costco, and [Petters] was willing to put in $21 million 
subordinate to investors loaning $31 million.” (Ritchie 
Dep. at 115, R.APP00022.) The parties contemplated that 
the Ritchie entity would take half of the profit from the 
anticipated sale, in addition to the repayments of its initial 
$31 million advance. (3/21/08 Letter Agreement Between 
PCI and Ritchie Capital at 1, R.APP00292–301). The 

PlayStation advance was effected in two notes, executed 
by Tom Petters and PCI, with a 67% annual interest rate, 
and a due date of July 14, 2008. (PlayStation Promissory 
Notes, R.APP00296–301.)
 
*12 Thane Ritchie received a purported purchase 
agreement for the game consoles from a purchaser known 
as Ubid.com Holdings (“Ubid”). (Email of 3/20/08 from 
D. Coleman to T. Ritchie, with attachments, 
R.APP00302–05). Deanna Coleman admitted to 
fabricating the purported purchase agreement and related 
documents. In re Polaroid, 472 B .R. at 48 (citing 
Coleman Dep. at 68–78). When the Ritchie Entities’ 
counsel questioned whether the purported purchaser, 
Ubid, could follow through on the $79 million deal in 
light of the fact that Ubid’s net revenue the prior year was 
only $43 million (Email chain of 3/21/08 between K. 
Rosenblum, S. Root, and others, R.APP00306–08), that 
same day, PCI substituted Costco as the purchaser. (Email 
chain of 3/21/08 between D. Coleman, S. Root, and 
others, R.APP00311–14.) Outside counsel Root provided 
some input into the PlayStation deal on behalf of the 
Petters Entities. (See Root Dep. at 148–59, 
R.APP00257–60.) Root testified that none of the 
discussions between the Ritchie and Petters Entities 
suggested that the Ritchie Entities attempted to verify the 
PlayStation transaction with either Ubid or Costco 
directly. (Root Dep. at 154–59, R.APP00259–60.) When 
Thane Ritchie was asked whether the Ritchie Entities 
sought verification that Petters had put in his $21 million 
share, Ritchie testified that he believed that they sought 
verification from M & I Bank, but he could not “recall the 
specifics.” (Ritchie Dep. at 116–17, R.APP00022.)
 
To effect the PlayStation deal, the Ritchie Entities 
advanced $31 million in a March 21, 2008 wire transfer to 
PCI. (Martens Aff. ¶ 8, APP0000634; PwC Preliminary 
Analysis at 13–14, Ex. 295 to Martens Dep. [Doc. No. 
38–4].) On the same date of PCI’s receipt of the funds, 
PCI made several disbursements: (1) $33 million to its 
creditors—the Fidelis Foundation, and three special 
purpose entities related to PCI lenders; (2) $1 million to 
Sun Country Airlines; and (3) $200,000 to PGW. (Id.)
 

5. May 2008 Promissory Notes
On May 9, 2008, two additional promissory notes were 
executed (the “May Notes”), extending an additional $12 
million in loans from the Ritchie Entities. (May Notes, 
APP0002179–85.) The May Notes included PCI as a 
signatory, in addition to PGW and Tom Petters 
personally. (Id.) The annual interest rate on these notes 
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was significantly higher than the 80% interest rate on the 
previous notes—the May Notes bore an annual interest 
rate of 362.10%. (Id.) After receiving the loan proceeds 
on May 9, PCI made the following disbursements: (1) 
over $40 million to three special purpose entities related 
to PCI’s lenders; (2) $1.5 million to Sun Country Airlines; 
(3) $7.8 million to ZINK Imaging, LLC; and (4) $200,000 
to PGW. (Martens Aff. ¶ 8, APP0000634; PwC 
Preliminary Analysis at 15, Ex. 295 to Martens Dep. 
[Doc. No. 38–4].)
 

D. Default
By May 19, 2008, the ten February Notes came due, with 
over $20 million of accrued interest. (Allonges, 
APP0002186–2205; February Notes, APP0002259–88.) 
The Ritchie Entities granted a 60–day extension, requiring 
no additional consideration and no security for the debt. 
(Allonges, APP0002186–2205.)
 
*13 In the summer of 2008, Thane Ritchie asked John 
Wappler and John Kermath to oversee discussions with 
Petters about the loans. (Ritchie Dep. at 150–52, 
APP0000987.) In June 2008, Wappler asked Deanna 
Coleman questions about where the Ritchie Entities’ loan 
money had been distributed. (Coleman 7/28/10 Dep. at 
222, APP0001127.) This prompted Coleman to email 
Petters, asking, “I have no clue what to tell them as far as 
where the money went. Did you tell them it was for a deal 
or what do they think it was for?” (Id.) Even though it 
was Coleman’s understanding that the Ritchie Entities 
were already aware that the loan money had paid off other 
PCI investors, she raised the issue because “Mr. Petters 
lied to me a lot” and she wanted confirmation of Petters’ 
explanation to the Ritchie Entities. (Id.) Coleman 
testified:

I found it really hard to believe that some company 
would wire you $150 million to pay other investors off. 
So I just wanted to make sure that is actually what he 
told them or if he told them it was for a deal and he just 
was lying to me.

(Id.) Petters insisted that they speak by phone on this 
subject, as he did not want to reply by email. (Id. at 223, 
APP0001127.)
 
Petters informed Coleman that the Ritchie Entities 
understood that the loan money paid off other investors. 
(Id. at 224; 229, APP0001127–28.) On June 25, 2008, 
Coleman responded to Wappler, telling him just 
that—that the Ritchie money had been used to pay off 
other investors. (Id. at 225, APP0001127.) Based on 

Wappler’s response, Coleman assumed that Wappler was 
previously aware that the money had paid off other 
Petters’ investors, explaining, “He wasn’t surprised at all. 
I mean it was just a casual conversation. It wasn’t like 
[’]what investors did you use it for[’], [’]why did you use 
it to pay off the investors[’]. It was [’]can you do a 
spreadsheet showing me how the money was used to pay 
off the investors[’].” (Id. at 225, APP0001127.) Coleman 
testified that Petters informed Ritchie that he used the 
Ritchie loan money to pay off other investors, “and that is 
what they wanted, because that is why I did the 
spreadsheet showing what investors we paid off.” (Id. at 
223–24, APP0001127.) Nonetheless, Coleman also 
testified that she had no reason to believe that Ritchie 
knew about the Ponzi scheme prior to the September 2008 
FBI raid, or that Ritchie worked with Petters in order to 
shore up the Ponzi scheme prior to the raid. (Coleman 
7/29/10 Dep. at 274, APP0001134.)
 
During early summer 2008, members of the Ritchie and 
Petters Entities continued to discuss the unpaid debt. 
(Ritchie Dep. at 142–43; 149–53, R.APP00025–27.) At 
these meetings, Tom Petters focused on Polaroid’s future 
potential in the retail market. (Id.) According to Thane 
Ritchie, Petters and his associates “continued to promise 
[Ritchie] Polaroid collateral and they made a bunch of 
presentations about how well Polaroid was doing.” 
(Ritchie Dep. at 152, APP0000987.) Petters also 
represented that PGW’s assets were solid, and that “PGW 
had no outside creditors; we were the only ones to speak 
of besides some employees.” (Id.)
 
*14 With the approaching July 2008 due dates of the 
notes to the Ritchie Entities, Thane Ritchie asked 
Wappler to investigate other sources of collateral from the 
Petters’ Entities. In re Polaroid, 472 B.R. at 49 (citing 
Wappler Dep. at 33; 42–43; 68–69; 150–51; 168.) 
Because the loans had been unsecured up to that point and 
were not paid off, Wappler was concerned. Id. (citing 
Wappler Dep. at 50–52.) Wappler believed that 
difficulties in the general capital markets added pressure 
on all of the parties to the notes, including the Ritchie 
Entities. (Id.) The testimony of Petters’ outside legal 
counsel confirms the escalating demands faced by the 
Petters’ Entities from their creditors at this time: “[M]y 
recollection is that August/September were a period of 
intense pressure coming from numerous creditors 
demanding payment and/or collateral.” (Root Dep. at 159, 
R.APP00260.)
 
In August 2008, Thane Ritchie himself became more 
involved in discussions with the Petters Entities, after 
learning of a lawsuit brought by another lender to Tom 
Petters, Acorn Capital Group (“Acorn”). (Ritchie Dep. at 
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152–53, APP0000987.) In the suit filed in the United 
States District Court for the Southern District of New 
York, Acorn alleged that pursuant to a grant made by 
Tom Petters, it held a security interest in some of Polaroid 
Corporation’s intellectual property rights, but that Petters 
had committed fraud in the inducement by 
misrepresentations and breaches of warranty regarding the 
identity and value of the collateral. In re Polaroid, 472 
B.R. at 50 (citing Acorn Complaint, Acorn Capital Grp., 
LLC v. Petters, 08–CV–7236 (S.D.N.Y.) [Doc. No. 65].) 
The Acorn suit caused Thane Ritchie to question Tom 
Petters’ representations that Polaroid’s assets were 
unencumbered. (Ritchie Dep. at 152–53; 183–85, 
R.APP00030.) Ritchie testified, “Well, Tom had promised 
us that collateral, and he told us he wasn’t giving it to 
anyone else. And, he, in fact, was giving it away or 
according to the lawsuit anyway.” (Id. at 184, 
R.APP00030.) Subsequently, Ritchie contacted Petters in 
order to finalize “our Polaroid collateral deal.” (Id. at 153, 
R.APP00027.) In response, “[Petters] said that Acorn had 
limited ... pieces of the Polaroid assets, but there were 
other parts of Polaroid that they could give us and that he 
would try to give us other pieces of collateral to make up 
for the difference of the fact that we weren’t getting all of 
Polaroid.” (Id.) Ritchie dispatched Wappler to Minnesota, 
telling him not to leave “until we had our collateral.” (Id. 
at 175, R.APP00029.)
 
By September 1, 2008, all of the notes were in default to 
the Ritchie Entities. (February Notes, APP0002259–88; 
May Notes, APP0002179–85; Allonges, 
APP0002186–26–2205.) Ritchie was disinclined to 
litigate Petters’ default: “litigation is expensive, it’s costly 
and it can actually lead to you getting paid back slower 
than faster.” (Ritchie Dep. at 159, APP0000988.) Instead, 
he continued to press Tom Petters for collateral, in 
consideration for not calling the notes due. (E-mail of 
8/28/08 from T. Ritchie to T. Petters, R.APP00336; 
E-mail of 9/6/08 from M. Legamaro to D. Baer, S. Root, 
and others, R.APP00337; Second Email of 9/6/08 from 
M. Legamoro to D. Baer, S. Root, and others, 
R.APP00339.) The prospect that Tom Petters and his 
corporate structure were insolvent was “an issue on the 
table and being discussed” between Tom Petters and the 
Ritchie organization. (Root Dep. at 173–74, 
R.APP00261.)
 
*15 Ritchie’s outside counsel raised with Dave Baer, 
PGW’s in-house counsel, the specter of a lawsuit, absent 
“a blanket lien on the assets of PCI”:

[Given that this is not the first such “inability to give us 
what which has been promised and the overall 
unwillingness to be transparent with us, you are only 
further putting the nail in your coffin, presumably 

causing things to unravel from here.”] If you want to 
work an amicable [sic] resolution of our issues, you 
must—immediately—release to us credit agreements 
which supposedly impact your ability here. Frankly, 
you are losing credibility fast and that will be a very 
dangerous path to take.

(E-mail of 9/6/08 from M. Legamaro to D. Baer, S. Root, 
and others, R.APP00337.)
 
Also at this time, in early September 2008, the Petters’ 
Entities in general, and Polaroid individually, experienced 
strain and difficulty paying creditors. Creditors called for 
payment, audits, and the physical inspection of collateral. 
(E-mail chain of 9/4/08 between D. Coleman and T. 
Petters, R.APP00340.) On September 4, 2008, Tom 
Petters sent the following email to David Baer and others, 
expressing increasingly desperate concerns about the 
Petters’ Entities’ financial affairs:

I have serious need to get this done so we can get out of 
the box? Otherwise I am afraid I will not be able to? 
Any ideas on short term money to nbe [sic] taken out in 
30 days nby [sic] this new 200mm dollar deal will 
A[sic] must. Any or all ideas [sic] I can’t be there till 
Friday afternoon to [sic] late to do Sabes and Ubid and 
others. I know everyone will ask what about the money 
we are owed. So do I. We need hedge deal resolved 
first or risk even larger problems. We need a team 
effort on getting Fhut, real estate, sun country notes, 
mu equity in hedge fund and or whatever assets we 
need or choices are bleak. please respond ig [sic] you 
have any sold [sic] ideas for all or part of a 60million 
dollar bridge? ? ? I need your help.

Thanks tom
(E-mail chain of 9/4/08 between T. Petters, D. Baer, and 
others, APP0000631.)
 
Polaroid also experienced a cash shortage and 
delinquency in paying vendors. (E-mail chain between 
Polaroid employees S. Hardy and P. Kalmbach, and 
others, R.APP00341.) Polaroid’s Katherine Dugan 
testified about Polaroid’s financial situation as of 
September 2008:

I know that we were extending payables with our 
vendors. That much I knew. It was common knowledge 
that Polaroid was struggling. We had no working 
capital facility. We had to buy parts from Alps and 
other vendors in order to be able to launch the Zink 
product. That was creating a strain on the company 
with no working capital facility in place.

 
(Dugan Dep. at 84–85, APP0001046.) Dugan testified 
that Polaroid was not meeting its debts as they came due. 
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(Id. at 84, APP0001046.) (Dugan Dep. at 84–85, 
APP0001046.) Dugan testified that Polaroid was not 
Polaroid’s efforts to obtain working capital included 
discussions with an investment group and discussions 
about selling a minority stake in Polaroid. (Id. at 85, 
APP0001046.) Polaroid’s CEO Mary Jeffries generally 
held a more positive view of Polaroid’s financial situation 
in early-mid September 2008, believing that it remained a 
“going concern.” (Jeffries 9/29/10 Dep. at 131–32, 
APP0001082.) But Jeffries acknowledged that by 
September 19, 2008, Polaroid was not able to pay its 
debts as they came due, at least as to trade accounts 
payable. (Jeffries 9/30/10 Dep. at 63–64, APP0001085.) 
Amid concerns about Acorn’s allegations that Polaroid 
had preexisting secured debt to an Acorn-related special 
purpose entity, the Ritchie Entities’ outside counsel 
questioned the value of taking security against Polaroid at 
all. (E-mail chain of 8/28/08 between K. Rosenblum, S. 
Root, and others, R.APP00342; E-mail chain of 8/28/08 
between K. Rosenblum, S. Root, and others, 
R.APP00346–48.)
 
*16 Between September 15–16, 2008, Thane Ritchie and 
Tom Petters exchanged a series of emails, with Ritchie 
demanding that they finalize their loans, urging “let’s get 
docs signed.” (E-mail chain of 9/16 between T. Petters 
and T. Ritchie, R.APP00349.) On September 18, Ritchie 
threatened Petters that “this will get very messy without 
an agreement in place today,” claiming that he “was last 
money in and should be first out,” as compared to the 
Lancelot entities that had lent into PCI. (E-mail of 9/18/08 
from T. Ritchie to T. Petters, R.APP00351.)
 

E. Grant of Trademark Security Interests
Thane Ritchie met with Tom Petters twice in September 
2008. (Ritchie Dep. at 146, R.APP00026.) At the first 
meeting, on September 19, the parties executed a final 
extension agreement on the ten outstanding notes—five 
days before the FBI raid on Petters’ home and office. 
(Extension and Amendment Agreement, 
APP0002206–28.) Petters “was excited about the value of 
Polaroid and wanted to raise money from I think 
Deutsche Bank and Morgan Stanley and we were hoping 
that he would do that and pay us back.” (Ritchie Dep. at 
146, R.APP00026.) In addition to the extension, Petters, 
on behalf of Polaroid and in the status of “Chairman,” 
executed a Trademark Security Agreement in favor of 
Ritchie Capital Management, as “collateral agent” for 
“the February Note Purchasers” under the Note Purchase 
Agreement executed on February 19, and the “May Note 
Purchasers” that had been involved in the May 9 advance 

to which Tom Petters had committed himself, PCI, and 
PGW. (Trademark Security Agreement, 
APP0002229–49.) Pursuant to the Trademark Security 
Agreement, Polaroid granted a security interest in the 
trademarks in Brazil, India, and China, and associated 
property rights that the Polaroid Corporation then held or 
would thereafter adopt or acquire. (Id. at Term 2(a).) This 
was done to secure the various debt obligations of the 
PCI/PGW note debtors that had been reset to the new due 
date. (Id.) Polaroid itself received nothing in exchange for 
the loan extensions and the pledge of its assets. (Jeffries 
4/13/10 Dep. at 245–46, R.APP00250.)
 
Polaroid’s CEO Jeffries learned that the Trademark 
Security Agreement was about to be signed when David 
Baer emailed her a copy of the final agreement, shortly 
before the agreement was executed. (Id. at 120, 
R.APP00245.) Jeffries opposed the agreement, and had 
previously expressed her objections to Petters and Baer. 
(Id. at 121, APP0001062.) Asked at her deposition 
whether she found the Trademark Security Agreement to 
be overreaching, Jeffries did not have an opinion, because 
she did not read it. (Id. at 242, APP0001073.) As to her 
disagreement with the plan in general, Jeffries testified 
that “Ritchie was getting collateral for loans they had 
already made to Petters.” In re Polaroid, 472 B.R. at 52 
(citing Jeffries 4/13/10 Dep. at 116). She feared that the 
assignment would make it difficult to raise new financing 
for Polaroid, which Polaroid needed in order to furnish 
working capital for its operations. (Jeffries 4/13/10 Dep. 
at 122; 128, R.APP00246–47.) Based on financial 
projections, Jeffries “always knew [that Polaroid] needed 
outside working capital.” (Id. at 128, APP0001063.)
 
*17 The final September meeting between Thane Ritchie 
and Tom Petters took place on September 25—the day 
after the September 24 FBI raid on Petters’ home and 
office. (Ritchie Dep. at 147, R.APP00026.) Petters’ 
secretary directed Ritchie and John Wappler away from 
Petters’ office and to his home instead. (Id.) After waiting 
at Petters’ house for two hours, Petters’ secretary phoned, 
instructing them to go to Petters’ aircraft hangar. (Id.) At 
the hangar, Petters was throwing a “big party,” with 
400–500 people in attendance. (Id.) At the meeting, 
Petters signed an agreement contemplated by the earlier 
September 19 agreement—an additional inter-creditor 
agreement between Petters Capital, LLC, RWB Services 
LLC (by Lancelot Investment Management, LLC), 
Ritchie Capital Management, LLC, and others. (Security 
and Inter-creditor Agreement, R.APP00352–83.) Ritchie 
testified about the substance of discussion at the meeting:

We wanted to one, know what was going on. Two, we 
wanted to make sure he appointed a business person to 
put in charge of the assets. We were very nervous about 
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getting lawyers involved and running up massive fees 
and destroying the value of the assets.

And three, we had a consent—we had a deal on 
September 19 and there was a consent that Greg Bell 
needed to agree and Tom had a week to sign it. Greg 
Bell and Tom both had a week to sign it. And that 
signature was needed to finalize the—otherwise he 
would be in default of his loan if he didn’t sign it.

(Ritchie Dep. at 148, R.APP00026.) At the meeting, 
Petters referenced the FBI raid, describing it as a “small 
issue,” and assured Ritchie that there were no problems 
with PGW or Polaroid. (Id. at 149, R.APP00026.)
 
On December 1, 2008, Petters was charged with multiple 
counts of fraud, conspiracy to commit fraud, and money 
laundering. (Indictment, United States v. Petters, 
08–CR–364 (RHK/AJB) (D.Minn. Dec. 1, 2008) [Doc. 
No. 70].)
 

F. Polaroid’s Bankruptcy
Polaroid’s CEO Jeffries testified that she had no reason to 
believe that Polaroid became insolvent prior to September 
24, 2008, the day of the raid. (Jeffries 9/29/10 Dep. at 
132, APP0001082.) After the raid, however, Jeffries 
suspected that the market value of Polaroid’s assets might 
not exceed its liabilities. (Jeffries 4/13/10 Dep. at 198–99, 
APP0001066.) According to Jeffries, the FBI raid 
“distressed” Polaroid by prompting lenders to claim an 
interest in Polaroid’s assets. (Id. at 199, APP0001067.) 
“After that point in time, there were assertions on the 
assets. There were people who came forward and said 
they had an interest in the Polaroid assets,” Jeffries 
testified. (Id.) Jeffries also believed that but for the FBI 
raid, the Stillwater investor group would have funded a 
line of credit to Polaroid—a line of credit that she 
believed would have been adequate for Polaroid’s needs, 
including its strategic plan needs. (Jeffries 9/29/10 Dep. at 
69–70, APP0001080–81.)
 
*18 After the appointment of Doug Kelley as the receiver 
for Polaroid on October 6, 2008, Jeffries reported to him. 
(Jeffries 4/13/10 Dep. at 210, APP0001068.) Jeffries felt 
optimistic about Polaroid’s business plan at that point, 
provided Polaroid could obtain financing. (Id. at 214, 
APP0001069.) On Polaroid’s behalf, the Houlihan Lokey 
firm sought financing from over 200 potential investors. 
(Id. at 215–16, APP0001070.) None of the potential 
investors provided financing to Polaroid. (Id. at 217–18, 
APP0001070.) Jeffries believed that investors were 
“scared off” because Tom Petters was charged with 

operating a Ponzi scheme. (Id. at 220–21, AP0001071. 
Jeffries testified that Polaroid survived for a few months 
after the raid by managing expenditures, cutting costs, 
collecting cash, and settling certain patent litigation. (Id. 
at 219, APP0001071.) While Doug Kelley ultimately 
decided to place Polaroid into bankruptcy in December 
2008, he relied on a group of advisors, including Jeffries, 
who recommended bankruptcy as the only viable option. 
(Id. at 219–21, APP0001071.) Various factors affected the 
decision, as Jeffries testified:

We were running out of capital. We only had a certain 
amount of cash that we forecasted going forward would 
last us, left over from the, um, litigation. Um, we were 
mindful and respectful that there were some cash 
collateral issues, that we couldn’t spend that cash, and 
we had to conserve cash. And we were not able to get 
an investor or a lender to step in ... and loan any money 
or buy Polaroid.

(Id.)
 

G. Procedural Background
On or about September 26, 2008, the Ritchie Entities 
declared a default on the February and May Notes. 
(Answer ¶ 45 [Doc. No. 8], APP0000144.) After Polaroid 
was placed into bankruptcy in December 2008, the 
Ritchie Entities claimed to hold enforceable security 
interest liens in Polaroid’s trademarks and related rights 
registered in China, India, and Brazil. See In re Polaroid, 
472 B.R. at 28.
 
Polaroid’s Trustee seeks to avoid the liens as fraudulent 
transfers pursuant to 11 U.S.C. §§ 548 and 544, and 
Minn.Stat. § 513.44(a)(1). (Compl. ¶¶ 26, 52–56; 62–27 
[Doc. 1], APP0000006; APP0000013–16.) The Trustee 
characterizes the grant of security interests as both 
actually fraudulent—i.e., made with actual intent to 
hinder, delay, or defraud creditors—and constructively 
fraudulent—i.e., “made for less than reasonably 
equivalent value given to the Polaroid Corporation, 
coupled with the contemporaneous or subsequent 
insolvency of the Polaroid Corporation.” Id.4 In their 
Answer, while the Ritchie Entities admit to having made 
loan advances to Tom Petters and companies owned and 
controlled by him in February, March, and May, 2008, the 
Ritchie Entities deny that the grants of security interests 
were made with actual intent to hinder, delay, or defraud a 
creditor. (Answer ¶¶ 53; 64 [Doc. No. 8], 
APP0000145–46.)
 
*19 The Bankruptcy Court entered a bifurcated schedule 
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in which it first considered a motion for partial summary 
judgment on the Trustee’s claims of actual fraudulent 
transfer prior to the resolution of the Trustee’s other 
remaining claims, including constructive fraudulent 
transfer. In re Polaroid, 472 B.R. at 30–31. The 
Bankruptcy Court’s April 30, 2012 order on partial 
summary judgment, and as amended, is the primary ruling 
on appeal here. In the partial summary judgment motion, 
the Trustee argued that the transfers at issue were actually 
fraudulent under two theories: (1) by application of the 
“Ponzi scheme presumption;” and (2) under a traditional 
“badges of fraud” analysis. (Trustee’s Bankr.Ct. Partial 
Summ. J. Mem., APP0000396–453.)
 
Chief Bankruptcy Judge Kishel granted in part, and 
denied in part, the Trustee’s partial summary judgment 
motion.5In re Polaroid, 472 B.R. at 77. The Trustee’s 
motion was granted on the issue of actual fraudulent 
transfer, to which the Bankruptcy Court applied both a 
Ponzi scheme presumption and a badges of fraud analysis. 
Id. at 40–60. The Bankruptcy Court considered Tom 
Petters’ over-arching level of control, finding that under 
either theory, the Ritchie Entities’ liens resulted from 
actual fraudulent transfers and were therefore avoidable. 
Id. at 40–41; 59–60. The Bankruptcy Court applied the 
Ponzi scheme presumption to the transfer ostensibly made 
by Polaroid—a related entity outside the main operation 
of the scheme—in order to further the scheme as 
maintained through the central entity, Tom Petters. Id. at 
40–41. Explaining that while the presumption of 
fraudulent intent could be rebutted by “probative, 
significant evidence that the transferor-debtor lacked the 
intent to take the transferred value away from 
contemporaneous or future creditors,” id. at 35, the 
Ritchie Defendants failed to meet the burden of 
production necessary to demonstrate such non-fraudulent 
intent. Id. at 55. The Bankruptcy Court held that its ruling 
applied equally to the fraudulent transfer claim brought 
under Minnesota’s Uniform Fraudulent Transfer Act, 
noting that corollary state and federal laws addressing 
intentionally fraudulent transfers are subject to the same 
construction and application. Id. at 55.
 
As an alternative basis for finding actual fraudulent intent, 
the Bankruptcy Court found that the following badges of 
fraud sufficiently established actual intent: (1) the lack of 
reasonably equivalent value for the transfer; (2) 
concealment of the transfer; (3) suit, or threat of suit; (4) 
the transfer of “substantially all” of the transferor’s assets; 
and (5) the transfer was effected by the sole person in 
common control. Id. at 55–60.
 
On appeal, Appellants/Ritchie Defendants argue that the 
Bankruptcy Court erred in granting partial summary 

judgment on the Trustee’s claims. (Appellants’ Mem. at 1 
[Doc. No. 21].) Specifically, Appellants argue that the 
Ponzi scheme presumption is inapplicable because the 
debtor, Polaroid, was not a participant in Tom Petters’ 
Ponzi scheme. (Id. at 13–15.) In addition, Appellants 
contend that the Bankruptcy Court misconstrued the “in 
furtherance” element of the Ponzi scheme presumption. 
(Id. at 19–20.) Appellants also argue that the Bankruptcy 
Court’s alternative finding of actual fraudulent intent 
under the traditional badges of fraud analysis 
misconstrued the law and ignored contrary evidence. (Id. 
at 22–29.)
 
*20 The other ground of appeal concerns whether the 
Bankruptcy Court abused its discretion in denying the 
Ritchie Defendants’ Motion to Strike Certain Materials 
from the Trustee’s Motion for Partial Summary Judgment. 
(Appellants’ Mem. at 30–35 [Doc. No. 21].) In support of 
the Trustee’s partial summary judgment motion, the 
Trustee had offered the Affidavit of Theodore Martens 
and supporting exhibits. (Martens Aff., APP0000632–35.) 
The Ritchie Defendants moved to strike the Martens 
Affidavit and supporting materials, arguing that the 
Trustee had failed to disclose Martens as a qualified 
expert witness as required by Fed.R.Civ.P. 26.6 (Ritchie 
Defs.’ Bankr.Ct. Mem. Supp. Mot. to Strike, 
APP0001213–29.) In addition, the Ritchie Entities argued 
that Martens was not qualified as a fact witness, as he 
lacked personal knowledge. (Id.)
 
The Bankruptcy Court ruled that Martens was not a fact 
witness, but was a qualified expert witness, whose 
affidavit and testimony were probative and to which the 
court assigned weight. (Strike Order at 3–6, 
APP0001562–66.) While the Bankruptcy Court found that 
the Trustee had failed to comply formally with 
Fed.R.Civ.P. 26(a)(2) “in a purely technical sense,” the 
court concluded that the Ritchie Defendants had received 
a full and meaningful equivalent of the disclosure 
required by Rule 26(c), and had had a full opportunity to 
challenge and counter Martens’ opinion. (Id. at 7, 
APP0001566.) Accordingly, the court denied the portion 
of the Ritchie Defendants’ motion based on a failure to 
disclose.7 (Id. at 9, APP0001568.) On appeal, Appellants 
argue that the Bankruptcy Court abused its discretion in 
ruling that the Trustee’s failure to disclose Martens as an 
expert was harmless. (Appellants’ Mem. at 31–35 [Doc. 
No. 21].)
 

II. DISCUSSION
In an appeal from a bankruptcy court proceeding, the 
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Court acts as an appellate court. See28 U.S.C. § 158(a). 
The Bankruptcy Court’s legal conclusions are reviewed 
de novo and its findings of fact are reviewed for clear 
error. Tri–State Fin., LLC v. First Dakota Nat’l Bank, 538 
F.3d 920, 923–24 (8th Cir.2008); accord Fed. R. Bankr.P. 
8013. A bankruptcy court’s entry of summary judgment is 
reviewed by a district court de novo. Tudor Oaks Ltd. 
P’ship v. Cochrane (In re Cochrane), 124 F.3d 978, 981 
(8th Cir.1997).
 
Summary judgment is proper if there are no disputed 
issues of material fact and the moving party is entitled to 
judgment as a matter of law.Fed.R.Civ.P. 56(a), as 
incorporated by Fed. R. Bankr.P. 7056. The Court must 
view the evidence and the inferences that may be 
reasonably drawn from the evidence in the light most 
favorable to the nonmoving party. Enter. Bank v. Magna 
Bank of Missouri, 92 F.3d 743, 747 (8th Cir.1996). The 
moving party bears the burden of showing that there is no 
genuine issue of material fact and that it is entitled to 
judgment as a matter of law. Fed.R.Civ.P. 56(c), as 
incorporated by Fed. R. Bankr.P. 7056; Celotex Corp. v. 
Catrett, 477 U.S. 317, 323 (1986); Enter. Bank, 92 F.3d at 
747. A party opposing a properly supported motion for 
summary judgment may not rest on mere allegations or 
denials, but must set forth specific facts in the record 
showing that there is a genuine issue for trial. Anderson v. 
Liberty Lobby, Inc., 477 U.S. 242, 256 (1986). If a party 
fails to support an assertion of fact or fails to properly 
respond to another party’s assertion of fact as required by 
Rule 56(c), the court may “grant summary judgment if the 
motion and supporting materials—including the facts 
considered undisputed—show that the movant is entitled 
to it....” Fed.R.Civ.P. 56(e)(3), as incorporated by Fed. R. 
Bank. P. 7056; Celotex, 477 U.S. 322–23.
 
*21 The standard of review applicable to the appeal of the 
Bankruptcy Court’s ruling on the motion to strike is an 
abuse of discretion. Trost v. Trek Bicycle Corp., 162 F.3d 
1004, 1008 (8th Cir.1998). This Court gives deference to 
the Bankruptcy Court’s decision regarding the 
admissibility of evidence. See Kontz v. K–Mart Corp ., 
712 F.2d 1302, 1304. Under an abuse of discretion 
review, the Bankruptcy Court’s decision will not be 
disturbed unless it is based on “ ‘an erroneous view of the 
law or a clearly erroneous assessment of the evidence.’ “ 
Trost, 162 F.3d at 1008 (quoting Richards v. Aramark 
Servs., Inc., 108 F.3d 925, 927 (8th Cir.1997)). The Court 
addresses the appeal of the motion to strike first, as 
evidence that was the subject of the motion to strike was 
relied upon in the Bankruptcy Court’s partial summary 
judgment order.
 

A. Martens Affidavit
Both Rules 26 and 37 of the Rules of Civil Procedure 
apply in adversary proceedings in bankruptcy. SeeFed. R. 
Bankr.P. 7026 & 7037. Pursuant to Rule 26(a)(2), parties 
are required to disclose the identity of any witness who 
may testify at trial as an expert. Fed.R.Civ.P. 26(a)(2)(A). 
Such disclosure must be accompanied by:

(i) a complete statement of all opinions the witness will 
express and the basis and reasons for them;

(ii) the facts or data considered by the witness in 
forming them;

(iii) any exhibits that will be used to summarize or 
support them;

(iv) the witness’s qualifications, including a list of all 
publications authored in the previous 10 years;

(v) a list of all other cases in which, during the previous 
4 years, the witness testified as an expert at trial or by 
deposition; and

(vi) a statement of the compensation to be paid for the 
study and testimony in the case.

Fed.R.Civ.P. 26(a)(2)(B)(i). Parties must disclose their 
experts and produce expert reports “at the times and in the 
sequence that the court orders.” Id. § 26(a)(2)(D). A party 
that fails to identify an expert witness or provide an expert 
report for such a witness as required by Rule 26(a) is not 
permitted to use the expert witness to supply evidence “on 
a motion, at a hearing, or at trial, unless the failure was 
substantially justified or is harmless.” Fed.R.Civ.P. 
37(c)(1).
 
Chief Bankruptcy Judge Kishel accepted the Ritchie 
Defendants’ argument that pursuant to Fed.R.Evid. 602, 
Theodore Martens’ statements could not be received as 
those of a fact witness because he was not present or 
involved in any of the events for which he was designated 
to testify. (Strike Order at 3–6, APP0001562–66.) “But 
given the extensive pre-motion vetting of Martens’ work 
product through discovery and otherwise,” the 
Bankruptcy Court found, “the Ritchie Defendants do not 
have a basis to bar the receipt and use of his conclusions 
as an expert.” (Id. at 3–4, APP0001562–63.) The court 
identified the following ways in which the Ritchie 
Defendants had notice of Martens’ opinion and/or the 
chance to explore, challenge or counter it:

*22 1. At a hearing on March 19, 2010, the Trustee’s 
counsel disclosed that his client would use expert 
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testimony from PwC in support of his contemplated 
partial motion for summary judgment on his 
actual-fraud theories. He was challenged on that 
point, both by his opponents and from the 
bench—given his prior statements that the Trustee 
did not wish to develop expert testimony on any 
complex issue of value yet. (His reason was valid 
under the circumstances: to limit substantial expense 
to the estate that might not be necessary.) In 
response, the Trustee expressly stated that the subject 
matter would be limited to the sequences of the flow 
of funds that have been identified earlier; it was not 
to entail such issues as the valuation of the business 
of the Polaroid Corporation at any relevant time or 
the reasonable equivalence of the Polaroid 
Corporation’s grant of liens to the Ritchie 
Defendants to the “indirect benefit” of staving off the 
default of PCI and other obligors to the Ritchie 
Defendants under the 2008 promissory notes. He 
also indicated that the Trustee was willing to make 
the specific witness from PwC available for 
deposition before the Trustee filed his motion.

2. By September, 2010, counsel for the Ritchie 
Defendants had served the Trustee’s counsel with a 
notice of deposition under Fed.R.Civ.P. 30(b)(6), as 
to the PwC witness, and had communicated via 
e-mail regarding the conducting of that deposition. 
These communications evidence the Ritchie 
Defendants’ knowledge and expectation that Martens 
would be the expert witness to be produced and 
deposed.

3. At the deposition, counsel for the Ritchie 
Defendants extensively examined Martens on his 
qualifications; the basis of opinion; and his 
conclusions as to the flow of funds.

4. Long before the deposition, the general processes 
by which PwC obtained its information for the 
forensic accounting project and the scope of its 
services were disclosed in the receivership 
proceeding ancillary to the criminal case against 
Tom Petters.

(Id. at 7–8, APP0001566–67) (citations omitted). 
Essentially, the Bankruptcy Court found that the Trustee’s 
failure to formally disclose Theodore Martens as an 
expert was ultimately harmless. (Id.)
 
This Court finds that Chief Bankruptcy Judge Kishel’s 
ruling was not clearly erroneous. Trost, 162 F.3d at 1008. 
First, as the Bankruptcy Court observed, any challenge to 
Theodore Martens’ qualification as an expert is without 
merit. As noted in the Bankruptcy Court’s Order, 
Fed.R.Evid. 702 provides that 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....” (Strike Order at 4, APP0001563.) As of 
2010, when Martens was deposed, he had been at PwC for 
32 years, and had worked in the area of forensics 
accounting for approximately 20 years. (Martens Dep. of 
9/15/10 at 16–17[Doc. No. 38–1].) In his accounting 
career, Martens has performed forensic accounting 
investigations and corporate investigations (including the 
investigations of other Ponzi schemes), assessed and 
quantified damages, performed work related to accountant 
malpractice, and performed general audits. (Id. at 16–18.) 
He has testified or functioned as an expert approximately 
45–48 times. (Id. at 16.) Martens possesses an MBA 
degree in accounting and is a licensed CPA in good 
standing. (Id. at 18.) He testified that he was retained in 
this litigation to offer his opinions in his own, individual 
expert capacity, as opposed to his capacity as a 
representative of PwC. (Id. at 15–16.) The Court agrees 
with the Bankruptcy Court that Martens meets the 
qualifications to render admissible opinions on the fact 
questions for which the Trustee/Appellee offers them. 
(Strike Order at 4–5, APP0001563–64) (citing In re 
Bonham, 251 B.R. 113, 132 (Bankr.D.Alaska 2000)).
 
*23 Likewise, the Court agrees with the Bankruptcy 
Court that Martens’ deposition and affidavit establish that 
his opinions were formed based on data of which he was 
made aware, or that he personally observed, in 
satisfaction of Fed.R.Evid. 703. (Id. at 5, APP0001564.) 
Martens based his opinion on “the lengthy forensic 
analysis conducted by PwC, which he supervised and 
with which he was personally and intensely involved.” 
(Id. at 5–6, APP0001564–65) (citing Martens Dep. of 
9/15/10 at 8.) As the Bankruptcy Court observed, “[o]nce 
an expert is qualified, and the probity of his testimony is 
established through that means, the weight to be given to 
it is within the discretion of the trial court .” (Id. at 6, 
APP0001565) (citing Sylla–Sawdon v. Uniroyal Goodrich 
Tire Co., 47 F.3d 277, 283 (8th Cir.1995); In re Gran, 
964 F.2d 822, 827 (8th Cir.1992); Fox v. Dannenberg, 
906 F.2d 1253, 1256 (8th Cir.1990)). Finding that the 
Ritchie Defendants had produced nothing to diminish the 
weight of Martens’ opinion, the Bankruptcy Court found 
him qualified as an expert. (Id.)
 
Regarding the requirements for the disclosure of expert 
opinion, the Court agrees with Appellants and the 
Bankruptcy Court that Martens’ affidavit and supporting 
materials contain opinion evidence. Rule 26 clearly sets 
forth the requirements for the disclosure of such evidence, 
with which the Trustee/Appellee failed to strictly comply. 
Fed.R.Civ.P. 26(a)(2)(B)(i). To the extent that the 
Martens Affidavit contains expert evidence, it would have 
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been prudent for the Trustee/Appellee to have disclosed 
him in accordance with Rule 26.
 
However, as thoroughly set forth in the Bankruptcy 
Court’s Order, and quoted above, Martens was not an 
unexpected witness of any stripe—fact or expert. In 
addition to having received the PwC preliminary analysis, 
the Ritchie Defendants/Appellants had a full opportunity 
to explore the facts contained therein, in addition to the 
bases of Martens’ opinion. Martens was deposed on two 
separate dates: September 15, 2010 and October 7, 2010. 
(Martens Dep. of 9/15/10 & Martens Dep. of 10/7/10 
[Doc. No. 38–1].) Notably, the second deposition date, 
October 7, 2010, came after the Trustee had filed his 
summary judgment motion, along with the Martens 
Affidavit, on October 1, 2010. (See Trustee’s Bankr.Ct. 
Notice of Hr’g, Mot. & Mem. in Supp. Mot. for Partial 
Summ. J., APP0000396–461.) The Ritchie Defendants 
did not respond to the Trustee’s partial summary 
judgment motion until December 1, 2010. (Ritchie Defs.’ 
Bankr.Ct. Opp’n Mem., APP0001285–1303.) Given the 
amount of notice and time, the Ritchie 
Defendants/Appellants could have consulted a forensic 
accountant expert of their own, regardless of the Trustee’s 
representations about avoiding the expense of expert 
evidence at this stage of the litigation. Accordingly, the 
Bankruptcy Court’s ruling on the admissibility of the 
Martens Affidavit and any of Martens’ testimony was not 
clearly erroneous.
 
*24 In addition, Theodore Martens’ Affidavit essentially 
corroborates the testimony of other fact witnesses, notably 
Mary Jeffries and Deanna Coleman, as to whether 
Polaroid received any of the proceeds of the Ritchie 
Entities’ loans, and Deanna Coleman and Tom Petters, as 
to the flow of funds leading to the acquisition of Polaroid 
in 2005. For all of these reasons, the Court affirms Chief 
Judge Kishel’s ruling as to the admissibility of the 
Martens Affidavit.
 

B. Avoidance of Liens Based on Actual Fraud 
(Counts I & III)

At an operational level, Polaroid functioned as a 
legitimate business outside of the core of Tom Petters’ 
Ponzi scheme. But at a higher corporate control level, 
Polaroid was inextricably intertwined with the Ponzi 
scheme. Polaroid was purchased with the fruits of the 
Ponzi scheme. (Petters Trial Tr. at 3170, APP0000584; 
Martens 10/7/10 Dep. at 143–57, APP0001195–98; 
Martens Aff. ¶ 3, APP0000633; Petters Trial Tr. at 690, 
APP0000557; Trustee’s Bankr.Ct. Reply Mem. at 7, 

APP0001240 (quoting Coleman Dep. at 211–15).) But 
most importantly, the facts make clear that the very 
transaction at issue here—the transfer of Polaroid’s 
security interests—was effectuated by Tom Petters, in 
furtherance of his Ponzi scheme.
 
As noted by the Bankruptcy Court, the bankruptcy 
process may be used to “redress the consequences of a 
failed Ponzi scheme and to provide some relief to 
unsatisfied creditors of the corporate vehicle of the 
scheme.” In re Polaroid, 472 B.R. at 33. Particularly 
through “clawback actions,” the Bankruptcy Code vests a 
bankruptcy trustee with the power to redress these 
unsatisfied creditors through the filing of avoidance 
remedies under federal and state law.8Id.;11 U.S.C. § 544. 
Under the fraudulent transfer provision of the Bankruptcy 
Code, a trustee may seek to avoid a transfer of the debtor 
in a property interest that was either actually or 
constructively fraudulently made. 11 U.S.C. § 548(a)(1). 
For the transfer to be deemed “actually fraudulent,” the 
trustee must establish that the debtor “made such transfer 
or incurred such obligation with actual intent to hinder, 
delay, or defraud any entity to which the debtor was or 
became, on or after the date that such transfer was made 
or such obligation was incurred, indebted....” 11 U.S.C. § 
548(a)(1)(A). Similarly, Minnesota’s Uniform Fraudulent 
Transfer Act, Minn.Stat. § 513.43, et seq., provides for a 
fraudulent conveyance claim if the debtor made the 
transfer or incurred the obligation with actual intent to 
hinder, delay, or defraud its creditor. Minn.Stat. § 513 
.44(a)(1). The grant of a lien is well-established as a 
“transfer” in fraudulent conveyance law. In re Polaroid, 
472 B.R. at 32, n .8 (citing In re Craig, 144 F.3d 587, 591 
(8th Cir.1998)); 11 U.S .C. § 101(54); Minn.Stat. § 
513.41.
 
The Bankruptcy Court framed the issue with respect to 
the Trustee’s summary judgment motion on Counts I and 
III as “whether the grants of lien to the Ritchie 
Defendants were made with the intent to hinder, delay, or 
defraud the creditors of the relevant debtor, the Polaroid 
Corporation.” Id. at 31. Because proof of such actual 
intent “may rarely be established by direct evidence, 
courts infer fraudulent intent from the circumstances 
surrounding the transfer.” Brown v. Third National Bank 
(In re Sherman), 67 F.3d 1348, 1353–54 (8th Cir.1995). A 
common method of inferring actual fraudulent intent 
requires the court to consider whether the transfer in 
question bears the indicia of fraud, or “badges of fraud.” 
Id. Another method of inferring fraudulent intent arises in 
cases involving Ponzi schemes. Under the “Ponzi scheme 
presumption,” where the circumstance surrounding the 
transfer is a Ponzi scheme, courts have found that the 
existence of the Ponzi scheme satisfies the requirement of 
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“actual intent.” Wagner v. Pruett (In re Vaughan Co., 
Realtors), 477 B.R. 206, 218 (Bankr.D.N .M.2012) 
(collecting cases). This is because “transfers made in the 
course of a Ponzi scheme could have been made for no 
other purpose other than to hinder, delay or defraud 
creditors.” In re Manhattan Inv. Fund Ltd., 359 B.R. 510, 
517–18 (Bankr.S.D.N.Y.2007), rev’d in part,397 B.R. 1 
(S.D.N.Y.2007).
 
*25 The Bankruptcy Court, applying the Ponzi scheme 
presumption, held that the transfer of Polaroid’s security 
interests fell within the “actual fraud” provision of § 548 
of the Bankruptcy Code, and the corollary provision of 
Minn.Stat. § 513.11(a)(1). In re Polaroid, 472 B.R. at 55.9 
As noted, under de novo review of the Bankruptcy 
Court’s partial summary judgment ruling, all conflicts in 
the evidence and all reasonable inferences are drawn in 
favor of the Appellants. Enter. Bank, 92 F.3d at 747.
 
The Eighth Circuit Court of Appeals has not yet ruled on 
the application of the Ponzi scheme presumption to 
alleged fraudulent transfers under the federal bankruptcy 
statutes, the Uniform Fraudulent Transfer Act, or parallel 
state statutes.10 While this Court does not presume 
whether the Eighth Circuit would adopt the presumption, 
at least four other federal circuits have adopted or applied 
it. See, e.g., Wing v. Dockstader, 482 Fed. App’x 361, 363 
(10th Cir.2012); Perkins v. Haines, 661 F.3d 623, 626–27 
(11th Cir.2011); Donell v. Kowell, 533 F.3d 762, 770–71 
(9th Cir.2008), cert. denied,555 U.S. 1047 (2008); 
Warfield v.. Bryon, 436 F.3d 551, 558–59 (5th Cir.2006). 
In addition to the underlying Bankruptcy Court decision, 
one other district court in the Eighth Circuit has recently 
applied the Ponzi scheme presumption to a fraudulent 
transfer claim under 11 U.S.C. §§ 544 and 548(a)(1) and 
the Nebraska Uniform Fraudulent Transfer Act, assuming 
that the Eighth Circuit would recognize the Ponzi 
presumption. In re M & M Mktg., LLC, Nos. 
BK09–81458–TJM; A11–8033–TJM, 2013 WL 5592909, 
at *3 (Bankr.D.Neb. Oct. 10, 2013.)
 
In its analysis of actual fraudulent intent, the Eighth 
Circuit has applied the traditional badges of fraud. See, 
e.g., Kelly v. Armstrong, 141 F.3d 799, 802 (8th 
Cir.1998); In re Sherman, 67 F.3d 1348, 1353 (8th 
Cir.1995). The badges of fraud test and the Ponzi scheme 
presumption function in much the same way, however, 
permitting a court to apply a rebuttable presumption that 
the transferor acted with actual intent to defraud.
 
In any event, Appellants do not appear to broadly argue 
that the application of the presumption to a fraudulent 
conveyance action is incorrect or improper. Rather, they 
argue that the Bankruptcy Court’s particular application 

of the presumption here—voiding, as actually fraudulent, 
the transfer of security interests owned by an entity 
ostensibly outside the main operation of the Ponzi 
scheme—was in error.
 

1. Application of Ponzi Scheme Presumption to 
Satisfy Actual Intent

There is no dispute that Tom Petters operated a Ponzi 
scheme, for which he was criminally convicted. See In re 
Polaroid, 472 B.R. at 28, n.3; 36.11 The criminal 
conviction of a Ponzi scheme operator may be considered 
determinative of the existence of the scheme and of its 
fraudulent intent. Some courts find such a conviction to 
have preclusive effect: “Numerous courts have found that 
a criminal conviction for operating a Ponzi scheme 
establishes the operator’s fraudulent intent and precludes 
relitigation of this issue.” Terry v. June, 432 F.Supp.2d 
635, 640 (W.D.Va.2006) (citing Floyd v. Dunson (In re 
Rodriguez), 209 B.R. 424, 433 (Bankr.S.D.Tex.1997); 
Martino v. Edison Worldwide Capital (In re Randy), 189 
B.R. 425, 440 (Bankr.N.D.Ill.1995)). Appellants do not 
contest that Petters operated a Ponzi scheme.
 
*26 Rather, Appellants contend that application of the 
Ponzi scheme presumption is limited to only those 
situations in which the debtor-transferor itself runs a 
Ponzi scheme. (Appellants’ Mem. at 13–15 [Doc. No. 
21].) In discussing the underlying rationale for the 
application of the Ponzi scheme presumption, courts 
generally refer to the debtor’s participation in the 
non-sustaining scheme. As the court in In re Indep. 
Clearinghouse Co. explained:

One can infer an intent to defraud future [investors] 
from the mere fact that the debtor was running a Ponzi 
scheme. Indeed, no other reasonable inference is 
possible. A Ponzi scheme cannot work forever. The 
investor pool is a limited resource and will eventually 
run dry. The perpetrator must know that the scheme 
will eventually collapse as a result of the inability to 
attract new investors. The perpetrator nevertheless 
makes payments to present investors, which, by 
definition, are meant to attract new investors. He must 
know all along, from the very nature of his activities, 
that investors at the end of the line will lose their 
money.

77 B.R. 843, 860–61 (D.Utah 1987). This rationale may 
also explain why courts have applied the Ponzi scheme 
presumption to transfers that might appear theoretically 
legitimate. For example, the court in Scholes v. Lehmann 
applied the presumption to a legitimate-appearing 
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transfer:

It is no answer that some or for that matter all of 
Phillips’s profit may have come from “legitimate” 
trades made by the corporations. They were not 
legitimate. The money used for the trades came from 
investors gulled by fraudulent representations. Phillips 
was one of those investors, and it may seem “only fair” 
that he should be entitled to the profits on trades made 
with his money. That would be true as between him 
and [the Ponzi scheme operator or his] corporations. It 
is not true as between him and either the creditors of or 
the other investors in the corporations. He should not 
be permitted to benefit from a fraud at their expense 
merely because he was not himself to blame for the 
fraud.

56 F.3d 750, 757–58 (7th Cir.1995), cert. denied,516 U.S. 
1028 (1995).
 
The Bankruptcy Court’s application of the Ponzi scheme 
presumption to void the liens of Polaroid, which operated 
as a legitimate business outside the operational core of the 
Ponzi scheme, follows a similar rationale. As the 
Bankruptcy Court noted, “[t]he past operation of a 
freestanding business by the ‘legitimate’ related entity 
and the abstract possibility of continuing such an 
operation do not bar the application of the presumption.” 
In re Polaroid, 472 B.R. at 41. While Appellants contend 
that there is no authority for such an “iteration” of the 
Ponzi presumption (Appellants’ Mem. at 12 [Doc. No. 
21] ), Appellants overlook the facts of this case. Certainly, 
if Mary Jeffries had pledged Polaroid’s assets, and if 
Polaroid had received anything in exchange for the 
security interests, the Ponzi scheme presumption would 
be inapplicable. But these are not the facts of this case. 
Rather, the facts demonstrate that Tom Petters—the 
architect and purveyor of the Ponzi scheme—controlled 
Polaroid as its Chairman and sole board member. And 
Tom Petters effected the transfer despite the objections of 
Mary Jeffries, Polaroid’s CEO. In light of these facts, the 
Bankruptcy Court’s application of the Ponzi scheme 
presumption is entirely consistent with legal authority in 
which the presumption has been applied.
 
*27 The Ponzi scheme presumption short-circuits the 
inquiry into actual fraudulent intent because “transfers 
made in the course of a Ponzi scheme could have been 
made for no other purpose other than to hinder, delay or 
defraud creditors.” In re Bernard L. Madoff Investment 
Securities, LLC, 458 B.R. 87, 104 (Bankr.S.D.N.Y.2011). 
The existence of a Ponzi scheme is, as Chief Bankruptcy 
Judge Kishel called it, essentially “one big badge of 
fraud.” In re Polaroid, 472 B.R. at 35. The Bankruptcy 
Court observed that under either the Bankruptcy Code or 
state law, “the relevant fraudulent intent [is] that harbored 

by the transferor, or an individual person who effected the 
transfer on behalf of a corporate debtor-transferor.” Id. at 
34. While Appellants contends that “the relevant intent 
concerns Polaroid’s intent in transferring the [l]iens” 
(Appellants’ Mem. at 17 [Doc. No. 21], that argument 
overlooks perhaps the most glaring fact of the 
transfer—Polaroid had no intent to effect the transfer, but 
instead opposed it entirely. (Jeffries 4/13/10 Dep. at 121, 
APP0001062.) The transfer occurred solely because Tom 
Petters, who had the authority to effect it over the 
objections of Polaroid’s management, intended it to 
occur. The Bankruptcy Court’s decision is supported by 
the specific facts of this case.
 
The evidence demonstrates that Polaroid itself operated as 
a legitimate business and was not a direct participant in 
Petters’ Ponzi scheme. (Coleman Dep. at 205, 
APP0001125–26; Jeffries 4/13/10 Dep. at 176, 
APP0001065; Jeffries 9/29/10 Dep. at 55–57, 
APP0001079; (9/30/10 Jeffries Dep. at 97, APP0001090.) 
Its CEO, Mary Jeffries, denied any knowledge of the 
scheme prior to the FBI raid and Petters’ subsequent 
indictment. (Jeffries 9/29/10 Dep. at 54, APP0001079.) In 
terms of its corporate structure, Polaroid was technically a 
stand-alone operating company. (Dugan Dep. at 81, 
APP0001045.) However, Polaroid was inextricably 
intertwined with the Ponzi scheme from the outset of Tom 
Petters’ acquisition of the company. The evidence 
demonstrates that Petters purchased Polaroid entirely, or 
nearly entirely, with the fruits of his Ponzi scheme 
transactions. (Petters Trial Tr. at 3170, APP0000584; 
Martens 10/7/10 Dep. at 143–157, APP0001195–98; 
Martens Aff. ¶ 3, APP0000633; In re Polaroid, 472 B.R. 
at 38–39.) At least one of the reasons for the acquisition 
of Polaroid was Petters’ desire to appear wealthy to 
potential investors in his ostensible diverting business. In 
re Polaroid, 472 B.R. at 39, n.28 (citing Coleman Dep. at 
111).
 
Polaroid fell under the ownership of PGW—the entity 
that Petters also controlled as sole shareholder, board 
chair, and CEO. (Coleman Dep. at 205, APP0001125; In 
re Polaroid, 472 B.R. at 27.) As PGW’s subsidiary, 
Polaroid’s financial stability was dependent on PGW. 
(Jeffries 4/13/10 Dep. at 126–27, APP0001063.) Tom 
Petters exerted ultimate control over the debtor-transferor 
Polaroid, just as he did over PGW and PCI. Petters was 
the 100% beneficial owner of Polaroid’s stock and its sole 
board member. (Jeffries 4/13/10 Dep. at 178, 
APP0001065; In re Polaroid, 472 B.R. at 41, n.32.) 
Polaroid’s CEO Mary Jeffries had frequent contact with 
Petters: immediately prior to becoming Polaroid’s CEO in 
2008, Jeffries had been in executive management at 
PGW, with an office next to Tom Petters. (Jeffries 
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4/13/10 Dep. at 17; 304–05, APP0001056; APP0001074.) 
As Polaroid’s CEO, Jeffries had contact with Petters 
several times per week. (Jeffries 4/13/10 Dep. at 211, 
APP1069.) Petters was familiar with Polaroid’s long-term 
strategic operations, as well as its day-to-day operations. 
(Jeffries 4/13/10 Dep. at 212.)
 
*28 Tom Petters’ control over Polaroid concerning the 
specific transfer of the Polaroid trademarks to the Ritchie 
Entities is well-supported by the evidence. All of the 
February and May Ritchie Notes preceding the 
Trademark Security Agreement were signed by Tom 
Petters, in his own personal capacity, and on behalf of 
PGW. (February Notes, APP0002259–88; May Notes, 
APP0002179–85.) Petters signed the two final notes on 
his own behalf, and on behalf of both PGW and PCI. 
(May Notes, APP0002179–85.) With respect to all of 
these notes, Tom Petters gave ultimate approval. (Root 
Dep. at 132, R.APP00255.)
 
Thane Ritchie initially understood that some or all of the 
loan proceeds would go to Polaroid, to pay off its $31 
million debt to JP Morgan to clean up the “bad paper.” 
(Ritchie Dep. at 45, 66; R.APP00017, R.APP00018.) Yet 
none of the proceeds from any of the $189 million in 
Ritchie loans went to Polaroid.12 (Wehmhoff Dep. at 16, 
APP000161; Jeffries Dep. of 4/13/10 at 107–08, 245–46; 
R.APP00244, R.APP00250, Martens Aff. ¶ 8, 
APP0000634.)
 
At the hearing on the instant appeal, Appellants argued 
that the Trustee’s analysis of the flow of funds failed to 
show the ultimate disposition of the loan proceeds, and 
therefore disputed issues of material fact remain. (Tr. of 
9/11/13 Hearing at 14 [Doc. No. 56].) The Court 
disagrees. The evidence shows that the funds went to PCI, 
which used the funds to pay off investors in Petters’ Ponzi 
scheme. (Wehmhoff Dep. at 16–17, APP0001161; 
Coleman Dep. at 240–41, APP0001129; Martens Aff. ¶ 8, 
APP0000634). Mary Jeffries testified that Polaroid did 
not receive the proceeds of the Ritchie notes (Jeffries 
Dep. of 4/13/10 at 107–08, R.APP00244), nor did it 
receive anything in exchange for the loan extension or 
pledge of its assets in the Trademark Security Agreement. 
(Jeffries 4/13/10 Dep. at 245–46, R.APP00250.) There is 
no material evidence to the contrary purporting to show 
that these funds went to Polaroid. The Bankruptcy Court 
rejected as purely speculative this suggestion that some of 
the Ritchie funds “could have” flowed to Polaroid. In re 
Polaroid, 472 B.R. at 72, n.67. Likewise, and “more to 
the point of the summary judgment context,” the 
Bankruptcy Court found this argument was “unsupported 
by any probative, direct evidence to controvert the 
Trustee’s evidence on the matter.” Id.

 
The evidence shows that in the summer of 2008, Petters’ 
Ponzi scheme was essentially in shambles.13 Petters failed 
to make any of the payments on the Ritchie notes, the 
Ritchie Entities constantly pressed him for Polaroid 
collateral in exchange for extending the deadlines on the 
notes, and Acorn filed its lawsuit. By the fall of 2008, 
Petters’ sense of desperation was evident, as he emailed 
his inner circle, asking for “any and all ideas” to “get out 
of the box.” (E-mail chain of 9/4/08 between T. Petters, 
D. Baer, and others, APP0000631.) The Acorn lawsuit 
prompted Thane Ritchie to dispatch his colleagues to 
Minnesota, telling them to not return until they had some 
Polaroid collateral. (Ritchie Dep. at 175, R.APP00029.) 
When Polaroid’s Mary Jeffries learned of the plan to 
grant the Ritchie Entities a security interest in the 
Polaroid trademarks, she told Petters that she opposed it. 
(Jeffries 4/13/10 Dep. at 121, APP0001062.) Just five 
days before the FBI raid on Petters’ home and office, and 
over the objections of the CEO of Polaroid, Tom Petters 
nevertheless signed away the security interest in 
Polaroid’s trademarks in Brazil, India, and China. 
(Extension and Amendment Agreement, 
APP0002206–28; Jeffries 4/13/10 Dep. At 121, 
APP0001062.)
 
*29 While Mary Jeffries believed that Polaroid still 
remained a going concern in earlymid September 2008 
(Jeffries 9/29/10 Dep. at 131–32, APP0001082), 
Polaroid’s Katherine Dugan, in global licensing was not 
so sanguine. (Dugan Dep. at 84–85, APP0001046.) 
Dugan testified that Polaroid was unable to meet its debts 
as they came due. (Id. at 84, APP0001046.) Jeffries 
herself also tacitly acknowledged that by September 19, 
2008—the date on which Petters signed over Polaroid’s 
security interests to the Ritchie Entities—Polaroid was 
unable to pay its debts as they came due. (Jeffries 9/30/10 
Dep. at 63–64, APP0001085.) Polaroid filed for 
bankruptcy just three months later, in December 2008. 
(Jeffries 4/13/10 Dep. at 219–21, APP0001071.) While 
the Ritchie Entities argue that Petters’ arrest did not make 
Polaroid’s failure inevitable, Mary Jeffries testified that 
but for the FBI raid, she believed that the Stillwater 
investor group would have funded a line of credit to 
Polaroid sufficient to keep it afloat. (Jeffries 9/29/10 Dep. 
at 69–70, APP0001080–81.) Yet the Ritchie Entities 
argue that Polaroid’s failure was not inevitable, pointing 
to other Petters—related companies, such as Fingerhut, 
which did not file for bankruptcy. If anything, this 
argument bolsters the Trustee’s case—Petters did not 
pledge the assets of Fingerhut as security for the Ritchie 
loans. Instead, he pledged the assets of Polaroid, leaving 
Polaroid’s fate dependent upon the continued viability of 
his over-arching Ponzi scheme.
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On the element of actual fraudulent intent, the 
Bankruptcy Court noted that it is pivotal here that the 
transfer was directed and effected at the sole instance 
of Tom Petters, who held iron control of all of the 
business entities involved via his 100% ownership, and 
who had the very most to lose were he not to use the 
ploy of pledging the trademarks.

In re Polaroid, 472 B.R. at 59 (analyzing actual 
fraudulent intent under the badges of fraud). The 
Bankruptcy Court therefore attributed Tom Petters’ intent 
to the Polaroid Corporation as transferor, “because Petters 
controlled that artificial entity.” Id. at 40. Focusing on the 
intent of the transferor, Tom Petters, Chief Bankruptcy 
Judge Kishel noted that “... [t]he applicability of the 
presumption comes down to the controlling person’s 
motivation for effecting the specific transfer by the 
non-purveyor, ‘legitimate’ business entity, when and as 
the transfer is made.” Id. at 40–41. Addressing Petters’ 
common control of Polaroid within the larger Petters 
business structure, the Bankruptcy Court explained that

[w]hen this is the governing consideration, the 
automatic inference of fraudulent intent is made when 
the person in common control effects the transfer by 
the entity extrinsic to the Ponzi scheme, but in order to 
further the scheme as it has been maintained through 
the central entity. Yes, the creditors hindered, delayed, 
and defrauded by the transfer are not the direct victims 
of the Ponzi scheme in its operation, i.e., investors into 
the entity through which the scheme has been 
purveyed. Nonetheless, it is a readily-identifiable 
group: the creditors of the related entity that makes the 
transfer for the benefit of the purveyor-entity. The 
intent that is deemed via the inference is the intent to 
deprive those parties of the value of their legal recourse 
against the debtor with which they are in privity, i.e., 
the transferor that gives up its own assets at the beck of 
the person in common control, to satisfy a creditor of 
the purveyor-entity that is not a creditor of the 
transferor-entity.

*30Id. Thus, while it is true that Polaroid was not 
operating a Ponzi scheme, Polaroid was purchased with 
the proceeds of the scheme, and was controlled, for all 
practical purposes, by the purveyor of the scheme. Its 
financial fate was inextricably linked to that scheme.
 
Appellants argue that the Bankruptcy Court’s ruling 
impermissibly renders Polaroid’s corporate form an 
“abstraction,” because at all times Polaroid remained a 
legally separate, legitimate entity. (Appellants’ Mem. at 
18 [Doc. No. 21].) While there is a presumption that a 
parent corporation is legally separate from its subsidiary 
entity, Brown v. Wells Fargo & Co., 284 F.R.D. 432, 441 
(D.Minn.2012), a parent corporation may be held liable 
given proof that it “performed acts sufficient to create 

liability, or actively influenced [the subsidiary] in its 
violations. H.J., Inc. v. Int’l Tel. & Tel. Corp., 867 F.2d 
1531, 1549 (8th Cir.1989) (citing Watson v. Gulf & 
Western Indus., 650 F.2d 990, 993 (9th Cir.1981)). Here, 
not only was Petters Polaroid’s sole board member, he 
decided to transfer Polaroid’s security interests by fiat, 
effecting the transfer himself. Petters did not simply 
influence Polaroid—he controlled the transfer completely.
 
This Court is unaware of another case involving this 
factual scenario in the context of a claim of actual 
fraudulent transfer. However, other courts have applied 
the Ponzi scheme presumption or have found actual 
fraudulent intent by attributing the requisite intent to a 
controlling entity. In Emerson v. Maples (In re Mark 
Benskin & Co., Inc.), 161 B.R. 644, 647 
(Bankr.W.D.Tenn.1993), aff ‘d, Nos. 94–5421, 94–5422, 
1995 WL 381741 (6th Cir. June 26, 1995), a bankruptcy 
trustee sought to avoid transfers from the debtor 
corporation and a related debtor to third parties. The 
related debtor was the principal of the solely-controlled 
debtor corporation. Id. at 648. The court found that the 
debtor corporation’s actual fraudulent intent was 
established by the guilty pleas to criminal fraud charges 
entered by both the corporate debtor and its principal. Id. 
at 649–50. While the debtor corporation in Benskin was 
itself clearly engaged in fraud, whereas Polaroid was not, 
Benskin nonetheless demonstrates a finding of actual 
fraud based on the actions of a corporate principal.
 
Similarly, in Zazzali v. 1031 Exchange Group LLC (In re 
DBSI, Inc.), 476 B.R. 413, 421–22 (D.Del.2012), the 
court considered the relationships between two debtors in 
applying the Ponzi scheme presumption to a motion to 
dismiss. The trustee alleged that DBSI’s real estate 
enterprise as a whole “took on the characteristics of a 
Ponzi scheme,” propped up by sales of tenant-in-common 
(‘TIC”) real estate interests. Id. at 421. One affiliate, FOR 
1031, sold and marketed those interests. An infusion of 
cash from new investors created an illusion of high 
returns on the TIC interests, as well as the sales of other 
investments. Id. DBSI promised investors high rates of 
return, despite the fact that the properties sold to its 
investors were risky and unattractive. Id. The court found 
that “[t]his structure, in which DBSI incurred all of the 
liabilities and obligations in the scheme while FOR1031 
received all of the profits from the TIC sales allowed 
Debtors [which included both DBSI and FOR1031] to 
“portray FOR1031 on the papers as an immensely 
profitable company.” Id. at 422. As the plaintiff alleged, 
the scheme rendered DBSI insolvent, as “[f]or every 
dollar of gross profit received through the sale of TIC 
interests, DBSI assumed, through its guaranties of the 
master lease obligations, [liabilities] that far exceeded the 
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front-end gross profits.” Id. While DBSI and FOR1031 
were both debtors, the court’s focus on the respective 
roles and risks assigned to them in its analysis of the 
Ponzi scheme presumption is instructive. Tom Petters’ 
entities as a whole not only ‘took on the characteristics” 
of Ponzi scheme—they were a Ponzi scheme. While 
Polaroid itself operated legitimately, outside the core of 
the Ponzi scheme, it was a useful tool for Petters when 
attempting to impress and lure new investors into his 
scheme. In re Polaroid, 472 B.R. at 39, n.28 (citing 
Coleman Dep. at 111). And it was a useful resource from 
which Petters extracted collateral to prolong his 
floundering scheme. But when Petters signed away 
Polaroid’s security interests on September 19, 2008, one 
entity—Polaroid—ultimately incurred the loss and 
received nothing in return.
 
*31 Appellants rely on Grede v. Bank of New York 
Mellon, 441 B.R. 864, 882 (N.D.Ill.2010), for the 
proposition that the Ponzi scheme presumption is 
inapplicable where the plaintiff presents no evidence 
showing that the debtor was engaged in a Ponzi scheme, 
and thereby fails to prove that the debtor knew at the time 
of transfer that the scheme would collapse. (Appellant’s 
Mem. at 15 [Doc. No. 21].)14 The trial court in Grede 
found that the transfers of customer assets out of 
segregated accounts, which the debtor, Sentinel, 
transferred into “lienable” accounts, and then used as 
collateral for an overnight loan from the Bank of New 
York Mellon (“BNYM”), merely represented an attempt 
to “stay in business:”
 

If Trustee is correct that Sentinel was insolvent at the 
time of the Transfers, it is equally reasonable to infer 
that the Transfers were made to secure the loan in an 
attempt to continue conducting business and paying off 
existing creditors. Even if the Transfers were not 
designed to drain the assets, they can still be voidable if 
they result in the draining of the asset pool. But here, 
this was not the case-in exchange for the collateral, 
BNYM gave a loan of significant value, thereby adding 
to the [asset] pool.
Id. at 884. Finding that Sentinel was not attempting to 
strip itself of its assets, the court found that the plaintiff 
failed to demonstrate actual intent. Id.

Subsequent to the filing of Appellants’ briefs in this 
appeal, the Seventh Circuit reversed the portion of Grede 
that found no actual fraudulent intent. In re Sentinel 
Mgmt. Group, Inc., 728 F.3d 660, 668 (7th Cir.2013). The 
Seventh Circuit explained:

[The trial court’s] finding that Sentinel’s pledge of 
segregated funds as collateral for loans with the Bank 
of New York was driven by a desire to stay in business 

correctly identified the motive. Nonetheless, we 
disagree with the district court’s legal conclusion that 
such motivation was insufficient to constitute actual 
intent to hinder, delay, or defraud Sentinel’s FCM 
clients. Such a result too narrowly construes the 
concept of actual intent to hinder, delay, or defraud. 
When Sentinel pledged the funds that were supposed to 
remain segregated for its FCM clients, Sentinel’s 
primary purpose may not have been to render the funds 
permanently unavailable to these clients (although 
Sentinel falsely reported to both its FCM clients and 
the CFTC that the funds remained in segregation). But 
Sentinel certainly should have seen this result as a 
natural consequence of its actions. In our legal system, 
“every person is presumed to intend the natural 
consequences of his acts.”

Id. (citations omitted). The appellate court found, as a 
matter of law, that Sentinel’s transfers of the segregated 
funds demonstrated the requisite “actual intent to hinder, 
delay, or defraud” under § 548. Id. Likewise, here, when 
Petters raided Polaroid by pledging its trademark 
assets—assets that should have been available for 
Polaroid’s own financing needs, and ultimately, for its 
creditors—Petters either intended to render those assets 
unavailable to Polaroid, or at the very least, “should have 
seen this result as a natural consequence of [his] actions.” 
Id.
 

2. “In Furtherance of” Requirement
*32 Even where the facts sufficiently demonstrate the 
existence of a Ponzi scheme, “the [c]ourt must focus 
precisely on the specific transaction or transfer sought to 
be avoided in order to determine whether that transaction 
falls within the statutory parameters of [an actually 
fraudulent transfer].” Bayou Superfund, LLC v. WAM 
Long/Short Fund II, LP (In re Bayou Group, LLC), 
(“Bayou I”), 362 B.R. 624, 638 (Bankr.S.D.N.Y.2007). 
The “in furtherance element” is related to the inference of 
fraudulent intent, as the intent to defraud future investors 
can only be found where the transfers at issue somehow 
perpetrate the Ponzi scheme. See Kapila v. Phillips 
Buick–Pontiac–GMC Truck, Inc. (In re ATM Fin. Servs., 
LLC), No. 6:08–bk–969–KSJ, 2011 WL 2580763, *5 
(Bankr.M.D. Fla. June 24, 2011) (transfers unrelated to 
the Ponzi scheme do not warrant an inference of 
fraudulent intent); see also In re Manhattan Inv. Fund 
Ltd., 397 B.R. 1, 11 (S.D.N.Y.2007) (noting that “courts 
must be sure that the transfers sought to be avoided are 
related to the scheme”); Cuthill v. Greenmark (In re 
World Vision Ent., Inc.), 275 B.R. 641, 658 
(Bankr.M.D.Fla.2002) (observing that “[s]imply because 
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a debtor conducts its business fraudulently does not make 
every single payment by the debtor subject to 
avoidance”); Daly v. Deptula (In re Carrozzella & 
Richardson), 286 B.R. 480, 490–91 (D.Conn.2002) 
(affirming the bankruptcy court’s ruling that the proper 
focus was on the particular transfer itself, and not on 
overall business practices).
 
While Appellants do not contest that Petters operated a 
Ponzi scheme, they again argue that the transfer was not 
in furtherance of the Ponzi scheme because Polaroid did 
not operate a Ponzi scheme. Appellants contend that the 
“in furtherance” requirement is a “limitation that restricts 
application of the Ponzi presumption to transfers that both 
are made by a Ponzi scheme and also ‘further’ it .” 
(Appellants’ Mem. at 19 [Doc. No. 21].) The facts here, 
however, support the application of Appellants’ standard. 
Not only was the transfer “made by a Ponzi scheme,” as 
Tom Petters himself signed the Trademark Security 
Agreement, but the transfer furthered that scheme.
 
Discussing the “in furtherance” requirement, the 
Bankruptcy Court observed:

There is nothing untoward about using the presumption 
in this way. Under the judicial articulation of the 
presumption, the idea of “furthering” the scheme is 
act-oriented (as signified by the use of a verb) rather 
than structure-oriented (as would be signified by 
identification to a noun). Where the close relationship 
inherent in common and exclusive control of 
closely-held companies is present, and surrounding 
conditions are desperate enough for the fortunes of the 
individual purveyor-controller, the deeming of intent to 
basic actions is a simple matter of recognizing a 
continuity inherent in the circumstances....

In re Polaroid, 472 B.R at 41–42
 
*33 Appellants criticize as speculative the Bankruptcy 
Court’s finding that Petters signed away Polaroid’s assets 
in order to prolong the Ponzi scheme. (Appellants’ Mem. 
at 28–29 [Doc. No. 21].) Specifically, the Bankruptcy 
Court found that Petters was struggling to prevent a 
default on the Ritchie notes, and subsequent litigation, 
which he believed would have finished him. In re 
Polaroid, 472 B.R. at 53. Appellants do not, however, 
point to facts that would lead to a different conclusion. 
Rather, the Ritchie Entities argue that Petters may have 
been motivated in making the transfer for other reasons, 
such as avoiding a default by PGW or himself. 
(Appellants’ Mem. at 29 [Doc. No. 21].) But as the 
architect and chief perpetrator of the Ponzi scheme, and 
the owner of PGW, Petters’ motivations—whether based 
on fears of personal financial ruin or criminal liability, or 
concern for PGW specifically, or all three—such 

motivations are indistinguishable from Petters’ motivation 
in perpetuating the operation of the Ponzi scheme. 
Petters’ personal interests were entirely intertwined with 
the Ponzi scheme and the scheme’s continuation. Petters 
considered himself indistinguishable from the primary 
entity through which the Ponzi scheme operated, stating, 
“I am PCI.” (Petters Trial Tr. at 3170, APP0000584.) For 
all practical purposes here, Petters was also Polaroid. As 
the sole board member and 100% beneficial owner of 
Polaroid’s stock (Jeffries 4/13/10 Dep. at APP0001065l; 
In re Polaroid, 472 B.R. at 41, n.32), and the sole board 
member of PGW (In re Polaroid, 472 B.R. at 27; 
Coleman Dep. at 205, APP0001125), Petters ultimately 
called the shots. Regarding the specific transfer at issue 
here, Petters held the power to sign over Polaroid’s assets 
to the Ritchie Entities, despite Mary Jeffries’ objection.
 
The evidence demonstrates that the “in furtherance” 
element is met. First, Polaroid received none of the 
proceeds from the Ritchie loans, which were issued at 
several points between February and May 2008. (Jeffries 
Dep. of 4/13/10 at 107–08, R.APP00244; Martens Aff. ¶¶ 
6–8, APP0000634.) In August and September 2008, 
Petters’ scheme was crumbling. The faltering global 
economy made it more difficult to obtain credit. In re 
Polaroid, 472 B.R. at 42. PGW experienced “major cash 
flow problems” in 2007 or 2008. (Petters Trial Tr. at 
3042, APP0000579.) Acorn had filed its lawsuit, 
prompting Thane Ritchie to aggressively seek collateral 
from Petters. (Ritchie Dep. at 152–53; 183–85, 
R.APP00030.) On September 18, Thane Ritchie 
threatened Petters that things would get “very messy” 
without an agreement in place, claiming that as “last 
money in,” the Ritchie Entities “should be first out.” 
(E-mail of 9/18/08 from T. Ritchie to T. Petters, 
R.APP00351.) As noted, in early September 2008, Petters 
issued a personal plea to his inner circle, asking for “any 
and all ideas” to extricate the Petters’ organization from 
the situation. (E-mail chain of 9/4/08 between T. Petters, 
D. Baer, and others, APP0000631.) With the FBI raid 
occurring only five days after the transfer of Polaroid’s 
assets, Petters’ Ponzi scheme did, in fact, inevitably fail. 
In short order, Polaroid—its fate intertwined with that of 
the Ponzi scheme operator/transferor—was unable to 
meet its debts, and filed for bankruptcy. (Jeffries 4/13/10 
Dep. at 219–21, APP0001071.)
 
*34 For all of the foregoing reasons, given this particular 
factual context, the Court finds that the Ponzi scheme 
presumption applies to the facts presented here to satisfy 
the requirement of actual fraudulent intent under both 
federal and state law.15 There can be no dispute that Tom 
Petters operated a massive Ponzi scheme. Through his 
control of Polaroid, he looted Polaroids’ assets in order to 
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appease the Ritchie Entities, whose loan money had gone 
not to Polaroid, but to pay off other investors. Petters 
effected the transfer in a desperate attempt to keep his 
Ponzi scheme afloat in its waning days. Appellants’ 
appeal regarding the application of the Ponzi scheme 
presumption is therefore denied.
 

3. Badges of Fraud
Where the Ponzi scheme presumption applies to the 
transfers at issue, courts have held that consideration of 
the badges of fraud is unnecessary. In re Manhattan Inv. 
Fund Ltd., 397 B.R. at 10, n.13 (citing Securities Investor 
Protection Corp. v. Old Naples Securities, Inc. (In re Old 
Naples Securities, Inc., 343 B.R. 310, 319 
(Bankr.M.D.Fla.2006)). While the Bankruptcy Court also 
found on an alternative basis that the transfers at issue 
were actually fraudulent under the badges of fraud 
analysis, because this Court finds that the Ponzi scheme 
presumption applies, it does not address the alternative 
basis for the Bankruptcy Court’s ruling.
 

C. Disallowance and Avoidance of Appellants’ 
Claims (Counts VI and VII)

The Bankruptcy Court also granted the Trustee’s partial 
summary judgment motion as to the Trustee’s 
disallowance claim in Count VI and his lien avoidance 
claim in Count VII of the Complaint. The Trustee brings 
the disallowance claim pursuant to 11 U.S.C. § 502(b) 
and (d), and the lien avoidance claim pursuant to 11 
U.S.C. § 506(d). (Compl. ¶¶ 80–86 [Doc. No. 1–2].) A 
court may disallow claims of an entity that is a transferee 
of fraudulent transfer under §§ 544 and 548, “unless such 
entity or transferee has paid the amount, or turned over 
any such property” for which the transferee is liable. 11 
U.S.C. § 502(d). “In other words, section 502(d) requires 
the recipient of a preferential transfer to return the transfer 
to the trustee prior to receiving payment on any claims the 
recipient may possess.” In re Midwest Agri Dev. Corp., 
387 B.R. 580, 585 (8th Cir.2008). Lienholders “remain 
entitled to adequate protection of their interests, and to the 
other rights enjoyed by secured creditors.” Id. (citing 
United States v. Whiting Pools, Inc., 462 U.S. 198, 211 
(1983)). After the creditor-transferee turns over the 
property in question, the “secured creditor may seek 
payment of his claim through the bankruptcy process.” Id.
 
In Appellants’ briefing and argument on this appeal, the 

Ritchie Entities did not raise or address the Bankruptcy 
Court’s rulings on the Trustee’s disallowance and 
avoidance claims. (See Appellants’ Mem. at 1 [Doc. No. 
21].) Apparently, the disallowance and avoidance claims 
were not the focus of the parties’ argument in the 
bankruptcy proceeding below, as Chief Bankruptcy Judge 
Kishel observed that “[n]either side paid particular 
attention to this aspect of the Trustee’s motion, in briefing 
or argument.”In re Polaroid, 472 B.R. at 71, n.65. In any 
event, because Appellants identified these two claims in 
one of their initial filings—the Statement of Issues 
Presented [Doc. No. 1–16]—the Court considers these 
claims on appeal, even though the parties presented no 
argument or briefing on them.
 
*35 As the Bankruptcy Court summarized, through the 
Trustee’s avoidance and disallowance claims, “[t]he 
Trustee basically seeks to terminate all participation by 
the Ritchie Defendants as creditor-claimants in the 
Polaroid Corporation’s bankruptcy case, in any capacity 
whether secured or unsecured.” In re Polaroid, 472 B.R. 
at 71. To the extent that a transfer is voided under §§ 544 
or 548, “the trustee may recover, for the benefit of the 
estate, the property transferred, or, ... the value of such 
property....” 11 U.S.C. § 550(a). Claims arising under § 
550 “shall be determined, and shall be allowed ..., or 
disallowed ..., the same as if such claim had arisen before 
the date of the filing of the petition. 11 U.S.C. § 502(h). 
Pre-petition claims are allowed, “except to that extent that 
... such claim is unenforceable against the debtor and 
property of the debtor, under any agreement or applicable 
law for a reason other than because such claim is 
contingent or unmatured....” 11 U.S.C. § 502(b)(1). “[F]or 
the purpose of contesting claims of creditors against a 
bankruptcy estate the trustee in bankruptcy may assert all 
defenses to which the debtor would be entitled.” In re 
Stevenson Assoc., Inc., 777 F.2d 415, 419 (8th Cir.1985).
 
This Court agrees with the Bankruptcy Court that, on this 
record, there is no evidence showing that the Ritchie 
Entities lent money to Polaroid. To the contrary, the 
evidence shows that Polaroid received none of the money 
from the Ritchie notes. As discussed herein, the evidence 
supports this conclusion and Appellants do not point to 
probative evidence to the contrary. Also, as the 
Bankruptcy Court noted, Polaroid did not guarantee the 
debt under the notes. Accordingly, Polaroid incurred no 
pre-petition liability to Appellants under the contract or 
other applicable law. This Court thus agrees with the 
Bankruptcy Court that “the Ritchie Defendants have no 
underlying allowable unsecured claim against the 
bankruptcy estate of the Polaroid Corporation,” and that a 
“compelled post-avoidance accounting to the estate 
cannot legally give rise to a newly-allowable claim in 
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favor of the Ritchie Defendants, against the estate of the 
Polaroid Corporation.” In re Polaroid, 472 B.R. at 72. 
Moreover, as a practical matter, the Ritchie Entities 
cannot account to the estate in consequence of avoidance 
because the Polaroid trademarks in question were sold 
free and clear of the liens in the Chapter 11 phase of 
Polaroid’s bankruptcy. Id. Instead, replacement liens were 
impressed against the proceeds of the sale to provide 
protection pursuant to 11 U.S.C. §§ 363(c)(2)(B), 363(f), 
and 361. Id. Because the transfer of the original liens is 
avoided, the replacement lien is likewise vitiated and the 
Ritchie Entities have no interests in the bankruptcy 
estate’s proceeds. In addition, as the Bankruptcy Court 
found, the lien is cumulatively avoidable under 11 U.S.C. 
§ 506(d), because Appellants do not hold an allowed 
claim against the estate and the original attachment of 
their lien is avoidable under §§ 548 and 544. Id. For all of 
these reasons, to the extent that Appellants appeal the 
Bankruptcy Court’s ruling with respect to the Trustee’s 
claims for disallowance and lien avoidance, their appeal is 
denied.
 

D. Order to Show Cause
*36 Various submissions of the parties in support of their 
motion papers were filed under seal. If the parties believe 
that any portion of this Order warrants redaction, the 
Court orders the parties to show cause ten days from the 
date of this Order, stating why the Order should not be 
unsealed and specifying any portion of the order 
warranting redaction.
 
THEREFORE, IT IS HEREBY ORDERED that:
 
1. Appellants’ Appeal from Bankruptcy Court [Doc. No. 
1] is DENIED; and
 
2. The parties are ordered to show cause ten (10) days 
from the date of this Order why the Order should not be 
unsealed, and to specify any portion warranting redaction.
 

All Citations

Not Reported in F.Supp.3d, 2014 WL 1386724

Footnotes

1 A “Ponzi scheme” generally describes a fraudulent investment scheme in which money taken from later participants is paid to 
earlier participants to create the false appearance that the scheme is generating returns. See Cunningham v. Brown, 265 U.S. 1, 7–9 
(1924) (describing the schemes of Charles Ponzi).

2 For ease of citation, the Court refers to the published version of the Bankruptcy Court’s underlying opinion, In re Polaroid Corp., 
472 B.R. 22.

3 Page citations to the parties’ memoranda refer to the parties’ own internal page number found at the bottom of their respective 
memoranda, as opposed to the District Court’s page numbering, which appears at the top of each page.

4 The Trustee also seeks to avoid the grant of liens under different theories of relief pursuant to 11 U.S.C. §§ 547(b); 502(b); 502(d); 
506(d); and 510(c). These alternative or additional remedies are not at issue in this appeal.

5 The Court denied the Trustee’s motion for partial summary judgment as to a contract claim, for which the Trustee asserted that the 
agreement between Polaroid and Ritchie was invalid, unenforceable, or lacked consideration. Id. at 73.

6 Fed. R. Bank. P. 7026 provides that Fed.R.Civ.P. 26 applies in adversary proceedings.

7 The Bankruptcy Court granted in part the Ritchie Defendants’ Motion to Strike as to certain portions of two exhibits attached to the 
Martens’ Affidavit. (Strike Order at 9–11, APP0001568–70.) The court found that Martens lacked the ability to authenticate certain 
underlying bank records and unexecuted notes and other instruments that were included in the exhibits to the affidavit. (Id.)

8 In another Petters-related case, the Bankruptcy Court described the general clawback process:
Via “clawback,” a trustee or receiver puts all parties that transacted with the purveyor of a failed Ponzi scheme onto a parity in 
the matter of restitution. This would be done by invoking remedies of avoidance (under theories of fraudulent transfer, unjust 
enrichment, and the like) against those lenders and investors who got repaid in whole or in part before the collapse. The extant 
wreckage of the scheme, i.e., the property that had remained in-hand with the purveyor as of the collapse, would be augmented 
by recoveries of funds from those lenders and investors who got out early. The identity of parties subject to the trustee’s claims 
would be fixed by a temporal measurement, as those that had been paid during the periods of vulnerability to avoidance or 
recovery specified by the law of fraudulent transfer or other invoked remedies. Those with debts unsatisfied at the downfall 
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would share pro rata with those whose claims would perforce be revived via the avoidance of the payments to them and the 
recovery from them of corresponding amounts of money.

In re Petters Co., Inc., 440 B.R. 805, 806 (D.Minn.2010).

9 While the Bankruptcy Court also granted summary judgment in favor of the Trustee/Appellee as to the good faith defense of the 
Ritchie Defendants/Appellants, Appellants do not appeal this ruling. (Appellants’ Reply Mem. at 1 [Doc. No. 31]; see also 
Appellants’ Mem. at 1 [Doc. No. 21] ) (identifying issues on appeal).

10 The discovery of Ponzi schemes and consequent Ponzi scheme-related litigation appears to be a growing area of law in recent 
years, as some commentators have observed. See, e.g., Samuel P. Rothschild, Bad Guys in Bankruptcy: Excluding Ponzi Schemes 
from the Stockbroker Safe Harbor, 112 Colum. L.Rev. 1376, 1384 (observing that the recent “economic downturn exposed an 
increasing number of Ponzi schemes,” with authorities uncovering nearly four times as many Ponzi schemes in 2009 as in 2008); 
Amy J. Sepinwall, Righting Others’ Wrongs: A Critical Look at Clawbacks in Madoff Type Ponzi Schemes and Other Frauds, 78 
Brook. L.Rev. 1, 6, 21, n.88 (2012) (noting that the author’s legal research for all federal and state cases containing the terms 
“Ponzi” and “fraudulent conveyance” or “fraudulent transfer” turned up 190 cases, of which only four arose before 1984, and 149 
were decided in or after the year 2000). Here, in the order on appeal, Chief Bankruptcy Judge Kishel described rulings on the 
application of the Ponzi scheme presumption to fraudulent transfer actions as “a narrow body of case law that has burgeoned only 
since 2007–2008.” In re Polaroid, 472 B.R. at 33.
The Minnesota Supreme Court also has not considered whether to adopt or apply the Ponzi scheme presumption. Finn v. Alliance 
Bank, 838 N.W.2d 585, 597 (Minn.Ct.App.2013) (noting the lack of precedent under Minnesota law, and determining that the facts 
did not support the application of the Ponzi scheme presumption to presume a lack of reasonably equivalent value, without 
deciding the general question of whether the Ponzi scheme presumption can be applied to claims arising under the Minnesota 
Uniform Fraudulent Transfer Act, Minn.Stat. §§ 513.51–.51), pet. for further review granted, Nos. A12–1930; A12–2092 (Minn. 
Nov. 13, 2013).

11 Although the Bankruptcy Court engaged in independent findings in the underlying order, the court first observed that any 
fact-finding analysis concerning the existence of a Ponzi scheme as it relates to Tom Petters is essentially “superfluous [ ] to 
anyone ... involved in the intense three-year history of related federal court proceedings in this district, under criminal, civil, and 
bankruptcy jurisdiction.” In re Polaroid, 472 B.R. at 36.
Recently, at an evidentiary hearing on Tom Petters’ motion to vacate, set aside, or correct his sentence pursuant to 28 U.S.C. § 
2255, Petters testified that he was guilty of orchestrating the enormous fraud scheme, was guilty of every count in the criminal 
indictment, and that he intended to defraud his investors. United States v. Petters, 08–CR364 (RHK/AJB), Tr. of 11/04/14 Hearing 
at 36, 38, 76 [Doc. No. 624]. This Court denied Petters’ § 2255 motion, describing it as an attempt “to pull off one final con.” Id., 
Order of 12/5/13 at 1 [Doc. No. 628].)

12 The February Notes totaled $146 million, and the May Notes were an additional $12 million, for a total of $158 million. (February 
Notes, APP0002259–80; May Notes, APP0002179–85.) In addition, the Ritchie Entities loaned $31 million to PCI in the March 
2008 PlayStation deal. (Martens Aff. ¶ 8, APP0000634; PwC Preliminary Analysis at 13–14, Ex. 295 to Martens Dep. [Doc. No. 
38–4].) Thus, the Ritchie Entities loaned Petters a total of $189 million. (Id.; Martens Aff. ¶ 6, APP0000634.)

13 As noted by the Bankruptcy Court, forensic accountants later calculated Petters Entities’ contractual losses alone at $3.5 billion. In 
re Polaroid, 472 B.R. at 39, n.29.

14 Appellants also included a quotation from Grede in their PowerPoint slides at oral argument before this Court. (Ritchie’s Oral 
Argument Materials of 9/11/13 at 34.)

15 As the Bankruptcy Court noted, Minn.Stat. § 513.44(a)(1), the state law corollary to the Bankruptcy Code’s fraudulent transfer 
provision, furnishes equal authority for the application of the Ponzi scheme presumption to these facts. In re Polaroid, 472 B.R. at 
55. As the state and federal statutes are so similar, the rulings in this Order apply equally to the actual fraudulent transfer claim 
brought pursuant to state law.

End of Document © 2022 Thomson Reuters. No claim to original U.S. Government Works.
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entitled a commission for one part of the 
contract although it breached its fiduciary duty 
with respect to another part of the contract. 
Although it was one agreement, there were two 
different, independent tasks assigned. One was 
to negotiate a better deal with an advertiser and 
the second was to find other “bundling” partners 
in which the software could be incorporated 
with other software applications. The two tasks 
did not depend on each other.
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for Defendant.

OPINION

CHIN, District Judge.

*1 On March 22, 2006, plaintiff Samba Enterprises, LLC 
(“Samba”) and defendant iMesh, Inc. (“iMesh”) entered 
into an agreement (the “Agreement”), pursuant to which 
Samba agreed to do two things. First, Samba agreed to 
help iMesh find partners with which iMesh could bundle 
software, in exchange for a commission on any 
agreements iMesh might enter into (the “bundling 
agreement”). Second, Samba agreed to renegotiate, on 
iMesh’s behalf, an agreement with AskJeeves.com 
(“Ask”), and in the event Samba was more successful in 
the negotiations with Ask than iMesh had previously 
been, Samba would receive a commission (the “Ask 
agreement”).
 
Samba was successful as to the Ask agreement, 
negotiating a significantly more favorable agreement for 
iMesh. Ask and iMesh eventually entered into an 
agreement at the terms negotiated by Samba.
 
Samba was also successful as to the bundling agreement, 
finding a suitable partner for iMesh in Zango, Inc. 
(“Zango”). iMesh and Zango subsequently entered into an 
agreement.
 
Unbeknownst to iMesh, however, Samba had also entered 
into an agreement with Zango under which Samba 
received a fee for referring iMesh to Zango. When iMesh 
found out about this side deal, it terminated the 
Agreement, and refused to pay Samba commissions for 
the bundling or Ask agreements.
 
Samba filed suit, seeking to recover the commissions it 
claims it is owed. iMesh counterclaimed, arguing, inter 
alia, that Samba breached a fiduciary duty it owed to 
iMesh by entering into the side deal with Zango. Both 
parties move for summary judgment. For the reasons set 
forth below, I conclude that Samba is entitled to a 
commission for the Ask agreement, but that Samba is not 
entitled to a commission for the bundling agreement 
because it breached its fiduciary duty in that respect to 
iMesh.
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BACKGROUND

A. Facts
The following facts are drawn from the deposition 
transcripts, affidavits, declarations, and exhibits:
 
Samba is a limited liability company organized under 
Nevada law with its principal place of business in Florida. 
(Def. Statement ¶¶ 1, 2).1 James Schmidt, who owns 99% 
of Samba, founded the software consulting company in 
2005. (Schmidt Decl. ¶ 2).
 
iMesh, a Delaware corporation with its principal place of 
business in New York, is an Internet company headed by 
Ofer Shabtai and Talmon Marco. It specializes in the 
online distribution of media content, primarily music, 
using a peer-to-peer application and network. (Def. 
Statement ¶¶ 3–4; Marco Dep. at 24–25; Shabtai Dep. at 
17).
 
In late 2005 or early 2006, Schmidt learned that iMesh 
was looking to increase its advertising revenues. (Schmidt 
Decl. ¶ 5). He contacted Shabtai and offered to assist 
iMesh in finding partners to “bundle” their applications 
with certain of iMesh’s software applications. (Def. 
Statement ¶ 11). iMesh was interested, and on March 22, 
2006, Samba and iMesh entered into the Agreement. 
(Schmidt Decl. Ex. D (Agreement)).
 
*2 The Agreement, entitled “Agency Agreement,” 
defined Samba as “Agent” and referred to Samba 
throughout by that term. It also contained, however, the 
following provision:

This Agreement is not intended to create a relationship 
such as a partnership, franchise, joint venture, agency, 
or employment relationship. Neither party may act in a 
manner which expresses or implies a relationship other 
than that of independent contractor, nor bind the other 
party. Without the prior written consent of Company 
[iMesh], Agent [Samba] shall not make any warranty 
or representation on behalf of Company [iMesh].

(Agreement § 12).
 
The Agreement had two different components. In the 
bundling agreement, iMesh “engage[d] [Samba] to act as 

[iMesh’s] non-exclusive Agent to present to [iMesh] 
various Candidates” with which iMesh could enter into 
bundling agreements. (Id. § 1). If iMesh and a Candidate 
entered into an agreement, Samba would receive 1.5% of 
the total revenue iMesh would receive from that 
Candidate. (Id. § 3).
 
In the Ask agreement, Samba was asked to assist iMesh in 
obtaining a more favorable agreement with Ask. (Id. § 5; 
Schmidt Decl. ¶ 7). iMesh had previously negotiated with 
Ask on a deal to include an Ask toolbar on one of iMesh’s 
applications, with iMesh to receive sixty percent of all 
revenues generated by the toolbar. (Schmidt Decl. ¶ 7). 
Under the Ask agreement, if Samba could negotiate a deal 
with Ask that was ten percent better than the deal iMesh 
already negotiated—in other words, if Samba could 
negotiate for iMesh to receive sixty-six percent of revenue 
from the deal with Ask—then Samba would receive a 
1.5% commission of iMesh’s revenue from the Ask deal. 
(Agreement § 5; Schmidt Decl. ¶ 7).
 
Samba negotiated with Ask on iMesh’s behalf and 
persuaded Ask to offer iMesh eighty-five percent of all 
revenues. (Schmidt Decl. ¶ 8; Marco Dep. at 82–83). 
Samba completed negotiations with Ask in mid-May 
2006. (Schmidt Decl. Ex. E (email from Schmidt to 
Shabtai and Marco indicating negotiations complete)). On 
July 21, 2006, iMesh and Ask entered into an agreement 
incorporating the eighty-five percent revenue-sharing rate 
Samba had negotiated. (Schmidt Decl. ¶ ¶ 10–11). In 
September 2006, iMesh and Ask entered into another 
agreement which superseded the July 2006 agreement, but 
also incorporated the eighty-five percent revenue-sharing 
rate. (Id.).
 
Samba also attempted to locate Candidates for iMesh with 
which to enter into bundling agreements. (Id. ¶ 15). In 
May 2006, after Samba had presented to iMesh a 
company called Zango, iMesh and Zango entered into an 
agreement2 in which Zango agreed to pay iMesh for 
bundling Zango’s software into certain of iMesh’s 
applications. (Id. ¶ 16). Under the terms of this 
agreement, Zango was required to pay iMesh $1.25 each 
time a person who downloaded iMesh’s application 
clicked on Zango’s software. (Id.). The $1.25 per click 
amount only applied, however, if iMesh had “US-based 
installs exceed [ing] 1 million Users.” (Schmidt Decl. Ex. 
L (iMesh-Zango Agreement); Schmidt Decl. ¶ 16).
 
*3 Unbeknownst to iMesh, however, Samba negotiated a 
deal with Zango for Samba to receive a referral fee from 
Zango for introducing iMesh to Zango. (Kimmel Decl. 
Exs. F, H, J, K (email correspondence between Samba 
and Zango)). On April 13, 2006, Zango and Samba 
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executed a referral agreement under which Zango agreed 
to pay Samba five percent of its net profits from the deal 
with iMesh. (Schmidt Decl. ¶ 17).3

 
On June 5, 2006, iMesh learned of the existence of the 
agreement between Zango and Samba, evidently from a 
conversation with Schmidt. (Marco Decl. ¶ 4–5 & Ex. E 
(June 5, 2006 email from Schmidt to Marco and Shabtai 
referring to “our conversation today”)). While Schmidt 
claims that he had general discussions with Marco about 
Samba entering into side deals with candidates, Schmidt 
never disclosed the existence of the agreement between 
Samba and Zango before June 5, 2006. (Id. ¶ 4; Schmidt 
Decl. ¶ 18). On June 14, 2006, iMesh terminated the 
Agreement with Samba, claiming that Samba had 
breached it by entering into the agreement with Zango, 
and refused to pay Samba any commissions. (Marco Decl. 
Ex. G).
 

B. Procedural History
On September 22, 2006, Samba filed a complaint, 
invoking the Court’s diversity jurisdiction, against iMesh, 
asserting claims for breach of contract, quantum meruit, 
and unjust enrichment. Samba also sought an accounting 
and a declaratory judgment that Samba has not materially 
breached the Agreement and is therefore entitled to its 
commissions.
 
On November 6, 2006, iMesh answered the Complaint 
and counterclaimed for breach of contract, breach of 
fiduciary duty, and fraud. iMesh also sought an 
accounting and a declaratory judgment that iMesh is not 
obligated to make any payments to Samba under the 
Agreement.
 
The parties engaged in discovery, and these motions 
followed.
 

DISCUSSION

iMesh moves for summary judgment as to all of Samba’s 
claims, arguing principally that by entering into a side 
deal with Zango, Samba breached its fiduciary duty owed 
to iMesh and therefore is not entitled to any commissions 
under the Agreement. Samba, perhaps conceding that it 
breached the bundling agreement, argues that the 

Agreement is divisible and that it did not breach the Ask 
agreement.
 
I begin with a review of the standards applicable to 
motions for summary judgment, and New York law on 
contract interpretation. I then discuss whether the 
Agreement was divisible, and conclude that it is. I then 
address whether Samba was iMesh’s agent under the 
Agreement. I conclude that it was, as a matter of law, and 
therefore owed a fiduciary duty to iMesh. With respect to 
the bundling agreement, I conclude that Samba breached 
its fiduciary duty to iMesh when it entered into a side deal 
with Zango. As to the Ask agreement, however, I 
conclude that Samba has not breached its fiduciary duty. 
Finally, I consider the viability of Samba’s claims for 
quantum meruit and unjust enrichment, as well as iMesh’s 
counterclaim for fraud.
 

A. General Standards

1. Summary Judgment
*4 Summary judgment is appropriate if the pleadings, 
affidavits, and disclosures that form the record establish 
that there is no “genuine issue as to a material fact and 
that the movant is entitled to judgment as a matter of 
law.” Fed.R.Civ.P. 56(c). Summary judgment should be 
denied “if the evidence is such that a reasonable jury 
could return a verdict” in favor of the non-moving party. 
See NetJets Aviation, Inc. v. LHC Commc’ns, LLC, 537 
F.3d 168, 178–79 (2d Cir.2008). In deciding a motion for 
summary judgment, the Court must construe the evidence 
in the light most favorable to the non-moving party and 
draw all reasonable inferences in the non-moving party’s 
favor. In re “Agent Orange” Prod. Liab. Litig., 517 F.3d 
76, 87 (2d Cir.2008). The non-moving party cannot, 
however, “escape summary judgment merely by vaguely 
asserting the existence of some unspecified disputed 
material facts, or defeat the motion through mere 
speculation or conjecture.” W. World Ins. Co. v. Stack Oil, 
Inc., 922 F.2d 118, 121 (2d Cir.1990) (internal citations 
and quotations omitted).
 
In deciding a motion for summary judgment, the role of 
the Court is not to ask whether “the evidence 
unmistakably favors one side or the other but whether a 
fair-minded jury could return a verdict for the plaintiff on 
the evidence presented.” Anderson v. Liberty Lobby, Inc., 
477 U.S. 242, 252, 106 S.Ct. 2505, 91 L.Ed.2d 202 
(1986). Because the Court’s role is limited in this respect, 
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it may not make factual findings, determine credibility of 
witnesses, or weigh evidence. See Jeffreys v. City of New 
York, 426 F.3d 549, 554 (2d Cir.2005); Hayes v. New 
York City Dep’t of Corr., 84 F.3d 614, 619 (2d Cir.1996); 
United States v. Rem, 38 F.3d 634, 644 (2d Cir.1994).
 
A court faced with cross-motions for summary judgment 
need not “grant judgment as a matter of law for one side 
or the other,” but “ ‘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.’ “ Heublein, Inc. v. United States, 
996 F.2d 1455, 1461 (2d Cir.1993) (quoting 
Schwabenbauer v. Bd. of Ed. of Olean, 667 F.2d 305, 
313–14 (2d Cir.1981)).
 

2. Contract Interpretation Under New York Law
The Agreement contains a choice-of-law provision 
designating New York as the governing law, New York 
has a reasonable relationship to the Agreement because 
iMesh is located in New York, and neither party argues 
that any other state’s law should apply. (Agreement § 
17(b); Def. Statement ¶ 3). The Court will therefore apply 
New York contracts law. See Motorola Credit Corp. v. 
Uzan, 388 F.3d 39, 51 (2d Cir.2004) (“[W]here the parties 
have chosen the governing body of law, honoring their 
choice is necessary to ensure uniform interpretation and 
enforcement of that agreement and to avoid forum 
shopping.”); Finucane v. Interior Constr. Corp., 264 
A.D.2d 618, 620, 695 N.Y.S.2d 322, 324 (1st Dep’t 1999) 
(holding that New York enforces choice-of-law 
provisions provided that “(a) the law of the State selected 
has a reasonable relationship to the agreement and (b) the 
law chosen does not violate a fundamental public policy 
of New York”) (internal citations and quotations omitted).
 
*5 New York courts interpret contracts “so as to give 
effect to the intention of the parties as expressed in the 
unequivocal language employed.” Breed v. Ins. Co. of N. 
Am., 46 N.Y.2d 351, 355, 385 N.E.2d 1280, 1282, 413 
N.Y.S.2d 352, 355 (1978). A court should not interpret a 
contract in a manner that would be “absurd, commercially 
unreasonable, or contrary to the reasonable expectations 
of the parties.” Lipper Holdings, LLC v. Trident Holdings, 
LLC, 1 A.D.3d 170, 171, 766 N.Y.S.2d 561, 561 (1st 
Dep’t 2003) (internal citations omitted); Mionis v. Bank 
Julius Baer & Co., 301 A.D.2d 104, 109, 749 N.Y.S.2d 
497, 502 (1st Dep’t 2002) (“Courts are obliged to 
interpret a contract so as to give meaning to all of its 
terms. The reason is clear. Since a contract is a voluntary 
undertaking, it should be interpreted to give effect to the 

parties’ reasonable expectations.”) (internal citations 
omitted).
 

B. Is the Agreement Divisible?
Samba argues that, although the bundling and Ask 
agreements are both contained in one single document, 
there are really two separate and divisible agreements, 
and thus Samba could breach one without precluding 
recovery on the other. iMesh disagrees, arguing that the 
two agreements are integrally related, and relying heavily 
on the fact that there is only one document.
 
While there is no case expressly holding that whether a 
contract is divisible is a question of law, courts regularly 
decide the issue as a matter of law. See, e.g., In re Balfour 
MacLaine Int’l, 85 F.3d 68, 81 (2d Cir.1996); Lazard 
Freres & Co. v. Crown Sterling Mgmt., 901 F.Supp. 133, 
136–37 (S.D.N.Y.1995); Christian v. Christian, 42 
N.Y.2d 63, 73, 365 N.E.2d 849, 856, 396 N.Y.S.2d 817, 
824 (1977). Moreover, the general rule is that 
unambiguous contracts can be interpreted as a matter of 
law, and here, as the contract is unambiguous in this 
respect, the issue of divisibility can be decided as a matter 
of law. See Mellon Bank, N.A. v. United Bank Corp., 31 
F.3d 113, 115 (2d Cir.1994).
 
Under New York law, whether a contract is divisible4 is 
“a question of the parties’ intent, ‘to be determined from 
the language employed by the parties, viewed in the light 
of the circumstances surrounding them at the time they 
contracted.’ “ In re Balfour MacLaine Int’l, 85 F.3d at 81 
(quoting Christian, 42 N.Y.2d at 73, 365 N.E.2d at 856, 
396 N.Y.S.2d at 824). “Generally, a contract will not be 
regarded as severable unless (1) the parties’ performances 
can be apportioned into corresponding pairs of partial 
performances, and (2) the parts of each pair can be treated 
as agreed equivalents.” Ginett v. Computer Task Group, 
Inc., 962 F.2d 1085, 1098 (2d Cir.1992); Reilly v. Natwest 
Mkts. Group Inc., 181 F.3d 253, 266 (2d Cir.1999) 
(holding that a divisible contract “ ‘differs from other 
contracts only in the respect that on performance by one 
party of each of its successive divisions, the other party 
becomes liable for his or her performance of that division’ 
”) (quoting 22 N.Y. Jur.2d, Contracts § 269 (1996)).
 
*6 The factors for a Court to consider in determining 
whether a contract is divisible include whether the parties 
entered into one or multiple agreements, whether the 
agreement, in referring to itself, uses singular or plural 
nouns (e.g., “this Agreement” or “these Agreements”), 
whether there is a severability clause, whether there is an 
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obvious unit-for-unit transaction, and whether there is a 
way to determine the consideration for each part of the 
contract. See Ginett, 962 F.2d at 1099.
 
Applying these factors, I conclude, as a matter of law, that 
the Agreement is divisible.
 
First, there are two different, independent tasks assigned 
to Samba under the Agreement: Negotiate a better deal 
with Ask, and find other bundling partners for iMesh. The 
one does not depend on the other. The provision of the 
Agreement engaging Samba to negotiate with Ask made 
no reference to Samba’s engagement to provide 
candidates, just as the provision of the Agreement 
engaging Samba to present iMesh with possible bundling 
partners made no reference to Samba’s engagement to 
negotiate with Ask.
 
Second, the Agreement contains an express severability 
clause. Section 17(f) of the Agreement provides that the 
“invalidity of any provision or provisions of this 
Agreement shall not affect any of the other provisions of 
this Agreement which shall all remain in full force and 
effect.” Under New York law, this is evidence that the 
parties intended to make the Agreement divisible. See 
Christian, 42 N.Y.2d at 73, 365 N.E.2d at 856, 396 
N.Y.S.2d at 824 (“Here the parties had a right to and did, 
by expressly stipulating that if any provision of the 
separation agreement be held invalid or unenforceable all 
other shall nevertheless continue in full force, make the 
agreement within reasonable limits divisible, and there is 
little room for construction.”).
 
Third, it is simple to determine the consideration for each 
of the two parts of the Agreement. If Samba negotiated a 
revenue-sharing rate with Ask higher than sixty-six 
percent, then it was entitled to 1.5% of the revenue iMesh 
received from the arrangement. (Agreement § 5). If 
Samba presented bundling partners to iMesh and iMesh 
entered into a bundling agreement with those partners, 
then Samba was entitled to 1.5% of the revenue iMesh 
received. (Id. § 4). Nothing in the Agreement made 
payment for the Ask agreement contingent on Samba 
completing the bundling agreement, or vice versa.
 
While it is true that there is only one Agreement, and that 
the Agreement only employs singular nouns, to permit 
these factors to outweigh the compelling evidence 
suggesting that the parties intended to enter into a 
divisible contract would permit “form [to] swallow 
substance.” Sutton v. E. River Sav. Bank, 55 N.Y.2d 550, 
555, 435 N.E.2d 1075, 1078, 450 N.Y.S.2d 460, 463 
(1982). Accordingly, I conclude that the Agreement is 
divisible.

 

C. Does Samba Owe iMesh A Fiduciary Duty Under the 
Agreement?
*7 iMesh argues that Samba was its agent and therefore 
owed it a fiduciary duty. Samba argues that the possibility 
of an agency relationship is foreclosed by Section 12 of 
the Agreement, which expressly provides that the 
Agreement gives rise only to an independent contractor 
relationship.
 
The existence of an agency relationship is a mixed 
question of law and fact that should generally be decided 
by a jury. Cabrera v. Jakabovitz, 24 F.3d 372, 385–86 (2d 
Cir.1994). Where, however, the facts are insufficient to 
support a finding of agency or the facts are not in dispute, 
the question of agency can be resolved as a matter of law. 
Id.; accord 3 C.J.S. Agency § 547 (1973) (“[A]gency is a 
question of law for the court where the material facts from 
which it is to be inferred are not in dispute, the question 
of agency is not open to doubt, and only one reasonable 
conclusion can be drawn from the facts in the case.”). 
Here, because there is only one reasonable conclusion that 
can be drawn from the facts, the Court can resolve the 
question of agency as a matter of law.
 
Under New York law, an agent has fiduciary obligations 
to its principal. See Sokoloff v. Harriman Estates Dev. 
Corp., 96 N.Y.2d 409, 416, 754 N.E.2d 184, 189, 729 
N.Y.S.2d 425, 430 (2001); Ross v. FSG PrivatAir, Inc., 
No. 03 Civ. 7292(NRB), 2004 U.S. Dist. LEXIS 16157, at 
*23 (S.D.N.Y. Aug. 16, 2004). Thus, to determine if 
Samba owes a fiduciary duty to iMesh, the Court must 
determine if Samba was iMesh’s agent.
 
“Agency is a legal relationship between a principal and an 
agent. It is a fiduciary relationship which results from the 
manifestation of consent of one person to allow another to 
act on his or her behalf and subject to his or her control, 
and consent by the other so to act.” Maurillo v. Park 
Slope U–Haul, 194 A.D.2d 142, 146, 606 N.Y.S.2d 243, 
246 (2d Dep’t 1993) (citing Restatement [Second] of 
Agency § 1); Cabrera, 24 F.3d at 386.
 
Here, it is undisputed that both parties manifested their 
intent to have Samba act on iMesh’s behalf by entering 
into the Agreement, which provides that iMesh “engages 
[Samba] to act as [iMesh’s] non-exclusive Agent.” 
(Agreement § 1). The Agreement is entitled, “Agency 
Agreement,” and defines Samba as “Agent.” Section 13 
of the Agreement also provides that “[iMesh], in its sole 
unfettered discretion, shall decide whether or not it wishes 

Case 2:19-ap-01382-SK    Doc 349-3    Filed 01/14/22    Entered 01/14/22 07:52:03    Desc
Appendix of Unpublished Opinions    Page 367 of 441



Samba Enterprises, LLC v. iMesh, Inc., Not Reported in F.Supp.2d (2009)

 © 2022 Thomson Reuters. No claim to original U.S. Government Works. 6

to enter into an agreement with any Candidate and the 
terms of such agreement.” Section 5 of the Agreement 
provides that, even if Samba negotiates a favorable deal 
with Ask, it will be up to iMesh whether it wants to enter 
an agreement with Ask. Thus, Samba was always at 
iMesh’s “direction and control”-a fact that has been 
characterized as “an essential characteristic of an agency 
relationship.” Sty–Lite Co. v. Eminent Sportswear Inc., 
No. 01 Civ. 3320(CBM), 2002 U.S. Dist. LEXIS 119, at 
––––9–10 (S.D.N.Y. Jan. 4, 2002).
 
Samba’s counterargument, of course, is that the 
Agreement explicitly provides that it can only give rise to 
an independent contractor relationship, and that it is not 
intended to create a “partnership, franchise, joint venture, 
agency, or employment relationship.” (Agreement § 12 
(emphasis added)). Indeed, the next sentence provides 
that “[n]either party may act in a manner which expresses 
or implies a relationship other than that of independent 
contractor, nor bind the other party.” (Id.).
 
*8 No reasonable jury, however, could find that this 
provision precludes the existence of an agency 
relationship. First, to the extent that Section 12 provides 
that the Agreement is not intended to create an agency 
relationship, the provision is inconsistent with the overall 
purpose of the Agreement, which was to engage Samba to 
act on iMesh’s behalf—as its agent. Second, the provision 
is inconsistent with express language in the Agreement, 
including the title, indicating that Samba was being 
engaged as iMesh’s agent. Third, it is apparent that 
Section 12 was intended to limit Samba’s ability to bind 
iMesh to others. Finally, extrinsic evidence5 belies 
Samba’s current contention that it was never iMesh’s 
agent. On March 20, 2006, Schmidt sent an email to a 
computer-industry email list in which he identified Samba 
as “the software agent for” iMesh and solicited bids for 
partnering with iMesh. (Kimmel Decl. Ex. G). On March 
27, 2006, Schmidt sent an email to another potential 
bundling partner for iMesh in which he wrote, “I have 
been retained as agent by imesh to setup [sic] all of their 
revenue partnerships.” (Id. Ex. I). In light of the 
compelling evidence that the parties intended to create an 
agency relationship, no reasonable jury could conclude 
that Samba was not iMesh’s agent. Because Samba was 
iMesh’s agent, it owed iMesh fiduciary duties under New 
York law.
 
Having determined that the Agreement is divisible and 
that Samba was iMesh’s agent under the Agreement, I 
now address the bundling agreement and the Ask 
agreement in turn.
 

D. Did Samba Breach the Bundling Agreement?
iMesh argues that Samba breached the bundling aspect of 
the Agreement in two respects. First, it argues that Samba 
breached its fiduciary duty when it entered into an 
agreement with Zango without iMesh’s knowledge or 
consent. Second, iMesh argues that Samba breached 
Section 14 of the Agreement, which provides that the 
services Samba performs under the Agreement shall be 
performed exclusively for iMesh. I conclude, as a matter 
of law, that Samba breached its fiduciary duty when it 
entered into an agreement with Zango, and do not 
consider iMesh’s alternative argument.
 
Samba was iMesh’s agent. The New York Court of 
Appeals has described the duty an agent owes to its 
principal as follows:

Agents must act in accordance with the highest and 
truest principles of morality and, as fiduciaries, are 
forbidden from engaging in many forms of conduct 
permissible in a workaday world for those acting at 
arm’s length.

Sokoloff, 96 N.Y.2d at 416, 754 N.E.2d at 189, 729 
N.Y.S.2d at 430 (internal citations and quotations 
omitted). Because the duty an agent owes to its principal 
is so exacting, “[a]n agent must not seek to acquire 
indirect advantages from third persons for performing 
duties and obligations owed to his principal.” Brenmer 
Indus., Inc. v. Hattie Carnegie Jewelry Enters., Ltd., 71 
A.D.2d 597, 597, 418 N.Y.S.2d 416, 417 (1st Dep’t 
1979); accord TPL Assoc. v. Helmsley–Spear, Inc., 146 
A.D.2d 468, 470, 536 N.Y.S.2d 754, 757 (1st Dep’t 1989) 
(“An agent is charged with a duty of loyalty and may not 
have interests in the subject transaction which are adverse 
to those of his principal.”).
 
*9 Here, not only did Samba, without iMesh’s knowledge 
or consent, contract with Zango to receive a payment for 
performing a duty Samba was required to perform for 
iMesh, but Samba’s interest in the transaction was 
adverse to iMesh’s. Under Samba’s agreement with 
Zango, Samba would receive five percent of the net 
profits Zango received from the deal with iMesh. Thus, if 
Zango’s fee to iMesh decreased, then Samba’s cut 
increased (because the less money Zango had to pay 
iMesh, the greater Zango’s profits). Samba thus had a 
conflict of interest with its principal, it failed to disclose 
this conflict to iMesh, and it is therefore liable for breach 
of fiduciary duty. See Sokoloff, 96 N.Y.2d at 416, 754 
N.E.2d at 189, 729 N.Y.S.2d at 430; Renz v. Beeman, 589 
F.2d 735, 745 (2d Cir.1978).
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The law in New York is clear that where an agent 
breaches his fiduciary duty owed to a principal, he is not 
entitled to receive any compensation under the agreement 
creating the agency relationship. See Phansalkar v. 
Andersen Weinroth & Co., L.P., 344 F.3d 184, 200 (2d 
Cir.2003) (“ ‘One who owes a duty of fidelity to a 
principal and who is faithless in the performance of his 
services is generally disentitled to recover his 
compensation, whether commissions or salary.’ ”) 
(quoting Feiger v. Iral Jewelry, Ltd., 41 N.Y.2d 928, 928, 
394 N.Y.S.2d 626, 626, 363 N.E.2d 350, 351 (1977)).
 
In addition, the agent must disgorge any profits made as a 
result of his breach. See Sokoloff, 96 N.Y.2d at 416, 754 
N.E.2d at 189, 729 N.Y.S.2d at 430 (“If ‘an agent 
receives anything as a result of his violation of a duty of 
loyalty to the principal, he is subject to a liability to 
deliver it, its value, or its proceeds, to the principal.’ ”) 
(quoting Restatement (Second) Agency § 403); United 
States v. Miller, 997 F.2d 1010, 1018 (2d Cir.1993) ( “It is 
settled law that an agent owes his principal a duty of 
loyalty, and must account for any profits realized in 
connection with his representation of the principal.”); 212 
Inv. Corp. v. Kaplan, 16 Misc.3d 1125A, 1125A, 847 
N.Y.S.2d 905, 905 (Sup.Ct.2007) (“The law is clear that 
disloyal fiduciaries must disgorge all wrongful benefits 
obtained by their disloyalty, including compensation and 
interest.”). The reason courts require disgorgement is 
rooted in policy:

[T]he function of [a claim for breach of fiduciary duty], 
unlike an ordinary tort or contract case, is not merely to 
compensate the plaintiff for wrongs committed by the 
defendant but, as this court declared many years ago, 
“to prevent them, by removing from agents and trustees 
all inducement to attempt dealing for their own benefit 
in matters which they have undertaken for others, or to 
which their agency or trust relates.”

Diamond v. Oreamuno, 24 N.Y.2d 494, 498, 248 N.E.2d 
910, 912, 301 N.Y.S.2d 78, 81 (1969) (quoting Dutton v. 
Willner, 52 N.Y. 312, 319 (1873)). Here, because Samba 
breached the fiduciary duty owed to iMesh, not only is 
Samba not entitled to receive any compensation from 
iMesh, but Samba must disgorge to iMesh any profits it 
receives from the agreement Samba entered into with 
Zango.
 

E. Did Samba Breach the Ask Agreement?
*10 It is undisputed that Samba negotiated with Ask on 
iMesh’s behalf and, by obtaining an eighty-five percent 
profit-sharing arrangement, satisfied the terms of the Ask 

agreement. Nonetheless, iMesh refuses to pay Samba a 
commission, arguing that Samba breached the Ask 
agreement in two respects. First, it argues that Samba 
breached its fiduciary duty with respect to the entire 
Agreement and therefore Samba is not entitled to any 
compensation. Second, it argues, based on its 
interpretation of the Agreement, that Samba is not entitled 
to a commission because the contract between iMesh and 
Ask was executed after iMesh terminated its agreement 
with Samba.
 

1. Did Samba Breach Its Fiduciary Duty With Respect 
to the Ask Agreement?

As discussed above, Samba was iMesh’s agent under the 
Agreement, and Samba breached its fiduciary duty with 
respect to the bundling agreement. That fact alone, 
however, does not mean that Samba cannot be entitled to 
compensation for work performed under the Ask 
agreement, which is divisible from the bundling portion 
of the Agreement. See Musico v. Champion Credit Corp., 
764 F.2d 102, 114 (2d Cir.1985) (holding that 
“defendants’ breach of [fiduciary] duty in the present case 
did not extend to or taint all the dealings between the 
parties”); Restatement (Second) of Agency, § 456 cmt. b 
(“If an agent is paid ... compensation apportioned to the 
completion of specified items of work, he is entitled to 
receive the stipulated compensation for ... items properly 
completed before his renunciation or discharge.”). The 
question, therefore, is whether Samba breached its 
fiduciary duty with respect to the Ask agreement.
 
There does not appear to be any claim that Samba did. 
iMesh does not claim, for example, that Samba entered 
into a side deal with Ask, withheld information, or 
behaved in any way inconsistent with its fiduciary duties 
with respect to the Ask agreement. Indeed, it is 
undisputed that Samba negotiated a better deal with Ask 
for iMesh.
 

2. Is Samba Precluded From Collecting a 
Commission Under Section 4 of the Agreement?

It is undisputed that iMesh terminated the Agreement with 
Samba on June 14, 2006, and that iMesh and Ask entered 
into an agreement on July 21, 2006 that incorporated the 
eighty-five percent revenue-sharing rate Samba had 
negotiated.6 iMesh argues, relying on Section 4 of the 
Agreement, that because the contract was signed after 
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iMesh terminated the Agreement, it is not required to pay 
Samba a commission. Section 4 provides, in relevant part, 
as follows:
 

With respect to any Candidates presented by [Samba] 
to [iMesh] during the term hereof, unless known to 
[iMesh] prior to the date of this Agreement, if [iMesh] 
shall enter into a contract for distribution of Candidates 
(or its affiliates) Distribution Application within six (6) 
months after the termination hereof and such contract 
results in revenue received or owed to Company, a 
commission shall be due hereunder.
*11 Section 4, known as a tail provision, is intended to 
permit Samba to recover a commission it earns even if 
iMesh and a Candidate enter into a contract after 
Samba and iMesh terminate their Agreement. Although 
Section 4 on its face appears to only apply to the 
bundling agreement, iMesh argues that it also applies to 
the Ask agreement and that, because Ask was “known” 
to iMesh prior to the Agreement—a fact not in 
dispute—Samba is not entitled to a commission on the 
deal, because iMesh and Ask signed the agreement 
after iMesh terminated the Agreement.

Samba argues, citing Section 5 of the Agreement, that 
Section 4 does not apply to the Ask agreement. Section 5 
deals generally with the deal with Ask, and the last 
sentence provides as follows: “All other Candidates 
which are not disclosed in Section 5 shall conform to the 
standard terms of this agreement.” Samba argues that the 
implication of this sentence is to exempt the Ask 
agreement from the condition, set forth in Section 4, that 
Samba can only receive a tail commission when iMesh 
contracts with an entity that was not “known” to iMesh 
before it entered into the Agreement with Samba. I agree, 
because this is the only reading of the Agreement that 
makes sense.
 
iMesh argues that the following would be permissible 
under its reading of the Agreement: iMesh contracts with 
Samba for Samba to negotiate a deal with Ask on iMesh’s 
behalf; Samba negotiates with Ask and obtains an 
exceptionally favorable result; iMesh terminates its 
agreement with Samba; the day after terminating its 
agreement with Samba, iMesh enters into an agreement 
with Ask at the Samba-negotiated rate; iMesh owes 
Samba nothing.
 
This construction of the Agreement is inconsistent with 
the well-established rule that the Court should not 
interpret a contract such that the result would be “absurd, 
commercially unreasonable, or contrary to the reasonable 
expectations of the parties.” Lipper Holdings, LLC, 1 
A.D.3d at 171, 766 N.Y.S.2d at 561 (internal citations 
omitted). When Samba signed the Agreement, it knew 

that Ask was “known” to iMesh—the Agreement says so. 
It would make no sense for Samba to have signed the 
Agreement if it thought iMesh would be able to reap the 
benefits of Samba’s efforts to negotiate with Ask without 
compensating Samba merely by waiting to sign the 
agreement with Ask until Samba was out of the picture. 
Accordingly, Samba is entitled to its commission on the 
Ask agreement.
 

F. Do Samba’s Claims for Quantum Meruit and Unjust 
Enrichment Survive?
New York law is clear that a party cannot recover under 
quantum meruit or unjust enrichment where there is a 
valid and enforceable written contract. See Goldman v. 
Metro. Life Ins. Co., 5 N.Y.3d 561, 572, 841 N.E.2d 742, 
746, 807 N.Y.S.2d 583, 587 (2005) (holding that “there 
was no unjust enrichment because the matter is controlled 
by contract”); Valley Juice Ltd. v. Evian Waters of Fr ., 
Inc., 87 F.3d 604, 610 (2d Cir.1996) (“Under New York 
law, ‘the existence of a valid and enforceable written 
contract governing a particular subject matter ordinarily 
precludes recovery in quasi contract for events arising out 
of the same subject matter.’ ”) (quoting 
Clark–Fitzpatrick, Inc. v. Long Island R.R. Co., 516 
N.E.2d 190, 193, 70 N.Y.2d 382, 388, 521 N.Y.S.2d 653, 
656 (1987)); Sheiffer v. Shenkman Capital Mgmt., 291 
A.D.2d 295, 295, 737 N.Y.S.2d 609, 610 (1st Dep’t 2002) 
(“[T]he existence of a valid and enforceable written 
contract governing the disputed subject matter precludes 
plaintiffs from recovering in quantum meruit.”). Here, 
there is no dispute as to the existence of a valid and 
enforceable written agreement, and iMesh’s motion for 
summary judgment dismissing the claims for quantum 
meruit and unjust enrichment is therefore granted.
 

G. Does iMesh’s Fraud Counterclaim Survive?
*12 iMesh has counterclaimed for fraud, arguing that it 
has suffered damages in excess of $2 million on the deal 
with Zango because Samba fraudulently withheld 
information from iMesh. Specifically, iMesh argues that 
Schmidt knew, based on discussions with Zango and his 
industry knowledge, that the way Zango determined what 
constituted a “user” differed from iMesh’s understanding, 
and that, as a result, iMesh would never generate the one 
million users needed to obtain a premium rate under the 
terms of the agreement iMesh signed with Zango. Samba 
moves for summary judgment as to iMesh’s counterclaim, 
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arguing that iMesh has adduced no evidence to support its 
fraud claim.
 
To succeed on a cause of action for fraud under New 
York law, iMesh must prove the following elements: (1) 
the representation of a material fact; (2) falsity of that 
fact; (3) scienter; (4) deception; and (5) injury. New York 
Univ. v. Cont’l Ins. Co., 87 N.Y.2d 308, 318, 662 N.E.2d 
763, 769, 639 N.Y.S.2d 283, 289 (1995). Even assuming 
iMesh could prove the first four elements, there is no 
injury here, because the evidence establishes that, even if 
iMesh’s understanding as to how to count users governed, 
there were still not one million of them in any given 
month.
 
On July 20, 2006, Zango’s executive vice president for 
business development sent an email to Marco and Shabtai 
in which he wrote as follows: “The agreement we have in 
place with you has a quota provision of 1 million U.S. 
users monthly. By any measure (yours or ours) the install 
counts have remained significantly lower than that 
target.” (Schmidt Decl. Ex. Q). On July 29, 2006, the 
same Zango executive sent Marco an email in which he 
wrote that the issue “is volume.” (Id. Ex. R). “[E]ven with 
your numbers,” he wrote, “the run rate is far short of 1M 
U.S. installs per month.” (Id.). The only evidence iMesh 
adduces to prove damages is Marco’s deposition 
testimony indicating that it was “possible” or 
“conceivable” that iMesh had more than one million 
users, based on iMesh’s count. (Marco Dep. at 144). 
Marco conceded, however, that iMesh never pursued the 
argument with Zango. (Id. at 147–51, 639 N.Y.S.2d 283, 
662 N.E.2d 763). The testimony is speculative, and 

therefore insufficient to defeat summary judgment.
 
Thus, even if iMesh’s understanding as to how users are 
calculated had controlled, iMesh still would not have had 
enough users to entitle it to the higher payment rate from 
Zango. Because iMesh suffered no damages, it cannot 
sustain a cause of action for fraud. See Salles v. Chase 
Manhattan Bank, 300 A.D.2d 226, 229, 754 N.Y.S.2d 
236, 239 (1st Dep’t 2002) (affirming dismissal of fraud 
claim where “[plaintiff] had no damages resulting from 
[defendant’s] alleged fraud”); Tenenbaum v. Gibbs, 27 
A.D.3d 722, 723, 813 N.Y.S.2d 155, 156–57 (2d Dep’t 
2006) (same).
 

CONCLUSION

For the foregoing reasons, the parties’ motions for 
summary judgment are denied in part and granted in part. 
The parties shall appear for a pretrial conference on April 
8, 2009 at 10:00 a.m. in Courtroom 11A.
 
*13 SO ORDERED.
 

All Citations

Not Reported in F.Supp.2d, 2009 WL 705537

Footnotes

1 Unless otherwise noted, the Court cites defendant’s rule 56.1 statement only for facts that plaintiff admitted.

2 It was actually an iMesh affiliate that entered into the agreement, on iMesh’s behalf. (Marco Dep. at 118–19).

3 Samba has sued Zango regarding a dispute over the referral agreement. See Samba Enterprises, LLC v. 180Solutions, Inc. and 
Zango, Inc., No. 06 Civ. 8171(DC) (S.D.N.Y. filed Oct. 5, 2006).

4 The words divisible and severable are used interchangeably in the case law, and have the same meaning. See Black’s Law 
Dictionary 324 (7th ed.1999) (noting, in definition of “severable contract”: “Also termed divisible contract.”).

5 The Court may consider extrinsic evidence in interpreting a contract that contains internal inconsistencies. Fed. Ins. Co. v. Ams. 
Ins. Co., 258 A.D.2d 39, 43, 691 N.Y.S.2d 508, 512 (1st Dep’t 1999) (“Where, as here, there are internal inconsistencies in a 
contract pointing to ambiguity, extrinsic evidence is admissible to determine the parties’ intent.”).

6 iMesh and Ask entered into another agreement in September 2006 that superseded the July agreement but similarly incorporated 
the 85% revenue-sharing rate.
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PROCEEDINGS (IN CHAMBERS): ORDER 
GRANTING MOTION OF DEFENDANT 
MASERGY COMMUNICATIONS, INC. TO 
DISMISS PLAINTIFF’S FIRST AMENDED 
COMPLAINT [filed 9/6/19; Docket No. 25]

HONORABLE JOHN F. WALTER, UNITED STATES 
DISTRICT JUDGE

*1 On September 6, 2019, Defendant Masergy 
Communications, Inc. (“Masergy”) filed a Motion to 
Dismiss Plaintiff’s First Amended Complaint (“Motion”). 
On September 16, 2019, Plaintiff Sandler Partners, LLC 
(“Sandler”) filed its Opposition. On September 23, 2019, 
Masergy filed a Reply. Pursuant to Rule 78 of the Federal 
Rules of Civil Procedure and Local Rule 7-15, the Court 
found the matter appropriate for submission on the papers 
without oral argument. The matter was, therefore, 
removed from the Court’s hearing calendar and the parties 
were given advance notice. After considering the moving, 

opposing, and reply papers, and the arguments therein, the 
Court rules as follows:
 

I. Factual and Procedural Background

A. The Agreement
Masergy, a Delaware Corporation with its principal place 
of business in Texas, provides telecom, cloud, IT, and 
continuity solutions to global enterprises. Sandler, a 
California limited liability company, works with 
companies such as Masergy to identify potential 
customers for their services in exchange for commissions.
 
On April 30, 2013, Sandler and Masergy entered into a 
“US Sales Partner Agreement” (the “Agreement”) which 
provides that Sandler would be paid a commission by 
Masergy for every potential third-party customer 
identified by Sandler who entered into a contract for 
Masergy’s services. The Agreement contains a choice of 
law provision, which states that the Agreement “shall be 
governed by the laws of the United States of America and 
the State of New York.” Agreement, § 23. In addition, the 
Agreement contains what the parties refer to as a 
noncompete or a non-solicitation provision that is 
contained in paragraph 10, entitled “Representations; 
Warranties; and Covenants,” and subsection (a)(iii), 
entitled “No Conflicts” (the “Noncompete Provision”), 
which states in relevant part that:

10. Representations; Warranties; and Covenants.

a. Sales Partner represents, warrants, and covenants 
that: ...

(iii) No Conflicts. ... [Sandler] recognizes that 
[Masergy] has multiple partners offering or referring 
MASERGY Services to existing or potential End 
Users and that the potential for channel conflict 
exists (e.g. MASERGY soliciting and/or multiple 
partners soliciting or referring the same End User). 
[Sandler] acknowledges and agrees that [Masergy] 
will support partners in accordance with the 
[Masergy] partner program. Notwithstanding the 
foregoing, MASERGY agrees not to directly or 
indirectly circumvent [Sandler] by knowingly 
soliciting or otherwise doing business with: (a) any 
Customer or prospective Customer who [Sandler] 
solicited or who [Sandler] introduced to MASERGY 
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pursuant to the terms of this Agreement; or (b) any 
sub-agent of [Sandler] who MASERGY learned of, 
as a result of this Agreement.

Agreement, § 10(a)(iii) (Exh. 1 to the First Amended 
Complaint (“FAC”)).
 

B. Masergy’s Alleged Breach of the Noncompete 
Provision

As a result of Sandler’s efforts, Masergy provided 
networking services to Baxter Credit Union (“Baxter”) 
and for several years paid Sandler commissions for 
Masergy’s work with Baxter in accordance with the terms 
of the Agreement. In late 2016, Sandler’s agent, Stephen 
McGarry (“McGarry”), brought a new network design to 
Baxter. During that same time period, Baxter hired Scott 
Zulpo (“Zulpo”) as its Vice President of IT. Prior to his 
employment with Baxter, Zulpo had a close relationship 
with a representative of one of Sandler’s competitors, 
CDW Corporation (“CDW”). During several meetings 
between McGarry and Zulpo, Zulpo indicated that Baxter 
was considering working with CDW instead of Sandler. 
Notwithstanding McGarry’s efforts to convince Zulpo to 
continue working with Sandler, Baxter decided to 
terminate its relationship with Sandler. In late 2018, 
Baxter advised Sandler that it had decided to engage 
CDW, who would be solely responsible for renewing 
Baxter’s services with Masergy. Accordingly, Sandler 
would no longer be entitled to receive commissions from 
Masergy for any of the services that Masergy would 
provide to Baxter in the future.
 
*2 As a result, Sandler filed a Complaint against Masergy 
in Los Angeles Superior Court on July 2, 2019. On 
August 7, 2019, Masergy filed a Notice of Removal, 
alleging that this court had jurisdiction pursuant to 28 
U.S.C. § 1332. On August 23, 2019, Sandler filed a First 
Amended Complaint, alleging claims for: (1) breach of 
contract and breach of the implied covenant of good faith 
and fair dealing against Masergy; (2) money had and 
received against Masergy; (3) account stated against 
Masergy; (4) disparagement/trade libel against CDW; and 
(5) intentional interference with prospective economic 
advantage against Masergy and CDW.1 In the First 
Amended Complaint, Sandler alleges that Masergy 
breached the Noncompete Provision by working with 
Baxter through CDW instead of through Sandler, even 
though Sandler was initially responsible for introducing 
Baxter to Masergy. Sandler also alleges that Masergy is 
responsible for damages it has caused Sandler, “including, 
but not limited to, monetary losses and related expenses in 
the amount of $43,508.83 in addition to future damages 

related to proof.” FAC, ¶ 56.
 

II. Legal Standard
A motion to dismiss brought pursuant to Federal Rule of 
Civil Procedure 12(b)(6) tests the legal sufficiency of the 
claims asserted in the complaint. “A Rule 12(b)(6) 
dismissal is proper only where there is either a ‘lack of a 
cognizable legal theory’ or ‘the absence of sufficient facts 
alleged under a cognizable legal theory.’ ” Summit 
Technology, Inc. v. High-Line Medical Instruments Co., 
Inc., 922 F. Supp. 299, 304 (C.D. Cal. 1996) (quoting 
Balistreri v. Pacifica Police Dept., 901 F.2d 696, 699 (9th 
Cir. 1988)). However, “[w]hile 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.” Bell Atlantic 
Corp. v. Twombly, 550 U.S. 544, 555 (2007) (internal 
citations and alterations omitted). “[F]actual allegations 
must be enough to raise a right to relief above the 
speculative level.” Id.
 
In deciding a motion to dismiss, a court must accept as 
true the allegations of the complaint and must construe 
those allegations in the light most favorable to the 
nonmoving party. See, e.g., Wyler Summit Partnership v. 
Turner Broadcasting System, Inc., 135 F.3d 658, 661 (9th 
Cir. 1998). “However, a court need not accept as true 
unreasonable inferences, unwarranted deductions of fact, 
or conclusory legal allegations cast in the form of factual 
allegations.” Summit Technology, 922 F. Supp. at 304 
(citing Western Mining Council v. Watt, 643 F.2d 618, 
624 (9th Cir. 1981) cert. denied, 454 U.S. 1031 (1981)).
 
*3 “Generally, a district court may not consider any 
material beyond the pleadings in ruling on a Rule 12(b)(6) 
motion.” Hal Roach Studios, Inc. v. Richard Feiner & 
Co., 896 F.2d 1542, 1555 n. 19 (9th Cir. 1990) (citations 
omitted). However, a court may consider material which 
is properly submitted as part of the complaint and matters 
which may be judicially noticed pursuant to Federal Rule 
of Evidence 201 without converting the motion to dismiss 
into a motion for summary judgment. See, e.g., id.; 
Branch v. Tunnel, 14 F.3d 449, 454 (9th Cir. 1994).
 
Where a motion to dismiss is granted, a district court must 
decide whether to grant leave to amend. Generally, the 
Ninth Circuit has a liberal policy favoring amendments 
and, thus, leave to amend should be freely granted. See, 
e.g., DeSoto v. Yellow Freight System, Inc., 957 F.2d 655, 

Case 2:19-ap-01382-SK    Doc 349-3    Filed 01/14/22    Entered 01/14/22 07:52:03    Desc
Appendix of Unpublished Opinions    Page 375 of 441



Sandler Partners, LLC v. Masergy Communications, Inc., Not Reported in Fed. Supp....

 © 2022 Thomson Reuters. No claim to original U.S. Government Works. 3

658 (9th Cir. 1992). However, a Court does not need to 
grant leave to amend in cases where the Court determines 
that permitting a plaintiff to amend would be an exercise 
in futility. See, e.g., Rutman Wine Co. v. E. & J. Gallo 
Winery, 829 F.2d 729, 738 (9th Cir. 1987) (“Denial of 
leave to amend is not an abuse of discretion where the 
pleadings before the court demonstrate that further 
amendment would be futile.”).
 

III. Discussion
In its Motion, Masergy argues that Sandler’s First 
Amended Complaint should be dismissed without leave to 
amend. Specifically, Masergy argues that all of Sandler’s 
claims alleged against Masergy in the First Amended 
Complaint are based on Masergy’s alleged violation of 
the NonCompete Provision, which is void and 
unenforceable under California Business & Professions 
Code § 16600. In addition, Masergy argues that even 
though the Agreement contains a New York choice of law 
provision, that choice of law provision is unenforceable 
and California law should apply. In its Opposition, 
Sandler argues that although the New York choice of law 
provision should be enforced, the NonCompete Provision 
is nonetheless valid and enforceable under either New 
York or California law.
 

A. California Law Governs the Agreement.
In order to determine if the Non Compete Provision is 
unenforceable, the Court must first determine if the 
parties’ New York choice of law provision is enforceable.
 
Federal courts sitting in diversity look to the law of the 
forum state when making choice of law determinations. 
See Fields v. Legacy Health Sys., 413 F. 3d 943, 950 (9th 
Cir. 2005) (internal citation omitted). In determining 
whether a choice of law provision is enforceable, a court 
must first determine “whether the chosen state has a 
substantial relationship to the parties or their transaction, 
or ... whether there is any other reasonable basis for the 
parties’ choice of law.” Nedlloyd Lines B.V. v. Super. Ct., 
3 Cal. 4th 459, 466 (1992). If neither test is met, the 
inquiry ends and the court is not required to enforce the 
parties’ choice of law. Id. A substantial relationship 
between the chosen state and the contracting parties exists 
if “one of the parties is domiciled in the chosen state.” Id. 
at 467 (internal citation omitted). In addition, “if one of 
the parties resides in the chosen state, the parties have a 

reasonable basis for selecting that state.” Id.; see also In 
re Marriage of Crosby & Grooms, 116 Cal. App. 4th 201, 
211 (2004) (holding there was no reasonable basis for 
choosing Idaho law when neither party resided in the 
state).
 
*4 In this case, neither a substantial relationship nor 
reasonable basis exists for the parties’ selection of New 
York law. At the time the parties entered into the 
Agreement, Sandler was a California limited liability 
company with offices in Hermosa Beach, California and 
Masergy was a Delaware corporation with its principal 
place of business in Plano, Texas. Agreement, p. 11. 
Accordingly, neither party resided in or was domiciled in 
New York. In addition, the First Amended Complaint 
does not allege any relationship between either of the 
parties and New York. Moreover, Sandler has not alleged 
or argued that the Agreement was negotiated in New 
York or that the parties engaged in any contract related 
activities or otherwise were required to perform any 
contractual obligations in New York. In fact, the choice of 
law section in the Agreement is the sole reference to New 
York. Agreement, § 23. In the absence of any allegations 
or evidence connecting the parties or the Agreement to 
New York, there is simply no reasonable basis to apply 
New York law. As a result, the Court concludes that the 
New York choice of law provision is unenforceable. See 
NexRep, LLC v. ALIPHCOM, 2017 WL 1356345 at *3 
(N.D. Cal. Mar. 8, 2017) (determining New York 
choice-of-law provision unenforceable on a motion to 
dismiss), report and recommendation adopted, 2017 WL 
1315461 (N.D. Cal. Apr. 7, 2017).
 
In the absence of an enforceable New York choice of law 
provision, the Court will apply California law. See 
NexRep, 2017 WL 1356345 (finding that New York 
choice of law provision unenforceable and applying 
California law on a motion to dismiss); Ottman v. Anthem 
Life Insurance Co., 2015 WL 12683809 (C.D. Cal. Oct. 
15, 2015) (finding that Ohio choice of law provision is 
unenforceable and applying California law on a motion to 
dismiss).
 

B. The NonCompete Provision in the Agreement is 
Void Under California Business & Professions Code 
§ 16600.

In its Motion, Masergy argues that the NonCompete 
Provision is void and unenforceable under California 
Business & Professions Code § 16600. In its Opposition, 
Sandler argues that the NonCompete Provision is not void 
because it is limited in scope and noncompete or 
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non-solicitation provisions that are limited in scope are 
not void under Section 16600.
 
Section 16600 states: “Except as provided in this chapter, 
every contract by which anyone is restrained from 
engaging in a lawful profession, trade, or business of any 
kind is to that extent void.” Cal. Bus. & Prof. Code § 
16600. “This prohibition extends to any ‘restraint of a 
substantial character,’ no matter its form or scope.” 
Golden v. Cal. Emergency Physicians Med. Grp. (Golden 
I), 782 F.3d 1083, 1092 (9th Cir. 2015) (quoting 
Chamberlain v. Augustine, 172 Cal. 285, 288 (1916)). 
There are three statutory exceptions to Section 16600, 
none of which apply in this case.2 See Cal. Bus. & Prof. 
Code §§ 16601, 16602, 1660.5 (creating statutory 
exceptions for the sale or dissolution of a partnership, 
limited liability company, or the sale of a business’s 
goodwill). California courts have read § 16600 broadly. 
Golden v. Cal. Emergency Physicians Med. Grp. (Golden 
II), 896 F.3d 1018, 1022 (9th Cir. 2018) (discussing 
cases).
 
In this case, the Court finds the NonCompete Provision 
falls within the scope of Section 16600. Although Section 
16600 is most often discussed in the context of contracts 
between an employer and an employee, the Ninth Circuit 
has also found that Section 16600 applies to contracts 
between businesses.3 See, e.g., Comedy Club, Inc. v. 
Improv W. Assocs., 553 F.3d 1277, 1293 (9th Cir. 2009); 
Gen. Commercial Packaging, Inc. v. TPS Package Eng’g, 
Inc., 126 F.3d 1131, 1132-34 (9th Cir. 1997) (per curiam); 
see also Green Payment Solutions, LLC v. First Data 
Merchant Services Corporation, 2019 WL 4570015 (C.D. 
Cal. Aug. 5, 2019). In fact, in General Commercial, 
which is cited by Sandler, the court explicitly applied 
Section 16600 to a contract between two corporations that 
precluded one of the corporations from dealing directly 
with a third corporation. See General Commercial 
Packaging, 126 F.3d at 1132–34; see also VL Systems, 
Inc. v. Unisen, Inc., 152 Cal. App. 4th 708 (2007) 
(applying Section 16600 to a contract between a 
corporation and a company that provided computer 
consulting services to the corporation). Therefore, the 
Court concludes that Section 16600 applies in this case 
notwithstanding Sandler’s argument that Section 16600 
only applies in employment related cases. Richmond 
Technologies, Inc. v. Aumtech Business Solutions, 2011 
WL 2607158 (N.D. Cal. July 1, 2011) (“Plaintiff argues 
that Section 16600 does not apply to the Non–Disclosure 
Agreement because Section 16600 bars only restrictions 
on employees, or that impact employees, and has no 
effect on dealings between companies. The Court, 
however, finds no support for this proposition in either the 
statutory language or the case law”).

 
*5 Sandler attempts to create another exception to Section 
16600 and argues that Section 16600 does not apply to 
contracts that merely bar a party from soliciting work 
from a limited section of a business, trade, or profession. 
However, California courts have consistently 
“condem[ed]” agreements that place any restraints on the 
pursuit of a business or profession. Edwards, 44 Cal. 4th 
at 949. In fact, in Edwards, the California Supreme Court 
clearly stated that “Section 16600 is unambiguous, and if 
the Legislature intended the statute to apply only to 
restraints that were unreasonable or overbroad, it could 
have included language to that effect.” In this case, the 
NonCompete Provision precludes Masergy from 
“knowingly soliciting or otherwise doing business with ... 
any Customer or prospective Customer who [Sandler] 
solicited or who [Sandler] introduced to Masergy.” 
Agreement, § 10(a)(iii). Because this restriction clearly 
limits Masergy’s ability to conduct its lawful business, it 
falls under the broad scope of Section 16600.
 
Accordingly, the Court concludes that the NonCompete 
Provision in the Agreement is void and unenforceable.4

 

C. Sandler’s First Amended Complaint Must Be 
Dismissed.

1. Because the NonCompete Provision is Void, 
Sandler’s First, Second, and Third Causes of Action 
Must Be Dismissed.

In its first cause of action, Sandler alleges claims for both 
a breach of contract and a breach of the implied covenant 
of good faith and fair dealing. In its second and third 
causes of action, Sandler alleges claims for money had 
and received and account stated. It is undisputed that 
these three causes of action are specifically based on 
Masergy’s breach of the NonCompete Provision. FAC, ¶ 
52 (“As a result of the foregoing language [in the 
Noncompete Provision], Masergy was not entitled to do 
business with third-part [Baxter] through another partner, 
as such business would violate the emphasized language 
from the contract”). However, in light of the Court’s 
determination that the NonCompete Provision is void and 
unenforceable, Sandler cannot prevail on its breach of 
contract or breach of the implied covenant of good faith 
and fair dealing claims as alleged in the First Amended 
Complaint. See, e.g., Mountain Air Enterprises, LLC v. 
Sundowner Towers, LLC, 231 Cal. App. 4th 805 (2014), 
cert. granted, 185 Cal. Rptr. 3d 6 (2015) (holding that a 
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void contract cannot be enforced by either party); Avidity 
Partners, LLC v. State of California, 221 Cal. App. 4th 
1180, 1203 (2013) (holding that breach of the covenant of 
good faith and fair dealing rests upon the existence of a 
specific contractual obligation, and “there was none”). 
Similarly, because Sandler’s claims for money had and 
received and account stated are simply common counts 
for money damages based on Masergy’s breach of 
contract, they also fail. See, e.g., Harris v. Kessler, 124 
Cal. App. 299, 303 (1932) (“Nor do we find any ground 
for reversal because of the order of the court sustaining 
the demurrer to the second count in the cross-complaint 
without leave to amend. It was a common count for 
money had and received, the demand being for 
$16,636.92, which was the identical amount claimed 
under the first count [for breach of contract], and 
manifestly was based on the same state of facts set forth 
in the first count. It follows, therefore, that if defendant 
was not entitled to recovery under the first count, wherein 
all of the facts upon which the demand was based were 
specially pleaded, he was not entitled to recover the same 
under a common count”).
 
*6 Accordingly, Sandler’s first cause of action for breach 
of contract and breach of the implied covenant of good 
faith and fair dealing, second cause of action for money 
had and received, and third cause of action for account 
stated are dismissed.
 

2. Sandler’s Fifth Cause of Action Must Also Be 
Dismissed.

In its fifth cause of action, Sandler alleges a claim for 
intentional interference with prospective economic 
advantage. In order to allege a claim for intentional 
interference with prospective economic advantage, a 
plaintiff must allege: (1) an economic relationship 
between the plaintiff and some third party, with the 
probability of future economic benefit to the plaintiff; (2) 
the defendant’s knowledge of the relationship; (3) 
intentional acts on the part of the defendant designed to 
disrupt the relationship; (4) actual disruption of the 
relationship; and (5) economic harm to the plaintiff 
proximately caused by the acts of the defendant. Korea 
Supply Co. v. Lockheed Martin Corp., 29 Cal. 4th 1134 
(2003).
 
In this case, Sandler seeks to impose tort liability for 
intentional interference with prospective economic 
advantage based on Masergy’s decision to continue to 
provide services to Baxter through CDW and without the 
involvement of Sandler, which Sandler claims violates the 

NonCompete Provision. In light of the Court’s ruling that 
this provision is void and unenforceable, Sandler’s claim 
fails. See Bed, Bath & Beyond of La Jolla, Inc. v. La Jolla 
Village Square Venture Partners, 52 Cal. App. 4th 867, 
878–880 (1997) (“Accordingly, plaintiff in the instant 
case has not sufficiently pled and cannot maintain a cause 
of action for intentional interference with a *880 
contractual relationship because the alleged lease 
agreement upon which plaintiff’s action is based is 
unenforceable as a matter of law”). In addition, even if the 
Noncompete Provision was enforceable, a breach of a 
contract claim does not satisfy the “wrongful” conduct 
element necessary to allege an intentional interference 
with prospective economic advantage claim. Youngevity 
Int’l v. Smith, 2018 WL 4680013, at *4 (S.D. Cal. Sept. 
28, 2018) (holding that a breach of contract cannot 
constitute the “wrongful” conduct required for the tort of 
intentional interference with prospective economic 
advantage); JRS Prods., Inc. v. Matsushita Elec. Corp. of 
Am., 115 Cal. App. 4th 168, 183 (2004) (holding that “a 
breach of contract claim cannot be transmuted into tort 
liability by claiming that the breach interfered with the 
promisee’s business”).
 
Accordingly, Sandler’s fifth cause of action for 
intentional interference with prospective economic 
advantage is dismissed.
 

IV. Conclusion
For all the foregoing reasons, Masergy’s Motion is 
GRANTED. Sandler’s first cause of action for breach of 
contract and breach of the implied covenant of good faith 
and fair dealing, second cause of action for money had 
and received, third cause of action for account, and fifth 
cause of action for intentional interference with 
prospective economic advantage are DISMISSED. 
Although the Court has serious doubts that Sandler will 
be able to amend those claims, the Court will grant 
Sandler leave to amend in light of the Ninth Circuit’s 
liberal policy favoring amendments. In addition, the Court 
concludes that leave to amend is appropriate because 
Sandler claims that it is entitled to “back commissions,” 
which were presumably earned during the term of the 
Agreement and which would not precluded by the 
Noncompete Provision. See FAC, ¶ 44. Accordingly, the 
first, second, third, and fifth causes of action are 
DISMISSED with leave to amend. Plaintiff shall file its 
Second Amended Complaint, if any, by December 9, 
2019.
 
*7 IT IS SO ORDERED.
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All Citations

Not Reported in Fed. Supp., 2019 WL 9047103

Footnotes

1 CDW was named as a defendant in the First Amended Complaint. However, on November 13, 2019, the Court entered an Order 
granting the voluntary dismissal of CDW pursuant to Federal Rule of Civil Procedure 41(a).

2 In addition, California courts have recognized a trade secret exception to § 16600. See Muggill v. Reuben H. Donnelley Corp., 62 
Cal. 2d 239, 242 (1965) (finding § 16600 invalidates provisions prohibiting an employee from working for a competitor in 
employment contracts “unless they are necessary to protect the employer’s trade secrets”). However, after the California Supreme 
Court’s decision in Edwards v. Arthur Anderson LLP, 44 Cal. 4th 937 (2008), some courts in California have even cast doubt on 
the continued viability of this common law exception, without explicitly overturning the exception. See, e.g., Dowell v. Biosense 
Webster, Inc., 179 Cal. App. 4th 564, 577 (2009). However, it is undisputed that the trade secret exception is not applicable in this 
case.

3 Although the Ninth Circuit has previously found that Section 16600 applies to contracts between businesses, the Ninth Circuit 
recently certified to the California Supreme Court the question of whether Section 16600 “void[s] a contract by which a business is 
restrained from engaging in a lawful trade or business with another business.” Ixchell Pharma, LLC v. Biogen, Inc., 930 F.3d 1031 
(9th Cir. 2019).

4 The Court also concludes that even if New York law applied, the NonCompete Provision is still void. Under New York law, 
“[n]oncompetition agreements are judicially disfavored because of public policy considerations against the loss of a person’s 
livelihood.” Henderson v. Patel, 82 N.Y.S.3d 800, 803 (2018) (citations omitted). In fact, New York enforces such covenants only 
if they are “reasonably limited, both temporally and geographically, and not unduly burdensome.” Am. Para Prof’l Sys., Inc. v. 
Exam. Mgmt. Servs., Inc., 625 N.Y.S.2d 33, 34 (1995) (discussing standard in context of an independent contractor). In this case, 
the NonCompete Provision is unlimited temporally, geographically, and places severe restraints on Masergy and potential 
customers of Masergy. Accordingly, the NonCompete Provision is also void and unenforceable under New York law. See, e.g., 
Columbia Ribbon & Carbon Mfg. Co. v. A-1-A Corp., 42 N.Y.2d 496, 499 (1977) (holding that a party did “no more than baldly 
restrain competition [through noncompetition agreement]. This it may not do”); EarthWeb, Inc. v. Schlack, 71 F. Supp. 2d 299, 313 
(S.D.N.Y. 1999) (holding that a one-year restrictive covenant “too long given the dynamic nature of [the IT] industry, its lack of 
geographical borders, and Schlack’s former cutting-edge position with EarthWeb where his success depended on keeping abreast 
of daily changes in content on the Internet”).

End of Document © 2022 Thomson Reuters. No claim to original U.S. Government Works.
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United States District Court, C.D. California.

Kathryn SPLETSTOSER
v.

UNITED STATES of America

Case No. CV 19-10076-MWF (AGRx)
|

Filed 10/22/2020

Attorneys and Law Firms

Majed Dakak, Trevor V. Stockinger, Kesselman Brantly 
Stockinger LLP, Manhattan Beach, CA, Ariel E. 
Solomon, Pro Hac Vice, Kathryn Barcroft, Pro Hac Vice, 
Solomon Law Firm PLLC, Albany, NY, for Kathryn 
Spletstoser.

Reginald Maurice Skinner, US Department of Justice, 
Washington, DC, for United States of America.

Proceedings (In Chambers): ORDER DENYING 
MOTION TO DISMISS FOR LACK OF 
JURISDICTION [40]; DENYING MOTION TO 
CHANGE VENUE TO DISTRICT OF NEBRASKA [41]

The Honorable MICHAEL W. FITZGERALD, U.S. 
District Judge

*1 Before the Court are two motions:
 
The first is Defendant United States of America’s Motion 
to Dismiss (the “Motion to Dismiss”), filed on August 24, 
2020. (Docket No. 40). On September 14, 2020, Plaintiff 
Kathryn Spletstoser filed an Opposition. (Docket No. 43). 
On September 28, 2020, Defendant filed a Reply. (Docket 
No. 46).
 
The second is Defendant’s Motion Change Venue to 
District of Nebraska (the “Motion to Transfer”), filed on 

August 24, 2020. (Docket No. 41). On September 14, 
2020, Plaintiff filed an Opposition. (Docket No. 42). On 
September 28, 2020, Defendant filed a Reply. (Docket 
No. 47).
 
The Court has read and considered the papers filed in 
connection with the motions and held a telephonic hearing 
on October 19, 2020, pursuant to General Order 20-09 
arising from the COVID-19 pandemic.
 
For the reasons discussed below, the Motion to Dismiss is 
DENIED. Plaintiff is not bound by the allegations in her 
original complaint. Therefore, neither the Feres doctrine 
nor the FTCA’s “intentional tort” exception bars 
Plaintiff’s claims.
 
The Motion to Transfer Venue is DENIED because this 
action could not have been brought in the District of 
Nebraska.
 

I. BACKGROUND
On November 25, 2019, Plaintiff Kathryn Spletstoser 
commenced this action against Defendant General John E. 
Hyten. (See generally Complaint (Docket No. 1)).
 
On July 23, 2020, the Court allowed the United States of 
America to be substituted for Defendant General Hyten 
and granted Defendant’s Motion to Dismiss Plaintiff’s 
Complaint with leave to amend. (See Order Re: Motion to 
Dismiss Plaintiff’s Complaint and Motion to Transfer 
Venue (the “July 23, 2020 Order”) at 1-2 (Docket No. 
38)). Plaintiff filed her First Amended Complaint 
(“FAC”) on July 30, 2020. (Docket No. 39).
 
Both the Complaint and the FAC are relevant to the 
Court’s analysis. Therefore, the Court sets out the 
allegations in both complaints below.
 

A. The Original Complaint
The Complaint contained the following allegations:
 
Plaintiff is a Colonel with the United States Army. 
(Complaint ¶ 9). General Hyten was the United States 
Strategic Command (“STRATCOM”) Commander from 
approximately November 3, 2016, to September 26, 2019. 
(Id. ¶ 10). General Hyten is sued in his personal capacity. 
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(Id.).
 
Plaintiff has served in the United States Army since 1989, 
where she began as an Airborne Parachute Rigger as part 
of the United States Army Reserve. (Id. ¶ 13). She was 
elected to serve on active duty as Regular Army Officer 
upon receiving her Commission as a Second Lieutenant in 
1992, and she eventually served four combat deployments 
to Afghanistan in 2002 and 2005-2006, and Iraq in 2004 
and 2006-2007. (Id. ¶ 14). Plaintiff ascended the ranks of 
the United States Army, was promoted to the rank of 
Major in 2003, and was promoted to the rank of Colonel 
in 2014. (Id. ¶¶ 16, 21).
 
Plaintiff was assigned to STRATCOM in May 2016, 
where she was diverted to serve as Director of the 
Commander’s Action Group (“CAG”) under Admiral 
Cecil Haney, who was then serving as Commander. (Id. ¶ 
23). Prior to the events in this Complaint, Plaintiff had an 
unblemished record. (Id. ¶ 32).
 
*2 General Hyten became STRATCOM Commander on 
or about November 3, 2016, and retained Plaintiff as his 
CAG Director, based on a direct recommendation from 
Admiral Haney. (Id. ¶ 26). In or around November 2016, 
based on Admiral Haney’s recommendation, Plaintiff 
began to report directly to General Hyten as his CAG 
Director. (Id. ¶ 29). Plaintiff served in this Director 
position until General Hyten directed MG Karbler to 
relieve Plaintiff from this position in retaliation for 
opposing General Hyten’s repeated sexual advancements 
and assaults of Plaintiff. (Id. ¶ 30).
 
A few months after Plaintiff began serving under General 
Hyten, commencing in or around January 2017, he began 
to subject Plaintiff to unwanted sexual advances. (Id. ¶ 
34). On or around January 23, 2017, during a temporary 
duty assignment in Palo Alto, California, General Hyten 
dismissed the rest of the team after a meeting in his hotel 
room, but requested that Plaintiff remain in the hotel room 
with him. (Id. ¶ 35). When Plaintiff began to leave after 
the discussion, General Hyten unexpectedly grabbed her 
hand and put it on his crotch. (Id.). Feeling shocked and 
confused, Plaintiff immediately left General Hyten’s hotel 
room. (Id. ¶ 36).
 
On or around May 18, 2017, while in Monterey, 
California, Plaintiff was with her coworkers and received 
a text message from General Hyten asking her to come to 
his hotel room to go over work issues. (Id. ¶ 38). 
However, when Plaintiff arrived, she saw that General 
Hyten was half undressed and he attempted to kiss 
Plaintiff and pulled her into him forcefully by her arms. 
(Id.). Plaintiff told him that this was inappropriate. (Id.).

 
On or about June 21, 2017, in Washington, D.C., General 
Hyten again lured Plaintiff to his hotel room after hours 
under a false claim that there was work to be done. (Id. ¶ 
39). While there, he grabbed Plaintiff across the breast, 
turned her towards him, and began to kiss her on the lips, 
while putting his hands on her buttocks. (Id.). Plaintiff 
pushed General Hyten back, informed him that his 
comments and actions were wrong, and left his room. (Id. 
¶ 39).
 
On or about August 23, 2017, while in Seoul, South 
Korea for a Pacific Command trip, General Hyten 
attempted to hug Plaintiff while rehearsing for his 
upcoming press conference, making contact with her 
breasts. (Id. ¶ 40). Afraid that General Hyten was going to 
kiss her, Plaintiff pushed him away and made clear this 
conduct was not part of her job and was unwelcome. (Id.).
 
In or around August 2017, Plaintiff was in her 
STRATCOM office when General Hyten entered and said 
he wanted to talk. (Id. ¶ 41). General Hyten closed the 
door and laid on the couch. (Id.). Plaintiff told him that 
was not acceptable and asked that he sit in the chair 
instead. (Id.). General Hyten moved to the chair and put 
his hand on his penis. (Id.). Plaintiff told him to stop and 
asked what he wanted to discuss. (Id.). These types of 
incidents occurred approximately three more times. (Id.).
 
On or about September 25, 2017, while in London, United 
Kingdom, after Plaintiff was finished with work for the 
day and was off duty, General Hyten texted Plaintiff and 
asked that she stop by his hotel room. (Id. ¶ 42). In his 
hotel room, General Hyten told Plaintiff that he wanted to 
discuss the day’s meetings and events. (Id.). However, 
during this interaction, General Hyten grabbed Plaintiff’s 
hand and asked for her to “stay a while” in his hotel room. 
(Id.). Plaintiff informed General Hyten that he could not 
keep doing this and that she was uncomfortable. (Id.).
 
In or around October 2017, General Hyten came into 
Plaintiff’s office, shut the door, and stood behind her. (Id. 
¶ 43). General Hyten placed both hands on Plaintiff’s 
shoulders and kissed her on the neck. (Id.). He proceeded 
to tell Plaintiff that she was “the best” and kissed her on 
the head. (Id.). Plaintiff again asked him to stop. (Id.).
 
*3 On or about November 19, 2017, in Halifax, Nova 
Scotia, General Hyten asked Plaintiff to meet him in his 
hotel room before they left for the airport. (Id. ¶ 44). Once 
there, General Hyten hugged Plaintiff. (Id.). Plaintiff 
again told him to stop touching her. (Id.).
 
On or about December 2, 2017, General Hyten’s advances 
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escalated. (Id. ¶ 45). General Hyten and Plaintiff were in 
Simi Valley, California for the Reagan National Defense 
Forum. (Id.). That evening, at approximately 9:45-10:45 
p.m., General Hyten came to Plaintiff’s hotel room under 
the pretense of work-related purposes. (Id. ¶ 46). General 
Hyten told Plaintiff that he needed to talk about a few 
things and asked her to sit down with him on her bed. (Id. 
¶ 47). After she did so, however, General Hyten reached 
for Plaintiff’s hand, which caused her to stand up. (Id.). 
General Hyten also stood up, pulled Plaintiff so tightly 
that she could not move, and began to kiss her on the lips 
and grab her buttocks. (Id.). He then told Plaintiff 
something to the effect of “I want to make love to you.” 
(Id.). Plaintiff told him that was not going to happen. 
(Id.). General Hyten then began to rub his penis against 
her and ejaculated in his shorts. (Id.). After this incident, 
Plaintiff declined to spend any off-duty time with him. 
(Id. ¶ 52).
 
Prior to Plaintiff’s repeated opposition to the sexual 
advancements and assaults, General Hyten gave Plaintiff 
extraordinary reviews. (Id. ¶ 49). However, General 
Hyten became upset by Plaintiff’s repeated refusals to 
engage with him and undertook to retaliate against her. 
(Id. ¶ 52). For example, Plaintiff alleges that General 
Hyten targeted Plaintiff for investigation, and on or about 
January 10, 2018, General Hyten told her that he was 
initiating an Army Regulation (“AR”) 15-6 investigation 
against her regarding her leadership style. (Id. ¶¶ 53-58). 
Plaintiff alleges that the officials conducting the 
investigation were biased against her and ignored 
exculpatory evidence. (Id. ¶¶ 59-72). Even though the AR 
15-6 results showed no evidence that Plaintiff violated 
any punitive regulations or article of the Uniform Code of 
Military Justice (“UCMJ”), Plaintiff was relieved from 
her position as CAG Director, allegedly at General 
Hyten’s request. (Id. ¶¶ 73-74). In March 2018, as part of 
his retaliatory campaign, General Hyten forced Plaintiff to 
retire from the military. (Id. ¶¶ 75-76). Plaintiff did retire, 
but rescinded it in May 2018. (Id. ¶ 77).
 
In an announcement on or about April 9, 2019, Plaintiff 
learned that General Hyten was nominated to become the 
Vice Chairman of the Joint Chiefs of Staff. (Id. ¶ 80). On 
or about April 12, 2019, Plaintiff disclosed General 
Hyten’s numerous sexual assaults to the Air Force Office 
of Special Investigation (“AFOSI” or “OSI”). (Id. ¶ 81). 
On or about April 15, 2019, AFOSI began investigating 
Plaintiff’s allegations. (Id. ¶ 84). The OSI arranged a 
wiretap pretext phone call, and due to General Hyten’s 
comments during the call, a Military Protective Order 
(“MPO”) was issued, ordering General Hyten not to have 
any contact with Plaintiff for six months. (Id. ¶¶ 85-88). 
The OSI notified Plaintiff and her special victims counsel 

that the criminal investigation was completed on or about 
June 7, 2019. (Id. ¶ 89). The OSI Report of Investigation 
(“ROI”) was eventually issued. (See id. ¶ 102).
 
*4 Upon information and belief, Plaintiff was not 
supported by the military with respect to her claims of 
sexual assault and she alleges that the process was biased 
against victims. (Id. ¶¶ 90-116). As one example, Plaintiff 
alleged that General Hyten was tipped off about his 
interview by the OSI. (Id. ¶ 92). Plaintiff further alleged 
that the OSI investigator conducted inadequate searches 
and that the ROI mischaracterized certain findings. (Id. ¶¶ 
102-104).
 
Following the OSI investigation, the Department of 
Defense (“DOD”) and the Air Force did not punish or 
dismiss General Hyten, and no action was taken against 
him. (Id. ¶ 117). On or about June 13, 2019, Plaintiff put 
in a memorandum for all reviewing authorities requesting 
a personal appearance to discuss her allegations. (Id. ¶ 
120). Her requests were denied. (Id. ¶ 121).
 
On or about September 20, 2019, the MPO against 
General Hyten was lifted even though the MPO was set to 
expire on November 2019 and Plaintiff’s Special Victims’ 
Counsel planned to ask for its renewal. (Id. ¶ 122). On or 
about September 26, 2019, General Hyten was confirmed 
as the Vice Chairman of the Joint Chiefs of Staff and is 
currently the second most Senior Officer in the United 
States Military. (Id. ¶ 123).
 
Based on the above allegations, Plaintiff alleged seven 
state law claims for relief against General Hyten: (1) 
sexual battery, Cal. Civ. Code § 1708.5; (2) assault; (3) 
gender violence, Cal. Civ. Code § 52.4; (4) intentional 
infliction of emotional distress; (5) battery; (6) the Ralph 
Act, Cal. Civ. Code § 51.7; and (7) Tom Banes Civil 
Rights Act, Cal. Civ. Code § 52.1. (Id. ¶¶ 140-223).
 

B. The FAC
The FAC focuses solely on the alleged events that 
occurred on December 2, 2017, at the Hyatt Regency 
Westlake Hotel (“The Hyatt Hotel”), and contains the 
following allegations:
 
STRATCOM’s stated mission is to deter strategic attack 
and employ forces, as directed, to guarantee the security 
of our nation and our allies. (FAC ¶ 24). STRATCOM is 
a combatant command, meaning that it operates at the 
strategic level, also sometimes called the “Policy Level.” 
(Id. ¶ 25). The primary actors at this level are Congress, 
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the Executive Branch led by civilians, ambassadors, and 
ultimately the National Command Authority (POTUS). 
(Id. ¶ 26). At this level, the military is directly subordinate 
to civilian oversight and interfaces with civilian agencies, 
interagency organizations, and the international 
community. (Id. ¶ 27). Upon information and belief, 
military service members comprise approximately thirty 
percent of the workforce at STRATCOM Headquarters. 
(Id. ¶ 29).
 
In May of 2016, Plaintiff was assigned to STRATCOM, 
as the Director of the Commander’s Action Group 
(“CAG”) under Admiral Cecil Hanley. (Id. ¶ 18). Plaintiff 
was chosen for this role based on her record of exemplary 
leadership, education, and accomplishment. (Id. ¶ 19). On 
or about November 3, 2016, General Hyten became the 
STRATCOM Commander and kept Plaintiff on as his 
CAG Director, per the recommendation of Admiral 
Hanley. (Id. ¶ 19). Notwithstanding assignment to 
STRATCOM, Plaintiff was a member with the United 
States Army. (Id. ¶ 21). Notwithstanding assignment to 
STRATCOM, General Hyten was a member of the United 
States Air Force. (Id. ¶ 22).
 
Although General Hyten maintained the rank of General 
Officer, which is superior to the rank of Colonel, he was 
not Plaintiff’s supervisor for disciplinary purposes. (Id. ¶ 
23).
 
In 2017, STRATCOM was invited to attend the Reagan 
National Defense Forum (“RNDF” or “Event”), which 
was held in Simi Valley, California, from December 1-2, 
2017. (Id. ¶ 30). The RNDF is hosted and run by the 
Reagan Presidential Library, a civilian organization. (Id. ¶ 
31). The RNDF is a bipartisan annual event held at the 
Ronald Reagan Presidential Library in Simi Valley, 
California, where key stakeholders come together to 
address issues pertaining to national defense and 
peacetime efforts. (Id. at 32). The military had no input as 
to whom was invited to attend. (Id. ¶ 33).
 
*5 The RNDF is financed and paid for by sponsors which 
are primarily industries in the private sector. (Id. ¶ 34). 
Representative sponsors of the event included, but were 
not limited to, Boeing, General Electric, General 
Dynamics, Global Foundries, Deloitte, Lockheed Martin, 
Northrop Grumman, and Rolls-Royce. (Id. ¶ 35).
 
Plaintiff attended the RNDF in Simi Valley, California 
from December 1-2, 2017. (Id. ¶ 36).
 
Upon information and belief, those present for the RNDF 
included current and former senior civilian government 
officials, and business and media leaders, with a 

comparatively low percentage of military officials in 
attendance. (Id. ¶ 37).
 
Security at the Event was maintained by private security 
personnel, contracted directly employed by the Reagan 
National Library. (Id. ¶ 39). In the event of emergency, 
conference attendees were to contact the security 
personnel or dial 911 to summon local law enforcement in 
Simi Valley, CA. (Id. ¶ 40). Conference attendees were 
not segregated on the basis of their military status. (Id. ¶ 
41). During the event, Plaintiff mingled and had 
discussions with civilian attendees, and attended a guided 
tour of the Reagan Presidential Library. (Id. ¶ 42).
 
During the conference, Plaintiff moved around freely to 
interact and network with civilian attendees. (Id. ¶ 44). 
Plaintiff sat through receptions, panels, a luncheon hosted 
by Fox News host, Bret Baier, an awards ceremony, and a 
meeting with a United States Senator. (Id. ¶ 45).
 
After the Event was over, Plaintiff returned to her hotel 
room at the Hyatt Hotel. (Id. ¶ 46). The Hyatt Regency is 
a company owned by Hyatt Hotels Corporation. (Id. ¶ 48). 
Upon information and belief, the majority of guests who 
stayed at the Hyatt Regency Westlake from December 
1-2, 2017, were civilians, including civilian attendees of 
the RNDF, couples, and families. (Id. ¶ 51). During 
Plaintiff’s stay, the hotel was equally open to members of 
the military and non-military guests, including equal 
access to entrances, hallways, elevators, private rooms, 
and facilities. (Id. ¶ 52). General Hyten’s hotel room was 
directly across the hall from the Plaintiff’s room. (Id. ¶ 
53).
 
The military neither managed nor dictated the day-to-day 
operations of the hotel. (Id. ¶ 54). Similarly, the military 
was not responsible for policing the hotel or responding to 
emergencies during Plaintiff’s stay. (Id. ¶ 55).
 
There was nothing unique about the room Plaintiff stayed 
in as it related to her status as a service member. (Id. ¶ 
57). Access to Plaintiff’s room and the hallway leading to 
her room was unrestricted, and her room could be 
accessed just as easily as the rooms of any other civilian 
guest staying at the hotel during the same time period. (Id. 
¶ 58). Housekeeping had access to both Plaintiff’s and 
General Hyten’s room. (Id. ¶ 60). Upon information and 
belief, Plaintiff’s room was identical or nearly identical, 
to every other civilian’s room staying at the hotel during 
the same time period. (Id. ¶ 61).
 
On or about December 2, 2017, late in the evening and 
after the conference had concluded, General Hyten 
knocked on Plaintiff’s hotel room door. (Id. ¶ 62). At the 
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time General Hyten approached Plaintiff’s hotel room, 
she was retiring for the evening, applying face cream and 
readying herself for bed. (Id. ¶ 63). She was not expecting 
any visitors. (Id. ¶ 64). Upon opening the door, General 
Hyten entered Plaintiff’s private hotel room, wearing 
workout clothes, not a military uniform. (Id. ¶ 65). 
General Hyten did not “order” the Plaintiff to open the 
door, nor did General Hyten “order” the Plaintiff to grant 
him access to her room. (Id. ¶¶ 66-67). Plaintiff could 
have declined General Hyten’s entry into her hotel room 
had she elected to do so. (Id. ¶ 68).
 
*6 Upon entering Plaintiff’s room General Hyten did not 
discuss or address any military matters. (Id. ¶ 69). Instead, 
General Hyten grabbed Plaintiff so closely and tightly she 
was unable to move. (Id. ¶ 70). He began to kiss her on 
the lips and grabbed her buttocks. (Id.). General Hyten is 
approximately 6 foot 4 in stature. (Id. ¶ 71). He is a man 
of considerable strength in comparison to Plaintiff, who is 
5 foot 7. (Id. ¶ 72).
 
While restraining Plaintiff, General Hyten uttered 
something to the effect of, “I want to make love to you.” 
(Id. ¶ 73). Plaintiff stated “that is not going to happen” or 
words to that effect. (Id. ¶ 74). However, General Hyten 
restrained Plaintiff, grabbed her buttocks, kissed her 
against her will and rubbed his penis against her until he 
ejaculated. (Id. ¶ 75).
 
Plaintiff alleges that General Hyten’s conduct toward the 
Plaintiff was not an activity performed incident to his 
military service. (Id. ¶ 85).
 
General Hyten was not subjected to military discipline for 
the alleged nonconsensual acts taken against the Plaintiff. 
(Id. ¶ 86).
 
As a direct and proximate result of General Hyten’s 
intentional and reckless conduct, Plaintiff alleges she has 
sustained and will continue to sustain injury, including 
severe emotional distress, physical and mental health 
problems, and legal expenses, all of which have caused 
permanent injury in an amount to be determined at trial. 
(Id. ¶ 87). None of the injuries sustained by Plaintiff’s 
occurred in an activity incident to her military service. 
(Id. ¶ 88).
 
The FAC omits any reference to other tortious conduct. 
And the FAC omits any allegations of damage to 
Plaintiff’s military career she may have suffered as a 
result of General Hyten’s alleged misconduct.
 
Based solely on the alleged misconduct occurring on 
December 2, 2017, the FAC alleges seven state law 

claims for relief: (1) sexual battery, Cal. Civ. Code § 
1708.5; (2) assault; (3) gender violence, Cal. Civ. Code § 
52.4; (4) intentional infliction of emotional distress; (5) 
battery; (6) the Ralph Act, Cal. Civ. Code § 51.7; and (7) 
the Tom Banes Civil Rights Act, Cal. Civ. Code § 52.1. 
(Id. ¶¶ 89-148).
 

II. MOTION TO DISMISS
Defendant argues that this action should be dismissed 
because it is barred by the Feres doctrine. (Motion to 
Dismiss at 5-20). Defendant contends that, in ruling on 
the Feres doctrine issue, the Court should consider 
Plaintiff’s previously-pled allegations alongside the 
allegations in the FAC. (Motion to Dismiss at 5-10). 
Alternatively, Defendant argues that it is not liable for 
intentional torts under the FTCA. (Id. at 21-22).
 

A. Legal Standard
“A motion to dismiss pursuant to the Feres doctrine is 
properly treated as a Fed. R. Civ. P. 12(b)(1) motion to 
dismiss for lack of subject matter jurisdiction.” Dreier v. 
United States, 106 F.3d 844, 847 (9th Cir. 1996), as 
amended (Feb. 4, 1997). “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.” Id. “By contrast, in a factual attack, 
the challenger disputes the truth of the allegations that, by 
themselves, would otherwise invoke federal jurisdiction.” 
Id.
 
Here, Defendant’s jurisdictional attack is facial because 
Defendant argues that the allegations are insufficient on 
their face to invoke federal jurisdiction. (See Motion to 
Dismiss at 9-10, 15). Facial attacks are treated “as any 
other motion to dismiss on the pleadings for lack of 
jurisdiction,” and therefore, the Court “determine[s] 
whether the complaint alleges sufficient factual matter, 
accepted as true, to state a claim to relief that is plausible 
on its face.” Terenkian v. Republic of Iraq, 694 F.3d 
1122, 1131 (9th Cir. 2012) (internal quotation marks and 
citation omitted).
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B. Previously-Pled Allegations
*7 Defendant argues that the Court may consider 
Plaintiff’s previously-pled allegations in ruling on the 
Feres Doctrine issue. (Motion to Dismiss at 5).
 
Jackson v. Loews Hotels, Inc., EDCV-18-827-DMG 
(JCx), 2019 WL 6721637 (C.D. Cal. July 24, 2019) is 
instructive. In Jackson, the plaintiff booked a hotel room 
with Loews Hotels, Inc. (“Loews”). 2019 WL 2619656, at 
*1. Loews experienced a data breach, whereby an intruder 
obtained credit card and personal information for some 
reservations. Id. The plaintiff brought state common law 
and statutory claims against Loews, alleging that the data 
breach placed her at an imminent risk of identity theft. Id. 
The Court granted Loews’s Rule 12(b)(1) motion to 
dismiss because the plaintiff failed to demonstrate a 
substantial risk of future harm because her complaint 
alleged that she had closed or modified her financial 
accounts after the hacking, thereby neutralizing any risk 
of future fraud arising from the theft of her financial 
information. Id. at *2-4.
 
On amendment, the plaintiff “simply omit[ted] from her 
[amended complaint] any allegations that she closed or 
modified her financial accounts after the data breach.” 
Jackson, 2019 WL 6721637, at *2. The court determined 
that “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,” but noted that the case law in the Ninth 
Circuit on this issue is complicated and potentially 
irreconcilable:

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).

Id. The court determined that the plaintiff’s attempt to 
avoid dismissal simply by omitting the allegations that 
defeated her case made it unnecessary to reconcile the 
Ninth Circuit’s conflicting decisions. Id. Specifically, the 

court explained that “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.” Id. (emphasis in original) 
(internal citations omitted).
 
Ultimately, the court dismissed the action, holding that 
the plaintiff failed to “overcome her prior admission that 
she closed or modified her accounts to mitigate the impact 
of the data breach,” and she consequently failed to cure 
the deficiencies exposed in her prior complaint regarding 
her lack of standing to sue for information exposed by the 
data breach. Id.
 
*8 The Court agrees with Defendant that in certain 
circumstances, the Court may consider a plaintiff’s 
previously-pled allegations in ruling on a motion to 
dismiss. See e.g., Jackson, 2019 WL 6721637, at *2-4 
(considering previously-pled allegations where the 
plaintiff obscured information relevant to the adjudication 
of her claims by omitting information indicating that she 
had “neutralized any future threat of credit or debit card 
fraud by modifying or closing her accounts”); Smith v. 
Sabre Corp., CV 17-05149-SVW (AFMx) (C.D. Cal. Jan. 
23, 2018) at 4 nn.1 & 2 (“[T]he Court is concerned with 
Benson’s deletion of his previous affirmative admission 
about having not experienced any fraudulent charges. The 
allegation does not simply disappear because it does not 
appear in this version of the case.... Just like Benson, 
Smith cannot selectively delete allegations from a prior 
complaint to avoid dismissal of an amended complaint.”); 
In re YogaWorks, Inc. Sec. Litig., CV 
18-10696-CJC-(SKx), 2020 WL 2549290, at *3 (C.D. 
Cal. Apr. 23, 2020) (“Plaintiff cannot avoid application of 
the statute of limitations by simply deleting from its 
amended complaint allegations evidencing that it 
discovered or should have discovered the factual basis of 
its securities claim more than one year before it filed the 
complaint.”) (internal quotation marks and citation 
omitted).
 
Here, Plaintiff’s FAC omits the previously-pled allegation 
that General Hyten came to Plaintiff’s hotel room on 
December 2, 2017, “under the pretense of work-related 
purposes.” (Complaint ¶ 45). This information is relevant 
to adjudicating Plaintiff’s claims in the FAC because 
Plaintiff seeks to recover for the alleged sexual assault 
that took place that night, and the omission of this 
allegation obscures information that is critical to this 
court’s Feres doctrine analysis. See Jackson, 2019 WL 
6721637, at *2-4; In re YogaWorks, 2020 WL 2549290, at 
*3.
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Plaintiff also omits several allegations that are not related 
to the harm she sustained at the Hyatt Hotel on December 
2, 2017. Specifically, Plaintiff omits the following 
allegations:

• General Hyten allegedly sexually harassed and 
assaulted Colonel Spletstoser “repeatedly” on 
“multiple occasions” “for several months” from 
January 2017 to December 2017, Complaint ¶¶ 1, 34, 
37, 51;

• Colonel Spletstoser was allegedly subjected to this 
behavior on at least nine separate occasions, in 
multiple locations, including five alleged incidents 
that occurred when she was working in her 
STRATCOM office in Nebraska, id. ¶¶ 41-43;

• For refusing General Hyten’s “sexual advances and 
assaults,” General Hyten allegedly caused Colonel 
Spletstoser to receive negative performance 
appraisals and targeted her for an AR 15-6 
investigation, which resulted in Colonel Spletstoser 
receiving an official reprimand, being relieved of her 
duties as CAG Director, and being forced to retire 
from the military, id. ¶¶ 49, 52-60, 62, 64-71, 73-77.

 
The omission of these allegations does not amount to 
obscuring information necessary to properly adjudicate 
the claims in the FAC, in contrast to the omissions in 
Jackson, Smith, and In re Yogaworks. Here, the FAC 
presents seven claims relating to the alleged sexual assault 
that occurred at the Hyatt Hotel on December 2, 2017. 
The omitted allegations referenced above do not relate to 
the alleged sexual assault at the Hyatt Hotel; they relate 
solely to other allegedly tortious conduct by General 
Hyten.
 
A pattern of tortious conduct, part of which takes place 
on-base and part of which takes place off-base, is plainly 
relevant to the Feres doctrine analysis where a plaintiff 
seeks to recover for the entire pattern of tortious 
conduct. See Stauber v. Cline, 837 F.2d 395, 396 (9th Cir. 
1988) (Plaintiffs’ claims are barred by the Feres doctrine 
where they sought to recover for harassment that took 
place “over a five-year period ... both on-and off-base, 
during regular work-duty hours and after hours.”); Becker 
v. Pena, No. 95-36172, 107 F.3d 877, 1997 WL 90570, at 
*1 (9th Cir. Feb. 28, 1997) (“[v]irtually all of the 
harassing conduct occurred during working hours on the 
Coast Guard base”).
 
However, Plaintiff here seeks to recover for only one 
alleged instance of sexual assault that took place off-base 
and off-duty. Defendant cites to no authority for the 

proposition that the Feres doctrine requires courts to 
consider possible patterns of military-related tortious 
conduct for which a plaintiff does not seek to recover. 
The Court therefore determines that the potential 
existence of this other tortious conduct is not relevant to 
the Feres doctrine analysis here.
 
*9 Accordingly, the Court chooses to incorporate into the 
FAC Plaintiff’s previously-pled allegation that General 
Hyten came to her hotel room on December 2, 2017, 
“under the pretense of work-related purposes,” 
(Complaint ¶ 45), but declines to incorporate Plaintiff’s 
previously-pled allegations relating to other allegedly 
tortious conduct by General Hyten.
 

C. The Feres Doctrine

1. Background

The Federal Tort Claims Act (“FTCA”) waives the 
federal government’s sovereign immunity in tort actions: 
“The United States shall be liable, respecting the 
provisions of this title relating to tort claims, in the same 
manner and to the same extent as a private individual 
under like circumstances, but shall not be liable for 
interest prior to judgment or for punitive damages.” 28 
U.S.C. § 2674. “However, this blanket waiver contained 
an exception, by which the Government withheld consent 
to be sued for ‘[a]ny claim arising out of the combatant 
activities of the military or naval forces, or the Coast 
Guard, during time of war.’ ” Costo v. United States, 248 
F.3d 863, 866 (9th Cir. 2001) (quoting 28 U.S.C. § 
2680(j)). Two years after the passage of the FTCA, the 
Supreme Court broadened this exception in Feres v. 
United States, holding that “the Government is not liable 
under the Federal Tort Claims Act for injuries to 
servicemen where the injuries arise out of or are in the 
course of activity incident to service.” Id. (quoting Feres 
v. United States, 340 U.S. 135, 146, 71 S.Ct. 153, 95 
L.Ed. 152 (1950)) (emphasis added). “This broad 
exception has been labeled ‘the Feres doctrine.’ ” Id.
 
Although Feres itself involved claims against the 
Government under the FTCA, the Ninth Circuit has 
“extended Feres to suits between individual members of 
the military, recognizing an intramilitary immunity from 
suits based on injuries sustained incident to service.” 
Bowen v. Oistead, 125 F.3d 800, 804 (9th Cir. 1997) 
(citing Lutz v. Secretary of the Air Force, 944 F.2d 1477, 
1480-81 (9th Cir. 1991)) (internal quotation marks 
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omitted). Moreover, “courts applying the Feres doctrine 
have given a broad reach to Feres’ ‘incident to service’ 
test and have barred recovery by members of the armed 
services for injuries that at first blush may not have 
appeared to be closely related to their military service or 
status.” Dreier, 106 F.3d at 848. “[P]ractically any suit 
that ‘implicates the military judgments and decisions’ ... 
runs the risk of colliding with Feres.” Persons v. United 
States, 925 F.2d 292, 295 (9th Cir. 1991) (quoting United 
States v. Johnson, 481 U.S. 681, 691, 107 S.Ct. 2063, 95 
L.Ed.2d 648 (1987)).
 
The Supreme Court has enunciated three policy rationales 
for the Feres doctrine: (1) the distinctively federal nature 
of the relationship between the Government and the 
armed forces requires a uniform system of compensation 
for soldiers stationed around the country and around the 
world; (2) a generous compensation scheme for soldiers 
(the Veterans’ Benefits Act) serves as an ample 
alternative to tort recovery; and (3) permitting military 
personnel to sue the armed forces would endanger 
discipline. See Johnson, 481 U.S. at 684 n.2, 107 S.Ct. 
2063. The third rationale — the interest in maintaining 
military discipline is considered “ ‘the most persuasive 
justification’ for the [Feres] doctrine.” Schoenfeld v. 
Quamme, 492 F.3d 1016, 1019 (9th Cir. 2007) (quoting 
Dreier, 106 F.3d at 849.
 
“These policy justifications and the doctrine itself have 
been heavily criticized by commentators and by [the 
Ninth Circuit].” Costo, 248 F.3d at 866 (collecting cases). 
For example, “[t]he [first] goal of uniformity has been 
criticized as textually unsupported ... and illogical.” Id. 
(citing Johnson, 481 U.S. at 695-96, 107 S.Ct. 2063 
(Scalia, J., dissenting)). “The second rationale for the bar 
to tort suits — the existence of the Veterans’ Benefits Act 
— has been criticized as incoherent, given the fact that in 
certain cases, soldiers have been permitted to recover 
under both the VBA and the FTCA.” Id. (citing Johnson, 
481 U.S. at 697-98, 107 S.Ct. 2063 (Scalia, J., 
dissenting)) (emphasis in original). The third policy 
rationale — the danger to discipline — has been 
identified as the best explanation for Feres, but even this 
rationale “has not ... escaped criticism.” Id. “If the danger 
to discipline is inherent in soldiers suing their 
commanding officers, then no such suit should be 
permitted, regardless of whether the ‘injuries arise out of 
or are in the course of activity incident to service.’ ” Id. at 
867 (emphasis in original). “But Feres itself imposes this 
limitation.” Id.
 
*10 “Perhaps because of these criticisms, circuit courts — 
including [the Ninth Circuit] — have shied away from 
attempts to apply these policy rationales.” Costo, 248 

F.3d at 867. Instead, the Ninth Circuit has outlined four 
factors in determining whether a particular suit should be 
barred by the Feres doctrine:

1) the place where the negligent act occurred;

2) the duty status of the plaintiff when the negligent act 
occurred;

3) the benefits accruing to the plaintiff because of his 
[or her] status as a service member; and

4) the nature of the plaintiff’s activities at the time the 
allegedly unlawful act occurred.

Id. (citation omitted); see also Dreier, 106 F.3d at 848 
(“In cases where the existence of a Feres bar is not clear, 
we have looked to [the above] four factors to determine 
whether an activity is incident to military service”).
 
“Despite this framework, [the Ninth Circuit’s] Feres 
jurisprudence is something of a muddle.” Schoenfeld, 492 
F.3d at 1019. “First, none of these factors is dispositive,” 
and courts focus on “the totality of the circumstances.” 
Costo, 248 F.3d at 867; see also United States v. Shearer, 
473 U.S. 52, 57, 105 S.Ct. 3039, 87 L.Ed.2d 38 (1985) 
(“The Feres doctrine cannot be reduced to a few 
bright-line rules; each case must be examined in light of 
the statute as it has been construed in Feres and 
subsequent cases.”). “Second, [the Ninth Circuit has] 
reached the unhappy conclusion that the cases applying 
the Feres doctrine are irreconcilable.” Id. Therefore, 
“comparison of fact patterns to outcomes in cases that 
have applied the Feres doctrine is the most appropriate 
way to resolve Feres doctrine cases.” Id. (internal 
quotation marks and citation omitted).
 
With these competing considerations, the Court again 
must apply the Feres doctrine to the allegations here.
 

2. Relevant Ninth Circuit Decisions

The parties argue at length about whether the injuries 
were or were not “incident to service” and articulate 
different standards to make this determination. (See 
Motion to Dismiss at 10-20; Motion to Dismiss 
Opposition at 6-19; Motion to Dismiss Reply at 11-17). In 
particular, Defendant cites numerous cases, both in and 
out of the Ninth Circuit, where courts applied the Feres 
doctrine to tort claims by service members arising out of 
rape, sexual assault, or other forms of harassment or 
abuse. (See Motion to Dismiss at 10-15). The Court 
agrees with Defendant that the nature of the claims does 
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not remove them from the scope of the Feres doctrine.
 
The Court provides a summary of the three Ninth Circuit 
decisions that appear to be most factually analogous:
 
In Stauber, the Ninth Circuit held that the Feres doctrine 
barred a state law tort action between civilian technicians 
working for Alaska Army National Guard. 837 F.2d at 
396. There, the plaintiff sued three co-workers for 
intentional infliction of emotional distress and libel, 
alleging that the “defendants, over a five-year period, 
continuously harassed him, both on-and off-base, during 
regular work-duty hours and after hours.” Id. The 
defendants allegedly engaged in numerous harassing and 
intimidating conduct, including “the use of sirens and 
horns and other noisemaking devices, all directed at 
plaintiff; forcing plaintiff to leave his work area door 
open so as not to be able to shut the noise out ...; 
physically pushing plaintiff; threatening to make negative 
reports about plaintiff to plaintiff’s superiors; ... and 
representing to plaintiff that eventually defendants would 
succeed in getting plaintiff fired from his position as a 
civilian technician.” Id. at 396, n.2. All three defendants 
were superior in rank to the plaintiff, although only one 
had direct authority over him. Id. at 396.
 
*11 The Ninth Circuit held that the action was properly 
dismissed under the Feres doctrine because “the conduct 
that occurred at the maintenance shop [could] not give 
rise to actionable tort claims without impinging on 
military authority and calling into question matters which 
are exclusively the subject of military remedies.” Id. at 
399. The court reasoned that “[the parties’] conduct was 
subject to military discipline, and indeed, plaintiff 
requested that his superiors step in to improve the 
situation.” Id. at 400. “Although [the plaintiff] alleged 
that some of the harassment occurred off-base, the district 
court concluded that his claims arose from conduct in the 
workplace,” which the Ninth Circuit did not find clearly 
erroneous. Id. The Ninth Circuit further held that “[t]o 
examine the relationship between on-and off-base events 
in this case, beyond determining that the conduct involved 
was incident to service, would result in an impermissible 
intrusion upon military matters.” Id.
 
Next, in Lutz, the Ninth Circuit once again examined 
whether a plaintiff’s claims regarding harassment were 
barred by the Feres doctrine. 944 F.2d at 1478. There, a 
former major in the United States Air Force alleged that 
three of her subordinates (technical sergeants) broke into 
her office and took her personal papers, including a sealed 
letter and notes. Id. at 1479. Apparently, the letter and 
notes could be read to imply that the major was involved 
in a lesbian relationship with her civilian secretary. Id. 

The defendants made copies of the notes and showed 
them to various squadron personnel allegedly to ruin the 
major’s reputation and career. Id. In fact, the major’s 
superiors subsequently took a series of actions, which 
effectively destroyed her career in the military, ultimately 
compelling her to resign. Id. The major filed a complaint 
in federal court, asserting Bivens claims and common law 
claims under California state law against various 
individual defendants. Id. The individual defendants 
moved to dismiss based on the Feres doctrine, but the 
district court denied the motion. Id. at 1479-80. The Ninth 
Circuit agreed with the district court, determining that 
“the individual acts were not ‘incident to military service’ 
and thus not protected by the Feres doctrine.” Id. at 1487, 
1480.
 
The Ninth Circuit started with the recognition that “not 
every action by one member of the armed services against 
another implicates military decision making, relates to the 
military mission, or is incident to service.” Id. at 1484. 
The Ninth Circuit also rejected the defendants’ focus on 
the major’s “status as an active duty military officer, on 
the fact that [the major] and the sergeants were all 
‘subject to military discipline,’ and on the fact that the 
damages she allege[d] was to her career in the military.” 
Id. at 1485 (emphasis in original). The court determined 
such criteria to be overbroad because “every lawsuit by 
one active-duty member of the military against another 
would clearly implicate the first two factors, and any suit 
involving an injury impairing the plaintiff’s ability to 
continue working would involve damage to his or her 
‘military’ career.” Id. The Ninth Circuit also held that 
courts should not “examine[ ] the possible effect of the 
suit on military discipline in a particularized, fact-based 
manner,” because the Supreme Court in United States v. 
Stanley, 483 U.S. 669, 680, 107 S.Ct. 3054, 97 L.Ed.2d 
550 (1987), rejected inquiry into whether “in the 
particular case the disciplinary structure of the military 
would be affected.” Id.
 
Instead, the Ninth Circuit held that “courts should answer 
the broader question of whether the injury arises out of 
the activity incident to service.” Id. at 1485. The court 
then examined the defendants’ actions and concluded that 
“[it], like the district court, [could] not fathom how they 
[could] be construed to be ‘activities incident to service.’ 
” Id. at 1486. The defendants argued that their actions 
were “incident to service” because it was their duty to 
report any violations of Air Force regulations by their 
superior officers to the appropriate authorities, but the 
Ninth Circuit held that “it [was] not conceivable that this 
duty required defendants to remove personal documents 
from their commander’s desk after working hours and 
distribute them to other Air Force personnel.” Id.
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*12 The Ninth Circuit further distinguished Lutz from 
Stauber based on two factual differences. First, “[u]nlike 
the present case, the defendants in Stauber were all 
superior in rank to the plaintiff and one was his direct 
supervisor.” Id. “While this [was] not controlling, it 
inform[ed] [the court’s] consideration.” Id. In a footnote, 
the Ninth Circuit “recognize[d] the potential injustice in 
suggesting that a superior officer may be able to invoke 
Feres to avoid liability for harassment of a subordinate 
while the subordinate may not be able to do the same.” Id. 
at 1486, n.12. “Nonetheless, in light of the widely 
acknowledged practice in the military of superior officers 
treating subordinates severely and in a manner which 
many civilians would find harassing, the 
officer-subordinate relationship may be one factor 
informing [the court’s] consideration of whether the 
activity was ‘incident to military service.’ ” Id.
 
Additionally, and “[m]ore importantly, the plaintiff in 
Stauber alleged harassing acts which largely took place 
during working hours and in the process work,” and 
“many of the harassing acts were related to working 
conditions.” Id. at 1486-87. The Ninth Circuit explained 
that “[i]n effect, Stauber holds that where it is sufficiently 
ambiguous whether challenged actions were ‘incident to 
military service,’ and the process of disentangling conduct 
not incident to service from that incident to service would 
itself work an impermissible intrusion upon military 
matters, Feres must be applied to the whole course of 
conduct.” Id. at 1487. “However, where ... the actions 
were completely separate from on-the-job activities, the 
rationale of Stauber does not apply.” Id. Therefore, the 
court concluded that “[i]ntentional tortious and 
unconstitutional acts directed by one servicemember 
against another which further no conceivable military 
purpose and are not perpetrated during the course of a 
military activity surely are past the reach of Feres.” Id.
 
Finally, in an unpublished and brief disposition, the Ninth 
Circuit held that a Coast Guard service member’s claims 
regarding sexual harassment brought under the FTCA 
were barred by the Feres doctrine. Becker v. Pena, No. 
95-36172, 107 F.3d 877, 1997 WL 90570, at *1 (9th Cir. 
Feb. 28, 1997). “While the acts of sexual harassment 
served no military purpose,” the Ninth Circuit still 
concluded that “they were incident to Becker’s military 
service.” Id. The Ninth Circuit noted that “[v]irtually all 
of the harassing conduct occurred during working hours 
on the Coast Guard base,” “[the plaintiff’s] harassers were 
predominantly superior in rank and were subject to 
military discipline for harassing her.” Id. Therefore, the 
court concluded that the plaintiff’s alleged injuries were 
incident to her military service and that her claims under 

the FTCA were barred under the Feres doctrine.
 

3. Application of the Feres Doctrine

As a preliminary matter, the Court rejects Defendant’s 
arguments focusing on Plaintiff’s previously-pled 
allegations relating to a pattern of misconduct by General 
Hyten. (See Motion to Dismiss at 15-20). For example, 
Defendant emphasizes the factual similarities between 
this case and Stauber, but Defendant’s reliance on 
Stauber is misplaced in light of the FAC. (Motion at 
15-16). The plaintiff in Stauber sought to recover for a 
pattern of harassment that took place “over a five-year 
period, ... both on-and off-base, during regular work-duty 
hours and after hours.” 837 F.2d at 396. Here, Plaintiff 
brings claims relating to a single instance of sexual 
misconduct occurring separate and apart from her military 
service.
 
As discussed above, the circumstances that would justify 
considering Plaintiff’s previously-pled allegations relating 
General Hyten’s pattern of misconduct are simply not 
present here: The omissions in the FAC do not obscure 
information relevant to adjudicating the amended claims. 
See e.g., Jackson, 2019 WL 6721637, at *2-4 
(considering previously-pled allegations where the 
plaintiff obscured information relevant to the adjudication 
of her claims by omitting information indicating that she 
had “neutralized any future threat of credit or debit card 
fraud by modifying or closing her accounts”).
 
*13 At the hearing, Defendant argued, essentially, that 
ignoring all the allegations in the Complaint would allow 
Plaintiff to engage in a charade. Defendant ignores that 
Plaintiff has substantively and severely limited her action. 
Neither her damages nor, potentially, her ability to prove 
her claims remains what it was.
 
Now that the pertinent allegations are determined, the 
Court focuses on the following considerations enunciated 
in Stauber, Lutz, and Becker: (1) whether the alleged acts 
occurred on-or off-base; (2) whether they occurred during 
working hours and were related to working conditions; (3) 
whether the defendant was superior in rank to the plaintiff 
and whether he was subject to military discipline for 
harassing the plaintiff; and (4) whether the actions could 
conceivably serve any military purpose.
 
The first two factors are mixed, but ultimately militate 
against application of the Feres doctrine. Plaintiff alleges 
that the acts occurred off-base, off-duty, and in a location 
not subject to military judgment or operating procedures. 
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Specifically, Plaintiff alleges that she was staying at the 
Hyatt Hotel, a private hotel that was not controlled, 
operated, or secured by the military. (See FAC ¶¶ 47-61). 
She was attending the Reagan National Defense Forum 
(“RNDF”), which is run by a civilian organization and 
funded by sponsors who are primarily industries in the 
private sector. (See FAC ¶¶ 30-46). Plaintiff alleges that 
the event was attended by current and former senior 
civilian government officials, and business and media 
leaders, and a few military officials. (See FAC ¶¶ 37). 
And Plaintiff alleges she was harassed and assaulted late 
in the evening while getting ready for bed, by General 
Hyten in civilian clothes. (See FAC ¶¶ 62-75).
 
Plaintiff was invited to this event because of her 
assignment to STRATCOM, where military service 
members make up approximately 30% of the workforce. 
(See FAC ¶ 30). Although this allegation by itself 
suggests that trip was incidental to Plaintiff’s military 
service, it does not outweigh the other allegations 
demonstrating that Plaintiff was not on-base or on-duty at 
the time of the alleged misconduct. Therefore, on-balance, 
the first two factors militate against application of the 
Feres doctrine.
 
The third factor considers whether the defendant was 
superior in rank to the plaintiff and whether he was 
subject to military discipline for harassing the plaintiff. It 
is undisputed that General Hyten was superior in rank to 
Plaintiff, and that he was subject to investigation by the 
OSI after Plaintiff disclosed the alleged sexual assaults. 
However, General Hyten was ultimately not subjected to 
military discipline. (FAC ¶ 86).
 
The Court agrees with Plaintiff that potential interference 
with military discipline is not a persuasive factor when no 
actual military disciplinary action is implicated:

[T]he prosecution of this action will not impair the 
functioning of the military justice system. Defendants 
contend that because the Air Force conducted 
investigations into the incident underlying this action 
and decided not to bring charges, that the present suit 
will undermine Air Force discipline. This argument is 
not supported by the record in this action. Although 
there were four separate investigations carried out by 
the Air Force before plaintiff’s superior officer, 
Colonel Dempsy, made his decision not to take action 
against defendants[.]

*14 Lutz v. Ivory, No. C87-0679-DLJ, 1989 WL 200349, 
at *3, 1989 U.S. Dist. LEXIS 14159, at *7 (N.D. Cal. 
Aug. 1, 1989)). Nonetheless, the third factor still weighs 
in favor of applying the Feres doctrine because of 
General’s Hyten’s superior rank. Miller v. Newbauer, 862 
F.2d 771, 774 (9th Cir. 1988) (“[C]ivilian courts must 

hesitate before taking on a suit that would require judicial 
tampering with the established relationship between 
military personnel and their superior officers.”).
 
The fourth factor considers whether the actions could 
conceivably serve any military purpose. Plaintiff 
previously alleged that General Hyten came to her room 
at the Hyatt Hotel under the pretense of work-related 
purposes. Specifically, the Complaint alleged:

General Hyten came to Plaintiff’s hotel room under the 
pretense of work-related purposes. General Hyten told 
Plaintiff that he needed to talk about a few things and 
asked her to sit down with him on her bed. After she 
did so, however, General Hyten reached for Plaintiff’s 
hand, which caused her to stand up. General Hyten also 
stood up, pulled Plaintiff so tightly that she could not 
move, and began to kiss her on the lips and grab her 
buttocks. He then told Plaintiff something to the effect 
of “I want to make love to you.” Plaintiff told him that 
was not going to happen. General Hyten then began to 
rub his penis against her and ejaculated in his shorts.

Complaint ¶¶ 46-47 (emphasis added) (internal citations 
omitted).
 
In looking at the both the Complaint and the FAC, the 
Court determines that the alleged sexual assault cannot 
conceivably serve any military purpose. Regardless of 
whether General Hyten came to Plaintiff’s hotel room 
under the pretense of work-related purposes, it is not 
conceivable that General Hyten’s military duties would 
require him to sexually assault Plaintiff, or that such an 
assault would advance any conceivable military objective. 
Lutz, 944 F.2d at 1486 (“[W]e echo the district court’s 
conclusion that ‘it is not conceivable that this duty 
required defendants to remove personal documents from 
their commander’s desk after working hours and 
distribute them to other Air Force personnel.’ ”) (citation 
omitted). Therefore, the fourth factor cuts strongly against 
application of the Feres doctrine.
 
Considering all these factors, the Court determines that 
Plaintiff’s claims do not fall within the Feres doctrine. 
See id. at 1487 (“Intentional tortious and unconstitutional 
acts directed by one servicemember against another which 
further no conceivable military purpose and are not 
perpetrated during the course of a military activity surely 
are past the reach of Feres.”). Plaintiff seeks to recover 
for a single instance of alleged sexual assault that 
occurred while she was off-duty and off-base. The fact 
that she was allegedly assaulted by a higher-ranking 
officer is an important factor, but does not, by itself, bring 
this claim into Feres doctrine territory. See id. at 1486, 
n.12. (“[T]he officer-subordinate relationship may be one 
factor informing [the court’s] consideration of whether 
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the activity was ‘incident to military service.’ ”).
 
There is no perfectly analogous case, but many of the 
cases cited by Defendant are easily distinguishable. For 
example, Stauber, Becker, Corey, and Perez involved 
plaintiffs alleging a pattern of misconduct that took place 
predominately on premises subject to military control and 
discipline. The persuasive value of these cases is 
diminished here in light of Plaintiff’s singular focus on 
the alleged assault at the Hyatt Hotel on December 2, 
2017. None of the cases cited by Defendant involve a 
plaintiff seeking to recover for a singular instance of 
sexual assault that took place while the plaintiff was 
off-base and off-duty. (See Motion at 12 n. 6, 13 n. 7).
 
*15 The Court finds the Ninth Circuit’s reasoning in Lutz 
to be particularly persuasive, and the facts here are even 
more favorable to Plaintiff than those in Lutz. As in Lutz, 
Plaintiff seeks to recover for a single incident of wrongful 
conduct that served no conceivable military purpose. Lutz, 
944 F.2d at 1478, 1480 (“the individual acts were not 
‘incident to military service’ and thus not protected by the 
Feres doctrine.”). But unlike in Lutz, Plaintiff alleges 
conduct that took place entirely off-base and does not 
seek to recover for damage to her career in the military. 
Id. at 1479. Therefore, Lutz in particular supports this 
Court’s conclusion that Plaintiff’s claims are not barred 
by the Feres doctrine.
 
Accordingly, the Motion to Dismiss is DENIED with 
respect to the Feres doctrine issue.
 

D. FTCA Intentional Tort Exception
Defendant argues that the FTCA’s “intentional tort” 
exception bars government liability here. (See Motion to 
Dismiss at 21 (citing 28 U.S.C. § 2680(h)). The Court 
disagrees.
 
The Westfall Act accords federal employees absolute 
immunity from common law tort claims arising out of 
“negligent” and “wrongful” acts or omissions of an 
employee acting “within the scope of his office or 
employment.” 28 U.S.C. § 2679(b)(1). The Act provides 
that “the principles of respondeat superior of the state in 
which the alleged tort occurred” applies when analyzing 
the scope-of-employment issue. Pelletier v. Fed. Home 
Loan Bank, 968 F.2d 865, 876 (9th Cir. 1992).
 
The Attorney General certified that General Hyten was 
acting in the scope of his employment. (See Docket No. 
22-1 at 3). But Plaintiff can rebut a Westfall Certification 

by demonstrating that the individually-named defendant 
was not acting within the scope of employment. See 
Gutierrez de Martinez v. Lamagno, 515 U.S. 417, 436-37, 
115 S.Ct. 2227, 132 L.Ed.2d 375 (1995) (“The statute is 
fairly construed to allow petitioners to present to the 
District Court their objections to the Attorney General’s 
scope-of-employment certification, and we hold that 
construction the more persuasive one.”); Billings v. 
United States, 57 F.3d 797, 800 (9th Cir. 1995) (finding 
that an employee does not act within scope of 
employment if employee “substantially deviated from his 
duties for personal purposes”).
 
The Court agrees with Plaintiff that her factual 
allegations, if true, rebut the presumption created by the 
Attorney Generals’ Westfall Certification. See Tate v. 
United States, CV 18-3079 PA (PLAx), 2018 WL 
6444887, *3, 2018 U.S. Dist. LEXIS 186667, *8 (C.D. 
Cal. 2018) (“California courts have rarely held that 
employees who have engaged in sexual misconduct with 
third parties acted within the scope of their 
employment.”).
 
Accordingly, the Motion to Dismiss is DENIED with 
respect to the FTCA’s intentional tort exception.
 

III. MOTION TO TRANSFER VENUE
Defendant argues that this action should be transferred to 
the District of Nebraska to prevent unnecessary 
inconvenience. (Venue Motion at 1-3). The Court 
disagrees.
 
“For the convenience of parties and witnesses, in the 
interest of justice, a district court may transfer any civil 
action to any other district or division where it might have 
been brought ....” § 1404(a). However, a motion to 
transfer should not merely shift the inconvenience from 
the moving party to the opposing party. See Decker Coal 
Co. v. Commonwealth Edison Co., 805 F.2d 834, 843 (9th 
Cir. 1986) (affirming the denial of a transfer because the 
transfer “would merely shift rather than eliminate the 
inconvenience”).
 
The moving party has the burden to demonstrate that 
transfer is appropriate. Commodity Futures Trading 
Comm. v. Savage, 611 F.2d 270, 279 (9th Cir. 1979) 
(concluding that the moving party “had the burden to 
justify by particular circumstances that the transferor 
forum was inappropriate”); Allstar Mktg. Group, LLC v. 
Your Store Online, LLC, 666 F. Supp. 2d 1109, 1131 
(C.D. Cal. 2009) (“The burden is on the moving party to 
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establish that a transfer will allow a case to proceed more 
conveniently and better serve the interests of justice.”). 
The threshold question under § 1404(a) requires the court 
to determine whether the case could have been brought in 
the forum to which the transfer is sought.” Roling v. 
E*Trade Secs., LLC, 756 F. Supp. 2d 1179, 1184 (N.D. 
Cal. 2010). Venue is proper in “a judicial district in which 
a substantial part of the events or omissions giving rise to 
the claim occurred, or a substantial part of property that is 
the subject of the action is situated[.]” 28 U.S.C. § 
1391(b).
 
*16 Defendant argues that venue would have been proper 
in the District of Nebraska had this case been filed there 
originally. (See Venue Motion at 3). Having determined 
that Plaintiff is not bound to the allegations in her 
Complaint relating to a pattern of sexual misconduct, the 
Court concludes that this action could not have been 
brought in the District of Nebraska: Plaintiff seeks to 
recover for alleged misconduct occurring solely in 
California. The FAC does not allege that any tortious 
conduct took place in Nebraska, and neither party resides 
there.
 
Accordingly, the Motion to Transfer Venue is DENIED.

 

IV. CONCLUSION
The Motion to Dismiss is DENIED. Plaintiff is not bound 
by the allegations in her original complaint relating to a 
pattern of sexual misconduct. Therefore, neither the Feres 
doctrine nor the FTCA’s intentional tort exception bars 
Plaintiff’s claims.
 
The Motion to Transfer Venue is DENIED. This action 
could not have been brought in the District of Nebraska.
 
Defendant shall answer the FAC on or before November 
9, 2020.
 
IT IS SO ORDERED.
 

All Citations

Slip Copy, 2020 WL 6586308
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OPINION & ORDER

Paul A. Engelmayer, United States District Judge

*1 Pending before the Court are competing motions for 
partial summary judgment in this dispute between a 
clothing supplier, defendant Branded Apparel Group LLC 
(“Branded”), and its contractually authorized sales 
representative, plaintiff Supreme Showroom, Inc. 
(“Supreme”). The parties’ dispute, which involves claims 
by Supreme and counterclaims by Branded, turns 
principally on whether Supreme’s agreement to serve as 
sales representative for a third party, Gant USA 
Corporation (“Gant”), also a clothing supplier, breached 
its legal duties to Branded. For the reasons that follow, the 
Court denies all motions for summary judgment, except 
as to Branded’s counterclaim for unjust enrichment, on 
which the Court grants Branded’s motion for summary 
judgment. The case will now proceed to trial.

 

I. Background1

A. The Parties
Supreme, a Chicago-based corporation, is a 
“commissioned independent sales representative” for 
companies in the fashion apparel industry. JSF ¶ 1. 
Supreme’s sole shareholder is Joshua Muthart. Id.
 
Branded, formerly known as SXS Group LLC, is a New 
York City-based limited liability company in the business 
of designing, contracting for manufacture, importing, 
marketing, and selling contemporary and private label 
menswear. Id. ¶ 3. Branded’s members are Gary Jacobs, 
the company’s CEO, and his two sons, Jason Jacobs and 
Jeffrey Jacobs. Id. ¶¶ 3–4. At all times relevant here, 
Jason managed the company’s finances and operations, 
while Jeffrey worked in product development, design, 
merchandising, and marketing. Id. ¶¶ 5–6.2

 

B. The Sales Representative Agreement
*2 On June 18, 2013, Branded and Supreme entered into a 
written Sales Representative Agreement. Id. ¶ 11; id. Ex. 
A (the “SRA”). In exchange for a 12% sales commission, 
Supreme agreed to serve as Branded’s sales representative 
in 12 Midwestern states. Id. ¶ 9; SRA ¶¶ 1, 9(a). Branded 
also agreed to pay Supreme a $1,000 monthly showroom 
fee “to cover costs associated with exhibiting [Branded’s] 
line in [Supreme’s] showroom.” SRA ¶ 9(a).
 
Pursuant to the contract, Supreme agreed to “use its best 
efforts to solicit orders for the sale of SXS’s [i.e., 
Branded’s] products by presenting SXS’s products in a 
clear, understandable and professional manner ... to 
retailers within the Sales Representative’s [i.e., 
Supreme’s] territory.” SRA ¶ 2. All purchase orders or 
sales orders were “subject to SXS’s approval,” and SXS 
would prepare and deliver all invoices to customers. Id. ¶ 
3. Supreme agreed to “assist SXS in collecting unpaid 
invoices upon request by SXS” and “assist SXS in the 
resolution of any and all disputes, adjustments, and/or 
other differences between SXS and any customers.” Id.
 
Under the heading “NO AGENCY,”3 the SRA described 
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the parties’ relationship as follows: “Sales Representative 
is an independent contractor and under no circumstances 
will Sales Representative commit SXS to the delivery of 
SXS products and accessories, purport to legally bind 
SXS in any matter, and/or hold himself out as an 
employee or agent with legal authority to bind SXS.” Id. ¶ 
4. “In keeping with the foregoing, no Sales Representative 
may carry a business card that [is] exclusive to SXS.” Id.
 
Under the heading “RULES OF CONDUCT,” the SRA 
provided that “[u]nder no circumstances shall the 
representative market, sell, distribute, solicit, or be 
involved in any way with another manufacturer of 
contemporary menswear and/or accessories, without the 
express written approval of SXS.” Id. ¶ 5(d) (the 
“exclusivity provision”).4 The parties further agreed that 
“any failure to enforce the paragraphs [under this 
heading] is not to be considered a waiver of SXS’s rights 
hereunder and representative hereby waives any right they 
may have to the defense of laches.” Id. ¶ 5(e). Finally, the 
agreement provided that “[a]ny violation of the above 
provisions shall be grounds for immediate termination by 
SXS of the agreement.” Id.
 
Under the heading “REPORTING AND SALES 
FORECASTS,” the SRA required Supreme to provide 
monthly sales-activity reports and copies of all 
correspondence between Supreme and customers. Id. ¶ 8.
 
Under the heading “COMPENSATION,” the SRA 
provided that Supreme would receive 12% of the net sale 
amount of each order and $1,000 per month in showroom 
fees. Id. ¶ 9(a).5 The agreement further provided that 
Branded “shall have the option of accepting or rejecting 
any order or orders taken by the Sales Representative.” 
SRA ¶ 9(c).
 
Under the heading “GOVERNING LAW,” the SRA 
provided that the agreement was “drafted under the laws 
of the state of New York, and the venue for any legal 
recourse shall take place under laws as written in New 
York.” Id. ¶ 15.6

 
*3 Finally, under the heading “TERMS,” the parties 
agreed that the SRA would “continue in force for one 
year, renewable for an additional one-year term by mutual 
agreement.” SRA ¶ 17.
 

C. The Parties’ Course of Conduct Under the SRA
Branded and Supreme worked together from June 18, 
2013 through June 1, 2016. JSF ¶ 10. During this period, 

the parties did not always conform their conduct to the 
terms of the SRA. For instance, on one occasion, Branded 
allowed Supreme to work outside of the territory 
contemplated by the SRA. Id. ¶ 14. And Branded did not 
always observe the SRA’s payment requirements: 
Branded sometimes made only partial commission 
payments, and sometimes (occasionally with Supreme’s 
permission) paid commissions either early or late. Id. 
Branded also did not always pay the showroom fee on 
time. Id. Nevertheless, Branded was current on its 
showroom fees through October 2014, at which point 
Supreme ceased operating a showroom. Id. ¶¶ 18–19. The 
parties agree that the October 2014 invoice was the only 
invoice Branded paid while Supreme did not maintain a 
showroom. Id. ¶¶ 18–20.
 
The parties also did not strictly observe the SRA’s 
renewal provision. On June 17, 2014, when the SRA’s 
initial one-year term expired, the parties never discussed 
the issue of renewal. Id. ¶ 15. Instead, they simply 
continued their business relationship. Id. Likewise, on 
June 17, 2015, after the first one-year renewal term 
expired, the parties again simply continued their business 
relationship without discussion, until Branded terminated 
it on June 1, 2016. Id. ¶ 16.
 
The parties agree that throughout the course of their 
relationship, Supreme lacked the authority to sign 
contracts, hire employees, or grant customer markdowns 
on Branded’s behalf. Id. ¶ 12; see also Def. Mem. at 6. 
Instead, Supreme took the lead in negotiating sales of 
Branded goods with customers, offering discounts that it 
would then submit to Branded for approval. JSF ¶ 12. 
Branded gave Supreme “quite a bit [of] room” in offering 
these discounts. Id. Accordingly, when Supreme wrote to 
request approval from Branded of the discounts it had 
offered, the requests read like foregone conclusions. See, 
e.g., id. ¶ 27 (“Josh extended a 20% courtesy discount.”); 
see also id. ¶¶ 21–26. Branded represents, and Supreme 
does not dispute, that Branded regularly honored the 
prices negotiated by Supreme. Def. Mem. at 7 n.7 (citing 
Jacobs Aff. ¶ 6).
 

D. Supreme’s Representation of Gant
Before hiring Supreme, Branded did little to no business 
in the Midwest. JSF ¶ 28. One of the first customers 
Supreme developed for Branded, beginning in 2013, was 
Trunk Club—a business offering retail customers the 
services of a personal shopper. Id. ¶ 29. By the end of 
2015, Trunk Club had become Branded’s largest 
customer. Id. ¶ 32.
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In late February or early March 2015, Supreme began 
conversations with Gant, another clothing designer and 
Trunk Club vendor. Id. ¶¶ 46, 51. Supreme did not notify 
Branded of these conversations. Id. ¶ 47. On May 1, 2015, 
Supreme entered into a written agreement with Gant 
providing that Supreme would represent Gant’s menswear 
lines within the same territory covered by the SRA. Id. 
Ex. B at Sched. A.
 
*4 On May 12, 2015, Supreme emailed Trunk Club to 
announce that it had signed Gant. Id. ¶ 52. On May 18, 
2015, Branded learned (from sources other than Supreme) 
that Gant had hired Supreme. Id. ¶ 53. The next day, 
Jeffrey Jacobs reached out to Muthart by text to inquire. 
Id. ¶ 55. Muthart confirmed that Supreme had taken on 
Gant as a client, to which Jeffrey replied 
“[c]ongratulations.” Id. ¶ 55. Jeffrey then added, “[d]on’t 
tell [Gary and Jason] we spoke about it if you don’t mind 
☺.” Id. Muthart responded, “[g]onna be good for all of 
us,” to which Jeffrey replied, “I think so.” Id.
 
Later that day, Muthart sent Branded’s principals and its 
President, Jeff Block, an email advising them of the Gant 
representation and asking to set up a phone call. Id. ¶ 56. 
Shortly thereafter, Jeffrey once again contacted Muthart 
via text message:

Jeffrey: Thank you for the email

Well done

[...]

So gary and jason are concerned about trunk club

Please give them some comfort

But I love the power move

Muthart: I would do nothing to hurt our business 
there

Jeffrey: It’s great to be next to Gant with you and 
great for you

Muthart: We built that from the ground up and have 
way to [sic] much work into it

Jeffrey: Are you handling trunk club for them?

Muthart: Yes but in a different capacity. There’s no 
concern.

We’ll pick up a lot of piggy back business here and it 
will be great for sxs to hang with Gant at an agency 

level

Jeffrey: I fully agree

Muthart: Please console your family please

Jeffrey: I will it’s all good

[...]

If you take emotions out of it. It makes sense and I’m 
proud of you.

I just hope you continue to build the trunk business 
with slate and not take dollars from us to Gant

[...]

Muthart: They don’t have that capacity and that’s not 
my style

[...]

Jeffrey: We love you and you are the backbone of 
the brand.

Id. ¶ 57.
 
Minutes later, Jeff Block responded to Muthart’s email, 
copying Gary, Jeffrey, and Jason: “Congra[t]s. Will 
advise a time Thursday per Gary’s schedule.” Id. ¶ 58.
 
The parties dispute whether a call took place. Id. ¶ 60. 
Jason testified that it was “highly unlikely that [the call] 
could have happened,” Taylor Decl. Ex. 5 at 65, and 
neither Gary nor Jeffrey remembered a call taking place, 
see id. Ex. 6 at 78; Dkt. 76 at 42. Muthart, on the other 
hand, testified that the call did occur, and that Branded 
did not object to the Gant representation. Dkt. 73–1 at 
162–65.7 Whether or not the call took place, the parties 
agree that until Branded terminated the relationship more 
than a year later, Branded and Supreme did not discuss 
whether the Gant representation breached the SRA or was 
otherwise improper, and Branded never asked that 
Supreme resign from representing Gant. JSF ¶ 65.
 
Immediately following the May 19, 2015 exchange of 
emails, Jeffrey texted Jason to say that while he, like their 
father, was “angry” at the Gant news, he and Jeff Block 
“agree[d] this is a good thing” because “be[ing] with Gant 
in an agency will help us all over.” Id. ¶ 63. Jason 
responded, “[i]f you agree with me, then I need you NOT 
to have any conversation with [Muthart] on this matter 
any further than what you have thus far already.” Id. He 
continued, “[I] think we need to be sensible here.” Id. 
Jeffrey responded, “[d]on’t let dads [sic] history ruin us,” 
to which Jason replied, “strategic.” Id. Jeffrey agreed: 
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“Absolutely[.] We have to see things as they play out.” Id.
 
*5 In August 2015, Trunk Club placed its largest-ever 
order with Branded. Id. ¶ 72. By the next quarter, 
however, Branded’s business with Trunk Club had begun 
to decline. Id. Trunk Club employees testified that there 
were two reasons why Trunk Club began to move away 
from Branded: First, Trunk Club’s new parent 
organization, Nordstrom, began to exert more control 
over purchasing, with a preference for other, similar 
products at competitive prices. Second, Branded’s overall 
performance was poor. Id. ¶¶ 42–44.
 
Meanwhile, in January 2016, Supreme had begun pitching 
various Gant products to Trunk Club, including several 
products in the same categories as products Branded had 
previously sold to Trunk Club. Id. ¶ 79.8

 
On February 10, 2016, Muthart explained the reduced 
Trunk Club business to Branded’s principals as follows: 
“[W]e struggled in a few areas and they are cutting back 
[as] the company continues to go through changes based 
on Nordstrom directives and budget constraints.” Id. ¶ 91.
 
In response to this email, Gary texted Jason, “can’t know 
or trust [Muthart].” Id. ¶ 92. When Gary wondered who 
was supplying Trunk Club in Branded’s place, Jason 
replied, “[G]ant.” Id. Gary responded, “right that explains 
it to me,” and then added, “[d]on’t rush to pay [Muthart] 
commission in large amounts.” Id. Jason replied, “I never 
do.” Id. Later in the conversation, when Gary suggested 
that Muthart was “winding [Branded] down,” Jason 
responded, “why do you always go to that? [D]on’t you 
think in light of what Nordstrom said about [T]runk 
[C]lub and their model, that they are in fact cutting 
down?” Id. Gary responded, “ok.” Id.
 
The next day, Jason texted Jeffrey to suggest that Branded 
“could always be straight up with [Muthart] and tell him 
we are uncomfortable.” Id. ¶ 93. He continued, “all of a 
sudden he’s repping Gant and no more shirts[.] 
[C]oincidence? [M]aybe, maybe not.” Id. When Jeffrey 
responded, “[y]ou know what I think,” Jason replied, “I 
will ask him straight up.” Id. Jason never raised the issue 
with Muthart. Id.
 
On February 27, 2016, Gary and Jeffrey exchanged text 
messages regarding a certain line of Gant menswear. Gary 
expressed concern that the line would “conflict with us.” 
Id. ¶ 99. When Jeffrey responded that the line was 
“already here,” Gary stated, “[s]o when [Muthart] took on 
[G]ant he was aware of this new line coming soon. 
[T]hat’s a real breach.” Id. ¶ 99. Branded did not reach 
out to Supreme with this concern. Id.

 
On March 15, 2016, after Gary expressed via text 
message that he wanted to fire Muthart, Jason responded, 
“[I] guarantee it will be the same or worse.” Id. ¶ 101. 
Gary responded, “I’ve listened to you for two years now, 
I’m going in a different direction now.... [Muthart] should 
have been fired when he too[k] Gant and we should have 
contacted them directly but you freaked out as usual.” Id. 
Branded did not raise these concerns with Supreme. Id.
 
On April 13, 2016, after Trunk Club declined to place any 
Branded orders for Fall 2016, Gary and Jason sent each 
other text messages criticizing Muthart’s efforts. Id. ¶ 
102. After calling Muthart a “whore” and concluding that 
his “run” had ended, Jason suggested that Branded should 
“do a Goldfarb on him.” Id. The conversation continued:

*6 Gary: now your [sic] talking

Jason: Give him a sheet like goldgfarb [sic] sent 
Asher. With deductions

Gary: correct event [sic] though he’s not responsible 
but yes

Jason: send with letter cover he breached
Id. Six days later, without having sent such a letter, 
Branded paid Supreme $10,000. Id. ¶ 103. Gary and Jason 
agreed via text message that they would install a “new 
regime” once the Trunk Club sock order came in. Id.
 
On May 10, 2016, Muthart reported that Trunk Club had 
placed an unusually small sock order. Id. ¶ 106. On June 
1, 2016, Branded terminated its relationship with 
Supreme. Id. ¶ 108. Branded’s attorney explained that 
Supreme had materially breached subparagraph 5(d) of 
the SRA by representing Gant without obtaining 
Branded’s consent. Id. ¶ 108.
 

II. Procedural History
On June 30, 2016, Supreme filed the initial complaint in 
this matter, bringing, inter alia, a claim of breach of 
contract. Dkt. 1. After the Court directed Supreme to 
amend its complaint to properly allege Branded’s 
citizenship, Dkt. 8, on July 11, 2016, Supreme filed the 
first amended complaint, Dkt. 10.
 
On August 26, 2016, Branded filed a motion to dismiss 
the amended complaint in part. Dkt. 14. On September 8, 
2016, Supreme filed the second amended complaint. Dkt. 
18 (“SAC”). On September 9, 2016, the parties stipulated 
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that Branded would withdraw its motion, Supreme would 
voluntarily dismiss the claims subject to Branded’s 
motion, and the case would proceed on the SAC. Dkt. 19. 
The SAC—the operative complaint in this 
matter—alleged: (1) breach of contract for Branded’s 
failure to pay approximately $155,000 in commissions 
and showroom fees; and (2) violation of 820 Ill. Comp. 
Stat. 820/1, et seq., which provides for exemplary 
damages and attorney’s fees for failure to pay a sales 
representative’s commissions. Id. ¶¶ 16–27.
 
On October 7, 2016, Branded filed an answer asserting 
several counterclaims against Supreme. Dkt. 21.9 
Specifically, Branded alleged: (1) breach of contract for 
Supreme’s concurrent representation of Gant, (2) breach 
of the fiduciary duty of loyalty for the same, and (3) 
unjust enrichment for the showroom fees Branded 
remitted to Supreme for any months in which Supreme 
did not have access to a showroom. Branded 
Counterclaims ¶¶ 50–65.
 
On October 21, 2016, Supreme filed its answer to 
Branded’s counterclaims. Dkt. 22 (“Supreme Answer”).
 
Following discovery and a pre-motion conference, see 
Dkt. 53, on November 3, 2017, Branded filed a motion for 
partial summary judgment, Dkt. 57, a Rule 56.1 
statement, Dkt. 58, the Jacobs Affidavit, Dkt. 59, the 
Trachten Declaration, Dkt. 60, and a memorandum of law 
in support of its motion, Dkt. 61. On November 20, 2017, 
Supreme filed its own motion for partial summary 
judgment, Dkt. 62, a memorandum of law in support of its 
motion and in opposition to Branded’s motion, Dkt. 63, 
the Taylor Declaration, Dkt. 64, and a Rule 56.1 
statement, Dkt. 65. On December 4, 2017, Branded filed a 
memorandum of law in further support of its motion and 
in opposition to Supreme’s motion, Dkt. 66, and a 
counter-statement to Supreme’s Rule 56.1 statement, Dkt. 
67. Finally, on December 18, 2017, Supreme filed its 
reply. Dkt. 68.
 
*7 On February 20, 2018, the parties filed letters 
regarding a recent decision from the New York State 
Supreme Court, Appellate Division. See Dkts. 70–71.
 
On June 21, 2018, the Court issued an order directing the 
parties to attach any admissible evidence tending to 
suggest that a phone call between the parties occurred as a 
result of their May 19, 2015 email correspondence. See 
Dkt. 72. On June 22, 2018, the parties filed their 
responses. See Dkts. 73–80.
 

III. Applicable Legal Principles
To prevail on a motion for summary judgment, the 
movant must “show[ ] 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). The movant 
bears the burden of demonstrating the absence of a 
question of material fact. In making this determination, 
the Court must view all facts “in the light most favorable” 
to the non-moving party. Holcomb v. Iona Coll., 521 F.3d 
130, 132 (2d Cir. 2008); see also Celotex Corp. v. Catrett, 
477 U.S. 317, 323 (1986).
 
If the movant meets its burden, “the nonmoving party 
must come forward with admissible evidence sufficient to 
raise a genuine issue of fact for trial in order to avoid 
summary judgment.” Jaramillo v. Weyerhaeuser Co., 536 
F.3d 140, 145 (2d Cir. 2008). “[A] party may not rely on 
mere speculation or conjecture as to the true nature of the 
facts to overcome a motion for summary judgment.” 
Hicks v. Baines, 593 F.3d 159, 166 (2d Cir. 2010) 
(internal quotation marks and citation omitted). Rather, 
the opposing party must establish a genuine issue of fact 
by “citing to particular parts of materials in the record.” 
Fed. R. Civ. P. 56(c)(1)(A); see also Wright v. Goord, 554 
F.3d 255, 266 (2d Cir. 2009).
 
“Only disputes over facts that might affect the outcome of 
the suit under the governing law” will preclude a grant of 
summary judgment. Anderson v. Liberty Lobby, Inc., 477 
U.S. 242, 248 (1986). In determining whether there are 
genuine issues of material fact, the Court is “required to 
resolve all ambiguities and draw all permissible factual 
inferences in favor of the party against whom summary 
judgment is sought.” Johnson v. Killian, 680 F.3d 234, 
236 (2d Cir. 2012) (quoting Terry v. Ashcroft, 336 F.3d 
128, 137 (2d Cir. 2003) ) (internal quotation marks 
omitted).
 

IV. Discussion
The parties’ cross-motions raise several interconnected 
issues. Branded’s motion seeks: (1) dismissal of the SAC 
and forfeiture of commissions under the “faithless 
servant” doctrine; (2) a determination of liability as to 
Branded’s first counterclaim (that Supreme breached the 
SRA in taking on the Gant representation), with damages 
to be determined at trial; (3) a determination of liability as 
to Branded’s second counterclaim (that Supreme breached 
its fiduciary duty of loyalty), with damages to be 
determined at trial; and (4) judgment as to Branded’s third 
counterclaim (for unjust enrichment) in the amount of 
$1,000. Meanwhile, Supreme’s motion seeks: (1) 
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dismissal of Branded’s breach of fiduciary duty 
counterclaim on the grounds that Supreme was not 
Branded’s agent and that, in any event, the claim is 
duplicative of Branded’s breach of contract counterclaim; 
(2) dismissal of Branded’s breach of contract and breach 
of fiduciary duty counterclaims on the grounds that 
Branded waived any objection to the concurrent 
representation or is estopped from seeking such relief; (3) 
dismissal of Branded’s unjust enrichment counterclaim on 
the ground that such a claim is foreclosed by the existence 
of the SRA; and (4) various remedies related to Branded’s 
claims for damages.
 
*8 The Court’s analysis proceeds as follows. First, the 
Court holds as a matter of law that Supreme was an agent 
of Branded. Second, the Court denies each party’s motion 
for summary judgment as to Branded’s faithless servant 
defense and breach of fiduciary duty counterclaim on the 
ground that reasonable factfinders could disagree whether 
Branded’s conduct disentitles it to relief. Third, for 
similar reasons, the Court denies each party’s motion for 
summary judgment as to Branded’s breach of contract 
counterclaim. Fourth, the Court grants Branded’s bid for 
summary judgment on its unjust enrichment claim. Fifth, 
and finally, the Court rejects Supreme’s motions relating 
to damages.
 
As a result, all of the parties’ claims will proceed to trial 
except Branded’s counterclaim seeking unjust 
enrichment.
 

A. The Parties’ Agency Relationship
Several issues presented in the parties’ cross-motions turn 
on whether Supreme was Branded’s agent during the 
period in which it simultaneously represented Branded 
and Gant. First, Branded seeks to dismiss the SAC in its 
entirety on the theory that Supreme, as Branded’s agent, 
forfeited its right to compensation by concurrently 
representing Gant. See Def. Mem. at 21–24; Branded 
Answer ¶ 30. This affirmative defense is premised on 
New York’s common-law faithless servant doctrine, 
which provides that an agent that breaches its fiduciary 
duty of loyalty to its principal forfeits its right to 
compensation for the period of its disloyalty. See 
Phansalkar v. Andersen Weinroth & Co., L.P., 344 F.3d 
184, 200 (2d Cir. 2003). Second, Branded raises a 
counterclaim directed at the same conduct for breach of 
the fiduciary duty of loyalty. Under the circumstances 
here, such a claim could lie only if Supreme were 
Branded’s agent. See Sokoloff v. Harriman Estates Dev. 
Corp., 96 N.Y.2d 409, 416 (2001) (“[F]undamental to the 

principal-agent relationship is the proposition that an 
agent is to be loyal to his principal and is prohibited from 
acting in any manner inconsistent with his agency or trust 
and is at all times bound to exercise the utmost good faith 
and loyalty in the performance of his duties.” (quotation 
marks and alterations omitted) ).
 
“The existence of an agency relationship is a mixed 
question of law and fact that should generally be decided 
by a jury.” Samba Enters., LLC v. iMesh, Inc., No. 06 
Civ. 7660(DC), 2009 WL 705537, at *7 (S.D.N.Y. Mar. 
19, 2009), off’d sub nom. Samba Enters., Ltd. v. iMesh, 
Inc., 390 Fed.Appx. 55 (2d Cir. 2010). Likewise, 
“whether ‘a fiduciary relationship exists is necessarily 
fact-specific.’ ” Veleron Holding, B. V. v. Morgan 
Stanley, 117 F. Supp. 3d 404, 451 (S.D.N.Y. 2015) 
(quoting Oddo Asset Mgmt. v. Barclays Bank PLC, 19 
N.Y.3d 584, 593 (2012) ). Nevertheless, on the summary 
judgment record, the Court concludes that a reasonable 
jury would necessarily—i.e., could only—find that 
Supreme was Branded’s agent.
 
“A fiduciary relationship exists between two persons 
when one of them is under a duty to act for or to give 
advice for the benefit of another upon matters within the 
scope of the relation.” AG Capital Funding Partners, L.P. 
v. State St. Bank & Tr. Co., 11 N.Y.3d 146, 158 (2008) 
(quotation marks omitted). “Stated differently, a fiduciary 
relation exists when confidence is reposed on one side 
and there is resulting superiority and influence on the 
other.” Id. (quotation marks omitted). The relationship 
“results from the manifestation of consent of one person 
to allow another to act on his or her behalf and subject to 
his or her control, and consent by the other so to act.” 
Maurillo v. Park Slope U-Haul, 606 N.Y.S.2d 243, 246 
(2d Dep’t 1993) (citing Restatement (Second) of Agency 
§ 1).
 
*9 Parties may by contract disclaim a principal-agent 
relationship. See Spinelli v. Nat’l Football League, 96 F. 
Supp. 3d 81, 133 (S.D.N.Y. 2015). But “where a writing 
erects the essential structure of an agency relationship, 
even an explicit disclaimer cannot undo it.” Veleron, 117 
F. Supp. 3d at 452. That is because “it is fundamental that 
fiduciary liability is not dependent solely upon an 
agreement or contractual relation between the fiduciary 
and the beneficiary but results from the relation.” EBCI, 
Inc. v. Goldman, Sachs & Co., 5 N.Y.3d 11, 20 (2005) 
(quotation marks omitted); see also Ne. Gen. Corp. v. 
Wellington Advert., Inc., 82 N.Y.2d 158, 163 (1993) 
(“Ultimately, the dispositive issue of fiduciary-like duty 
or no such duty is determined not by the nomenclature ... 
but instead by the services agreed to under the contract 
between the parties.”).
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In disputing the existence of an agency relationship, 
Supreme relies on ¶ 4 of the SRA, which provides as 
follows:

NO AGENCY. Sales Representative is an independent 
contractor and under no circumstances will Sales 
Representative commit SXS to the delivery of SXS 
products and accessories, purport to legally bind SXS 
in any matter, and/or hold himself out as an employee 
or agent with legal authority to bind SXS.... In keeping 
with the foregoing, no Sales Representative may carry 
a business card that [is] exclusive to SXS. As a broad 
parameter, Sales Representative may include the SXS 
logo on the bottom of their card, however, a sample 
must be submitted to SXS, prior to the printing of the 
same for SXS’s written approval.

SRA ¶ 4.
 
This provision does not expressly disclaim an agency 
relationship. Apart from the heading “NO AGENCY,” a 
header which must be disregarded under the terms of the 
SRA, see id. ¶ 22, nothing here or elsewhere in the 
agreement states that Supreme is not Branded’s agent or 
fiduciary. Where courts in this District have enforced 
agency or fiduciary disclaimers, the agreements have been 
express and unambiguous. See, e.g., Spinelli, 96 F. Supp. 
3d at 133 (“Neither the making of this Agreement nor the 
performance of its provisions shall be construed to 
constitute either Party an agent, partner, joint venture, 
employee or legal representative of the other party.”); 
BNP Paribas Mortg. Corp. v. Bank of Am., N.A., 866 F. 
Supp. 2d 257, 269 (S.D.N.Y. 2012) (“[N]one of the 
[relevant parties] is acting as a fiduciary or financial 
investment advisor for the Investor.”); Valentini v. 
Citigroup, Inc., 837 F. Supp. 2d 304, 326 (S.D.N.Y. 
2011) (“CFSC is not acting as fiduciary for the 
purchaser.” (quotation marks omitted) ); Seippel v. 
Jenkins & Gilchrist, P.C., 341 F. Supp. 2d 363, 381–82 & 
n.135 (S.D.N.Y. 2004) (“Each party represents to the 
other party [that] the other party is not acting as a 
fiduciary or adviser to it in respect of this Transaction.”), 
amended on reconsideration by No. 03 CIV. 6942 (SAS), 
2004 WL 2403911 (S.D.N.Y. Oct. 26, 2004).
 
There is no such language here. To be sure, the SRA 
identifies Supreme as an independent contractor and 
prohibits Supreme from binding (or purporting to bind) 
Branded. See SRA ¶ 4. But “it is only colloquially that the 
terms independent contractor and agent are necessarily 
distinct,” CBS Inc. v. Stokeley-Van Camp, Inc., 522 F.2d 
369, 375 n.14 (2d Cir. 1975), and the power to bind a 
principal is not the sine qua non of an agency 
relationship, see Restatement (Third) Of Agency § 1.01 
(2006) cmt. c (“Agents who lack authority to bind their 

principals to contracts nevertheless often have authority to 
negotiate or to transmit or receive information on their 
behalf.”).10

 
*10 Thus courts can and do hold that agency relationships 
exist notwithstanding contractual terms materially 
identical to those in the SRA. In Samba Enterprises, LLC 
v. iMesh, Inc., for example, in a decision summarily 
affirmed by the Second Circuit, then-District Judge Chin 
squarely rejected the argument that parties to a contract 
may disclaim an agency relationship merely by 
identifying the purported agent as an independent 
contractor and withdrawing that party’s power to bind the 
purported principal. The contract there provided that the 
parties did not intend to form an “agency ... relationship.” 
It provided further that “neither party may act in a manner 
which expresses or implies a relationship other than that 
of independent contractor, nor bind the other party.” 
Samba, 2009 WL 705537, at *2. In light of the overall 
structure of the contract, as well as the parties’ 
contemporaneous communications, Judge Chin held that 
these provisions could be read only to limit the scope of 
the parties’ agency relationship, not the existence of an 
agency relationship in the first place. See id. at *7–8.
 
Judge Chin’s reasoning in Samba applies with equal if not 
greater force here. First, unlike the SRA, the contract in 
Samba expressly stated the parties’ intention not to form 
an agency relationship. And second, as in Samba, there 
can be no doubt here that the SRA, viewed in its entirety, 
erected an agency relationship. Throughout the SRA, the 
parties manifested their intent that Supreme would solicit 
sales on behalf of and under the control of Branded. See 
SRA ¶¶ 2–3 (requiring Supreme to “use its best efforts to 
solicit orders for the sale of SXS’s products,” “maintain a 
professional appearance,” and “assist SXS in the 
resolution of any and all disputes, adjustments, and/or 
other differences between SXS and any customers”); id. ¶ 
8 (requiring Supreme to provide monthly sales-activity 
reports and copies of all correspondence between 
Supreme and customers). The Second Circuit has long 
held that such a relationship—i.e., that between a 
manufacturer and a sales representative—gives rise to a 
fiduciary duty of loyalty. See Sapery v. Atl. Plastics, Inc., 
258 F.2d 793, 796 (2d Cir. 1958) (“The relationship 
between a manufacturer and a manufacturers’ [sic] sales 
representative is and should be close. Legal principles 
relating to ‘arm’s length’ transactions do not apply.”); 
Econ. Baler Co. v. Cohen, 296 F. 904, 905–06 (2d Cir. 
1924) (“It is apparent that defendant entered into agency 
agreements with plaintiff and accorded to him valuable 
selling territory for the purposes of increasing its sale of 
newly manufactured goods and not for the purpose of 
permitting plaintiff, as its agent, to deal in secondhand 
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goods of its own manufacture, which naturally might 
decrease its sales or output of original goods.”). New 
York courts have held the same. See Soam Corp. v. Trane 
Co., 608 N.Y.S.2d 177, 178 (1st Dep’t 1994) 
(commissioned sales representative owed manufacturer 
fiduciary duty of loyalty); cf. Ne. General Corp., 82 
N.Y.2d at 162–64 (distinguishing between “finders,” who 
merely bring parties together, and “brokers,” who have 
the “obligation or power to negotiate the transaction” and 
thereby take on fiduciary obligations).11

 
An inquiry into the “real character of the services” that 
Supreme provided to Branded drives home the point. See 
Veleron, 117 F. Supp. 3d at 453. First, Supreme appears 
to have been Branded’s public face in the Midwest. JSF 
¶¶ 28–29. Second, Supreme cultivated and maintained 
Branded’s primary client relationship with virtually no 
in-person involvement from Branded’s principals. See id. 
¶¶ 29–33; Def. Counter 56.1 ¶ 11 (at most, Jeffrey Jacobs 
once attended a Trunk Club product seminar). Finally, 
correspondence between the parties reveals that Branded 
reposed significant confidence in Supreme even as it 
exercised ultimate control over the business. While 
Supreme consistently requested that Branded “confirm” 
sales orders it had negotiated, Supreme retained 
substantial “room” to “manage the sale and the margin 
and the profitability for [customers].” JSF ¶ 12. Thus 
Supreme’s requests for approval routinely treated orders 
as settled facts. See, e.g., id. ¶ 24 (“Gave them 20% for at 
once [shipping] and to apologize [for] the issues we had 
shipping in season last season. Please confirm.”); see also 
id. ¶ 25 (“[The customer is] going to keep these at 30% 
off. Please adjust the invoice or create a credit. Don’t 
want to wait 3 weeks to get this done or send 7 emails 
about it. Please process.”). Communications like this 
provide clear evidence that Supreme exercised significant 
discretion on Branded’s behalf.
 
*11 In sum, therefore, because the SRA creates rather 
than disclaims an agency relationship, and because 
Branded undisputedly placed its trust in Supreme to act 
on its behalf, the Court holds as a matter of law that 
Supreme was Branded’s agent.
 

B. Disputed Facts Preclude Summary Judgment as 
to Branded’s Faithless Servant Defense and Breach 
of Fiduciary Counterclaim

Branded’s faithless servant defense and breach of 
fiduciary duty counterclaim are both premised on a 
fiduciary duty of loyalty that, as the Court has now 
determined, Supreme owed to Branded. Supporting this 

claim, there is no dispute that Supreme concurrently 
represented Gant, another clothing design and 
manufacturing company. See Supreme Answer ¶¶ 23, 26. 
These facts are not conclusive of Supreme’s liability, 
however, either as to Branded’s faithless servant defense 
or its fiduciary duty counterclaim. Rather, Supreme 
defends against these claims on the grounds that Branded 
expressly approved of, or by its conduct acquiesced in, 
the concurrent representation, so as to preclude imposition 
of liability against Supreme. These defenses take two 
related forms: (1) Branded expressly authorized the 
concurrent Gant representation or otherwise waived any 
objection through its conduct, and (2) Branded is 
equitably estopped from objecting to the concurrent 
representation. See Pl. Mem. & Opp. at 18–20; Supreme 
Answer at 7.12 For the following reasons, the Court holds 
that while a jury could certainly find each of these 
defenses established, a jury could also find the opposite, 
precluding summary judgment.
 
Under New York law, waiver is “the voluntary 
abandonment of a known right. It is essentially a matter of 
intent which must be proved.” Jefpaul Garage Corp. v. 
Presbyterian Hosp. in City of N.Y., 61 N.Y.2d 442, 446 
(1984). Waiver “may be inferred from conduct or a failure 
to act.” Fundamental Portfolio Advisors, Inc. v. 
Tocqueville Asset Mgmt., L.P., 802 N.Y.S.2d 17, 21 (1st 
Dep’t 2005), aff’d as modified, 7 N.Y.3d 96, 107 (2006). 
“[C]ourts generally hold that whether waiver has been 
established by the conduct of the parties during the 
performance of the contract is a question of fact.” Great 
Am. Ins. Co. v. M/V Handy Laker, Nos. 96 Civ. 
8737(BSJ), 97 Civ. 7400(BSJ), 2002 WL 32191640, at *7 
(S.D.N.Y. Dec. 20, 2002), aff’d, 348 F.3d 352 (2d Cir. 
2003); see also Bronx-Lebanon Hosp. Ctr. v. Mount Eden 
Ctr., 555 N.Y.S.2d 746, 746 (1st Dep’t 1990).
 
Estoppel, meanwhile, “rests upon the word or deed of one 
party upon which another rightfully relies and so relying 
changes his position to his injury.” Nassau Tr. Co. v. 
Montrose Concrete Prods. Corp., 56 N.Y.2d 175, 184 
(1982) (quotation marks omitted). It is “imposed by law 
in the interest of fairness to prevent the enforcement of 
rights which would work fraud or injustice upon the 
person against whom enforcement is sought and who, in 
justifiable reliance upon the opposing party’s words or 
conduct, has been misled into acting upon the belief that 
such enforcement would not be sought.” Id. As with 
waiver, issues of material fact preclude summary 
judgment on an estoppel defense. See Fundamental 
Portfolio Advisors, 7 N.Y.3d at 99; see also Planet 
Constr. Corp. v. Bd. of Educ., 7 N.Y.2d 381, 386 (1960).
 
*12 There is significant evidence in the record suggesting 
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that Branded approved of and/or acquiesced in Supreme’s 
simultaneous representation of Gant. Upon learning of the 
Gant representation, Jeffrey Jacobs offered his 
“[c]ongratulations,” JSF ¶ 55, and later added “[i]t’s great 
to be next to Gant with you and great for you,” id. ¶ 57. 
He then concluded, “[i]f you take emotions out of it[, i]t 
makes sense and I’m proud of you.” Id. ¶ 57. Branded’s 
president later emailed Muthart his “congra[t]s.” Id. ¶ 58. 
And from that day—May 19, 2015—through June 1, 
2016, Branded took no steps to address what at least at 
times appeared to Branded’s principals to be a potential 
conflict of interest. See, e.g., id. ¶ 99.
 
Nevertheless, Supreme has not established waiver as a 
matter of law, as the evidence does not conclusively 
demonstrate that Branded intentionally relinquished its 
rights. See Christian Dior-New York, Inc. v. Koret, Inc., 
792 F.2d 34, 40 (2d Cir. 1986) (“Under the 
circumstances, it was error for the district court to have 
resolved the question of Dior’s intention [as to waiver] 
without a trial.”). First, it is not clear when, if ever, 
Branded came to know that Supreme was pitching 
products to Trunk Club or other retailers that directly 
competed with Branded’s products. If the evidence shows 
that Branded’s principals understood Supreme to be 
engaged in a parallel but not directly conflicting 
relationship, a reasonable factfinder might conclude that 
Branded did not intentionally relinquish its right to 
loyalty. Second, there is a factual dispute in the record: 
whether the proposed call took place between the parties 
after their May 19, 2015 correspondence concerning the 
Gant representation. See JSF ¶¶ 56, 58, 60. Whether such 
a call occurred—and what, if anything, was said 
concerning the Gant representation—could bear on 
whether Branded intentionally agreed to relinquish a 
loyalty-based claim. And third, notwithstanding Jeffrey’s 
positive responses to Supreme after learning about the 
Gant representation, other responses from the Jacobs 
family to Muthart’s revelation were far less conciliatory, 
most notably, those of the father, Gary.13

 
Given these factual ambiguities as to Branded’s 
intentions, “there is no clear way to determine, without 
treading onto the territory of the fact finder, whether 
[Branded] intended to waive.” Randolph Equities, LLC v. 
Carbon Capital, LLC, 648 F. Supp. 2d 507, 517 
(S.D.N.Y. 2009).
 
For similar reasons, Supreme also has not established the 
factual predicate for an estoppel defense. First, the record 
as to Branded’s allegedly underhanded conduct is 
somewhat opaque. Leaving aside the dispute over the call 
between the parties, reasonable factfinders might draw 
differing conclusions from evidence such as Jason’s 

Delphic statement that Branded should “do a goldfarb” on 
Muthart. JSF ¶ 102. Second, it is unclear whether 
Supreme relied on Branded’s representations to its 
detriment. On one hand, Supreme signed the agreement 
with Gant before it notified Branded of the representation, 
see id. ¶¶ 49–50; on the other, it appears that Branded’s 
principals may have intentionally (and “strategic[ally]”) 
withheld their concerns from Supreme in the hope that 
Supreme would continue in its course of conduct, id. ¶ 63.
 
Accordingly, having closely considered the mottled 
factual record here, the Court cannot resolve as a matter 
of law Supreme’s waiver and estoppel defenses. 
Accordingly, the Court must deny each party’s motion for 
summary judgment as to Branded’s faithless servant 
defense and breach of fiduciary duty counterclaim.14

 

C. Disputed Facts Preclude Summary Judgment as 
to Branded’s Breach of Contract Counterclaim

*13 Supreme raises the same arguments against 
Branded’s breach of contract counterclaim: that Branded 
waived the concurrent Gant representation and is 
estopped from objecting to it. See Pl. Mem. & Opp. at 
18–20. The Court addresses these arguments separately 
because of one material difference between the breach of 
contract counterclaim and the breach of fiduciary duty 
counterclaim: Supreme is barred by the SRA from 
claiming that Branded’s failure to terminate the 
agreement amounts to a waiver of its contract rights.
 
Subparagraph 5(e) of the SRA authorized Branded to 
terminate the agreement if Supreme violated the SRA’s 
exclusivity provision. Under the same subparagraph, 
Supreme agreed that “any failure to enforce [the 
exclusivity provision, inter alia,] is not to be considered a 
waiver of SXS’s rights hereunder.” SRA ¶ 5(e). Because 
waiver may not be inferred “to frustrate the reasonable 
expectations of the parties in a [contract] when they have 
expressly agreed otherwise,” Jefpaul, 61 N.Y.2d at 446, 
the effect of this provision is to preclude Supreme from 
claiming that Branded waived a breach of contract claim 
by failing to terminate the SRA.
 
As a practical matter, however, this is a narrow limitation. 
See Fundamental Portfolio Advisors, 802 N.Y.S.2d at 22 
(enforcing non-waiver clause only to the limited extent 
dictated by its terms). Supreme remains free to argue that 
Branded intentionally waived any claim under the 
exclusivity provision through its statements and conduct 
other than declining to exercise its termination right under 
¶ 5(e).15 Likewise, Supreme may argue that Branded is 
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estopped as a result of its inequitable conduct. For the 
reasons stated above, however, these defenses will have to 
be resolved at trial. See, e.g., Salvador v. Uncle Sam’s 
Auctions & Realty, Inc., 763 N.Y.S.2d 360, 362–63 (3d 
Dep’t 2003) (whether defendant consented under terms of 
parties’ contract presented questions of fact precluding 
summary judgment).
 

D. Unjust Enrichment on Showroom Fees
The parties have filed mirror-image motions as to 
Branded’s third counterclaim, which seeks $1,000 in 
unjust enrichment for the fee Branded paid Supreme to 
maintain a showroom in October 2014. See Def. Mem. at 
27. The SRA designates the showroom fee “to cover costs 
associated with exhibiting SXS’s line in [Supreme’s] 
showroom.” SRA ¶ 9(a). There is no dispute that Supreme 
received the $1,000 showroom fee for October 2014 but 
did not operate a showroom that month. See JSF ¶¶ 
18–20.
 
Supreme argues that Branded’s unjust enrichment claim is 
legally foreclosed by the existence of the SRA. Pl. Mem. 
& Opp. at 20 (citing Boccardi Capital Sys., Inc. v. D.E. 
Shaw Laminar Portfolios, L.L.C., 355 Fed.Appx. 516, 519 
(2d Cir. 2009) ). Because Branded has not pursued its 
request for a refund under a breach of contract theory, 
Supreme argues, Branded has forfeited any right to relief.
 
The Court holds otherwise. “The essential inquiry in any 
action for unjust enrichment ... is whether it is against 
equity and good conscience to permit the defendant to 
retain what is sought to be recovered.” Mandarin Trading 
Ltd. v. Wildenstein, 16 N.Y.3d 173, 182 (2011) (quotation 
marks omitted). To support such a claim, a party must 
show that “(1) the other party was enriched, (2) at that 
party’s expense, and (3) that it is against equity and good 
conscience to permit [the other party] to retain what is 
sought to be recovered.” Id. (alterations in original) 
(quotation marks omitted).
 
*14 Here, Supreme was unfairly enriched at Branded’s 
expense when it received $1,000 for a non-existent 
showroom. Supreme is correct that a theory of unjust 
enrichment is “precluded by the existence of an express 
written agreement governing the subject matter at issue.” 
Boccardi, 355 Fed.Appx. at 519. But that principle does 
not help Supreme, because the SRA did not give Branded 
a contractual remedy, as it did not impose an affirmative 
obligation on Supreme to maintain a showroom. Rather, 
the SRA provided only that Branded would pay $1,000 
per month “to cover costs associated with [a showroom].” 

SRA ¶ 9(a). Because Supreme’s failure to maintain a 
showroom was itself not a breach of contract, Branded’s 
bid for the return of underserved showroom fees properly 
arises in equity. Accordingly, the Court enters judgment 
in Branded’s favor on its third counterclaim in the amount 
of $1,000 plus interest.
 

E. Supreme’s Objections Regarding Branded’s 
Damages Are Without Merit

Supreme raises three additional arguments concerning 
Branded’s entitlement to damages. First, Supreme argues 
that Branded’s evidence of damages should be precluded 
because Branded failed to comply with Federal Rule of 
Civil Procedure 26(a)(1)(A)(iii) in disclosing its 
computation of lost profits. Second, Supreme argues that 
Branded lacks non-speculative evidence that Supreme’s 
alleged breach of contract caused lost profits. And third, 
Supreme argues that Branded’s counterclaims do not 
justify an award of punitive damages. See Pl. Mem. & 
Opp. at 20–24. The Court addresses each argument in 
turn.
 

1. Compliance with Rule 26(a)

Rule 26 requires parties to provide a “computation of 
each category of damages claimed by the disclosing 
party.” Fed. R. Civ. P. 26(a)(1)(A)(iii). “[B]y its very 
terms Rule 26(a) requires more than providing—without 
any explanation—undifferentiated financial statements; it 
requires a ‘computation,’ supported by documents.” 
Design Strategy, Inc. v. Davis, 469 F.3d 284, 295 (2d Cir. 
2006).
 
On August 18, 2017, per the parties’ agreement, Branded 
served Supreme with a supplemental damages disclosure 
asserting $117,676.79 in lost profits, calculated using 
Branded’s “projected orders” to various retailers “based 
on actual sales of Gant products,” “less any commissions 
that Supreme would have earned procuring those orders, 
less [Branded’s] estimated cost of goods.” JSF ¶ 116 & 
n.1. Four days later, in response to an email from counsel 
for Supreme claiming that the damages disclosure was 
insufficient, Branded responded with a second 
supplemental disclosure, explaining “[t]he lost profits are 
for sales that Supreme diverted to Gant,” and attached 14 
pages of undifferentiated records and invoices from which 
Branded purportedly estimated its costs and margins. Id. ¶ 
117; see also Taylor Decl. Ex. 1.
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These disclosures leave something to be desired. 
Although Branded did provide a vague formula for 
calculating lost profits, it failed to explain the input data 
from which it derived its total lost profits, or its 
methodology for determining which sales Supreme 
“diverted” to Gant. True, Branded provided at least “an 
estimate of damages and some analysis.” US Bank Nat’l 
Ass’n v. PHL Variable Ins. Co., Nos. 12 Civ. 
6811(CM)(JCF), 13 Civ. 1580(CM)(JCF), 2013 WL 
5495542, at *5 (S.D.N.Y. Oct. 3, 2013) (quotation marks 
omitted). And this is not a case in which the defendant 
waited until the eve of trial to disclose an entirely new 
category of damages. See, e.g., Design Strategy, 469 F.3d 
at 295. But it is difficult to see how an apparently random 
assortment of financial records would give Supreme 
“some basis to calculate the damages claimed against it.” 
Max Impact, LLC v. Sherwood Grp., Inc., No. 09 Civ. 
902(JGK)(HBP), 2014 WL 902649, at *5 (S.D.N.Y. Mar. 
7, 2014) (quotation marks omitted).
 
Nevertheless, whether or not Branded violated Rule 26, 
Branded has easily met its burden of demonstrating that 
any failure was harmless under Rule 37(c)(1). See Atkins 
v. Cty. of Orange, 372 F. Supp. 2d 377, 395–96 (S.D.N.Y. 
2005). The Court perceives no prejudice here, and 
Supreme has identified none except in the most 
conclusory terms. Belying any claim of hardship is the 
fact that in July 2017 this Court invited Supreme to move 
to compel Branded to supplement its damages disclosures 
once the parties had met and conferred. See Dkt. 46. 
Supreme declined the invitation. And to the extent 
Supreme’s argument for prejudice arises from an inability 
to adequately defend against Branded’s counterclaims, 
there remains ample time before trial for Supreme to 
develop its arguments. If Supreme seeks added 
disclosures regarding Branded’s lost-profits calculations, 
it is directed to file a letter seeking such materials within 
one week. If Supreme forgoes this opportunity, it will be 
deemed to have waived any further objection to 
Branded’s disclosures.
 

2. Evidence of Causation

*15 Supreme’s second damages-related argument is that 
Branded has failed to adduce non-speculative evidence 
that Branded actually lost profits as a result of the 
concurrent Gant representation. This argument fails for 
two independent reasons.
 
First, Branded has adduced sufficient evidence of lost 
profits to create a triable issue of fact. Undisputed 

evidence reveals that after Supreme began pitching Gant 
socks to Trunk Club, Trunk Club placed its first sock 
order from Gant and then dramatically reduced its sock 
order from Branded. See JSF ¶¶ 89, 97, 106; see also id. ¶ 
98 (Trunk Club employee agreeing that Gant and Branded 
were competitors in the sock market). Such evidence 
would support a reasonable inference of lost profits, in an 
amount to be determined by reference to this and other 
evidence.
 
Second, Supreme’s argument is ultimately addressed to a 
non-issue, as Branded need not prove actual damages to 
succeed on its breach of contract claim. “New York law 
provides that nominal damages are always available in a 
breach of contract suit,” even where allegations of 
damages are “speculative.” Saeco Vending, S.P.A. v. 
Seaga Mfg., Inc., No. 15-cv-3280 (AJN), 2016 WL 
1659132, at *7 (S.D.N.Y. Jan. 28, 2016) (quoting 
Luitpold Pharm., Inc. v. Ed. Geistlich Sonne A.G. Fur 
Chemische Industrie, 784 F.3d 78, 87 (2d Cir. 2015) ); see 
also Hirsch Elec. Co. v. Cmty. Servs., Inc., 536 N.Y.S.2d 
141, 143 (2d Dep’t 1988) (“[A]lthough the plaintiff has 
failed to demonstrate damages which would be 
recoverable at trial with respect to the lost profits claim, it 
is a well-settled tenet of contract law that even if the 
breach of contract caused no loss or if the amount of loss 
cannot be proven with sufficient certainty, the injured 
party is entitled to recover as nominal damages a small 
sum fixed without regard to the amount of the loss, if 
any.”). Thus even if Branded’s evidence of lost profits 
proves speculative, Branded’s breach of contract claim 
may survive.
 

3. Punitive Damages

Finally, Supreme seeks to preclude Branded from seeking 
punitive damages. The Court agrees that Branded may not 
seek punitive damages on its breach of contract 
counterclaim, given the lack of any evidence suggesting 
that Supreme’s conduct was “directed at the public 
generally.” Sherry Assocs. v. Sherry-Netherland, Inc., 708 
N.Y.S.2d 105, 106 (1st Dep’t 2000). As to Branded’s 
fiduciary duty counterclaim, however, given that there is 
no public-facing-conduct requirement, see id., the Court 
defers judgment. Should this case proceed to trial, the 
Court will assess at the close of evidence whether 
Supreme may be held to have engaged in “gross, wanton, 
or willful fraud or other morally culpable conduct.” 
Action S.A. v. Marc Rich & Co., Inc., 951 F.2d 504, 509 
(2d Cir. 1991) (quoting Borkowski v. Borkowski, 39 
N.Y.2d 982, 983 (1976) ). In the interest of assisting the 
parties in calculating their contingent liabilities, however, 
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the Court notes that on the present record, the evidence of 
Supreme’s “wanton or reckless disregard” of Branded’s 
rights appears exceedingly thin. Giblin v. Murphy, 73 
N.Y.2d 769, 772 (1988) (quotation marks omitted). This 
therefore appears not to be one of the “singularly rare” 
cases justifying imposition of punitive damages. Rand & 
Paseka Mfg. Co. v. Holmes Prot. Inc., 515 N.Y.S.2d 468, 
470 (1st Dep’t 1987).
 
*16 Finally, on a related note, although Supreme has not 
raised the issue, the Court observes that Branded’s 
fiduciary duty counterclaim will not warrant imposition of 
a constructive trust. See Branded Counterclaims ¶ 63. “ 
‘[I]t is well-established under New York law that,’ as an 
equitable remedy, constructive trusts are inappropriate 
‘where there is an adequate remedy at law,’ namely one 
under contract law.” Kamdem-Ouaffo v. Pepsico, Inc., 
No. 14-CV-227 (KMK), 2015 WL 1011816, at *15 
(S.D.N.Y. Mar. 9, 2015) (quoting In re First Cent. Fin. 
Corp., 377 F.3d 209, 215 (2d Cir. 2004) ). Here, Branded 
has recourse to legal remedies for breach of contract and 
breach of fiduciary duty, so there is no basis for 
imposition of a constructive trust.

 

CONCLUSION

For the reasons reviewed above, the Court denies all 
motions for summary judgment, save that it grants 
Branded’s motion of summary judgment as to its claim of 
unjust enrichment. The Clerk of Court is respectfully 
directed to terminate the motions pending at Dkts. 57 and 
62. Within one week, Supreme shall submit a letter 
indicating whether it seeks additional disclosures 
pertaining to Branded’s alleged lost profits. An order 
addressing next steps in this matter will issue shortly 
thereafter.
 
SO ORDERED.
 

All Citations

Not Reported in Fed. Supp., 2018 WL 3148357

Footnotes

1 The Court draws its account of the facts of this case from the parties’ submissions in support of and in opposition to the motions 
for summary judgment, including: the parties’ joint statement of undisputed facts, Dkt. 54 (“JSF”); the affidavit of Jason Jacobs in 
support of defendant’s motion, Dkt. 59 (“Jacobs Aff.”); the declaration of Gary Trachten in support of defendant’s motion, Dkt. 60 
(“Trachten Decl.”); the declaration of D. Clay Taylor in support of plaintiff’s motion, Dkt. 64 (“Taylor Decl.”); plaintiff’s Local 
Rule 56.1 statement, Dkt. 65 (“Pl. 56.1”); defendant’s counter-statement to plaintiff’s Local Rule 56.1 statement, Dkt. 67 (“Def. 
Counter 56.1”); and the exhibits attached to plaintiff’s counsel’s June 22, 2018 letter, Dkts. 73–78.
Citations to a party’s Rule 56.1 statement incorporate by reference the documents cited therein. Where facts stated in a party’s Rule 
56.1 statement are supported by testimonial or documentary evidence, and denied by a conclusory statement by the other party 
without citation to conflicting testimonial or documentary evidence, the Court finds such facts true. See S.D.N.Y. Local Rule 
56.1(c) (“Each numbered paragraph in the statement of material facts set forth in the statement required to be served by the moving 
party will be deemed to be admitted for purposes of the motion unless specifically controverted by a correspondingly numbered 
paragraph in the statement required to be served by the opposing party.”); id. at 56.1(d) (“Each statement by the movant or 
opponent ... controverting any statement of material fact[ ] must be followed by citation to evidence which would be admissible, 
set forth as required by Fed. R. Civ. P. 56(c).”).

2 It appears that the Jacobses are Branded’s sole owners. See Dkt. 61 (“Def. Mem.”) at 2; Dkt. 63 (“Pl. Mem. & Opp.”) at 6 n.8.

3 Per ¶ 22 of the SRA, headings were “provided for convenience only and shall not be used to construe meaning or intent.”

4 The SRA exempted from this requirement certain manufacturers with whom Supreme had existing relationships. Id.

5 In August 2014, the parties orally agreed to reduce the commission on private label items to 8%. JSF ¶ 14.

6 The parties agree that New York law governs this dispute. See Def. Mem. at 22 n.13; Pl. Mem. & Opp. at 16.

7 In response to a post-briefing request by the Court, see Dkt. 72, plaintiff’s counsel has submitted phone records purportedly 
corroborating Muthart’s testimony that such a call took place. As the parties did not address these records in their summary 
judgment papers, the Court does not here address their significance, save to note that the existence vel non of these records is not 

Case 2:19-ap-01382-SK    Doc 349-3    Filed 01/14/22    Entered 01/14/22 07:52:03    Desc
Appendix of Unpublished Opinions    Page 406 of 441



Supreme Showroom, Inc. v. Branded Apparel Group LLC, Not Reported in Fed. Supp....

 © 2022 Thomson Reuters. No claim to original U.S. Government Works. 13

determinative of the pending summary judgment motions.

8 A Trunk Club employee testified that apart from the fact that both companies made menswear, Gant and Branded were not direct 
competitors in terms of price point and style. Id. ¶ 67. The employee agreed, however, that all of the menswear brands were 
competing for Trunk Club’s sock budget, and in February 2016, Trunk Club for the first time purchased socks from Gant. Id. ¶¶ 
97–98. Two months later, Trunk Club placed a substantially reduced order for Branded socks. Id. ¶ 106.

9 This document is broken into two sections with overlapping paragraph numbers. For ease of reference, the Court refers to the first 
section as “Branded Answer” and the second section as “Branded Counterclaims.”

10 Indeed, these limitations on Supreme’s authority reinforce that Supreme was under Branded’s “direction and control”—“a fact that 
has been characterized as an essential characteristic of an agency relationship.” Samba, 2009 WL 705537, at *7 (quotation marks 
omitted).

11 The SRA also includes an exclusivity provision. SRA ¶ 5(d). Although exclusivity alone is neither necessary nor sufficient to 
create an agency relationship, this provision suggests that Branded held Supreme in a position of confidence consistent with an 
agency relationship.

12 Supreme’s briefing is targeted at Branded’s counterclaims, but these defenses, if established, would also vitiate Branded’s 
forfeiture defense. Cf. Aramony v. United Way of Am., No. 96 Civ. 3962 (SAS), 1998 WL 205331, at *10–11 (S.D.N.Y. Apr. 27, 
1998) (noting in ERISA context that employer may waive forfeiture defense based on breach of fiduciary duty of loyalty).

13 The parties have not addressed the authority of Branded’s individual members to waive the LLC’s rights.

14 Supreme raises a separate argument for dismissal of Branded’s breach of fiduciary duty counterclaim: that it is duplicative of 
Branded’s breach of contract counterclaim. The Court rejects this argument. “A court may dismiss a claim as duplicative if ‘relying 
on the same alleged acts, the claim simply seeks the same damages or other relief already claimed in a companion cause of action.” 
Popal v. Slovis, No. 12 Civ. 3916 (LGS), 2015 WL 10687614, at *6 (S.D.N.Y. Apr. 28, 2015) (alterations omitted) (quoting Hall v. 
Earthlink Network, Inc., 396 F.3d 500, 508 (2d Cir. 2005) ). Here, Branded seeks different relief under its counterclaims. On the 
contract claim, Branded seeks “damages, representing the profits Branded lost due to Supreme’s breach of the parties[’] 
agreement.” Branded Counterclaims ¶ 55. On the fiduciary claim, Branded seeks, inter alia, forfeiture of any commissions that 
Branded otherwise might have owed to Supreme during the period of disloyalty. Id. ¶ 60. Accordingly, these claims are not 
duplicative. See, e.g., AD Rendon Common’s, Inc. v. Lumina Ams., Inc., No. 04-CV-8832 (KMK), 2006 WL 1593884, at *6 
(S.D.N.Y. June 7, 2006) (noting tort claims not duplicative of contract claims where plaintiff can recover punitive damages only 
under the tort claim).

15 Indeed, Supreme may argue that it did not breach the contract in the first place, in that it received Branded’s “express written 
approval” under subparagraph 5(d). See Pl. Mem. & Opp. at 18.

End of Document © 2022 Thomson Reuters. No claim to original U.S. Government Works.
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I. Introduction
Defendants Stuart Carson, Hong “Rose” Carson, Paul 
Cosgrove, and David Edmonds (collectively, 
“Defendants”) move to dismiss Counts 1, 11, 12 and 14 of 
the Indictment on the grounds that they fail to state an 
offense (“Motion”). Count 1 charges Defendants with a 
conspiracy to violate the Travel Act, 18 U.S.C. § 1952(a) 
(3), from 1998 through 2007, and Counts 11, 12, and 14 
charge them with substantive violations of the Travel 
Act.1 Defendants contend that dismissal is required 
because these counts allege foreign commercial bribery, 
but the Travel Act does not apply extraterritorially. 

Morever, dismissal is warranted because the conduct 
alleged does not implicate the California commercial 
bribery statute, California Penal Code § 641.3, which is 
an essential element of a Travel Act violation. However, 
even if the Travel Act and the California commercial 
bribery statute do apply, Defendants submit that these 
statutes are unconstitutionally vague as applied to them. 
Finally, Defendants argue that the substantive Travel Act 
counts fail to allege an essential element of the Act, and 
Counts 12 and 14 fail to allege a jurisdictional element. 
The Government opposes Defendants’ Motion.
 

II. Factual Background
A federal grand jury returned a sixteen-count indictment 
on April 9, 2009 (the “Indictment”).2 The counts at issue 
here target certain alleged bribes by Defendants—or, a 
conspiracy to pay bribes—to officers and employees of 
foreign companies for the purpose of obtaining or 
retaining business for their employer, Controlled 
Components Inc. (“CO”).3 (Indictment ¶ 14.) CCI is a 
Delaware corporation with its headquarters in Rancho 
Santa Margarita, California, and is in the business of 
manufacturing “control valves for use in the nuclear, oil 
and gas, and power generation industries worldwide.” 
(Indictment ¶ 3.) Defendants are U.S. citizens who served 
as executives at CCFs headquarters in Rancho Santa 
Margarita, California. (Indictment ¶¶ 4–7.)
 
The Indictment alleges that $1.95 million in bribes or 
“corrupt payments” were made to officers and employees 
of CCFs foreign owned customers between 2003 and 
2007. (Indictment ¶¶ 14, 31, 35.) Defendants are alleged 
to have arranged holidays for overseas customers to 
places such as Disneyland and Las Vegas “under the 
guise of training and inspection trips,” when the “actual 
purposes of the trips were to reward the customers’ 
officers and employees for causing their employers to 
purchase [CCFs] products, retain business for [CCI], and 
obtain new business for [CCI].” (Indictment ¶ 19.) 
Defendants Stuart and Rose Carson are alleged to have 
purchased “numerous extravagant vacations ... [for] 
private customers for the purpose of securing business,” 
which included “first-class airfare to destinations such as 
Hawaii, five-star hotel accommodations, charter boat 
trips, and similar luxuries.” (Indictment ¶ 20.) Defendants 
also allegedly hosted “lavish sales events” that included 
“hotel costs, meals, greens fees for golf, and travel 
expenses,” and gave “expensive gifts to ... private 
customers for the purpose of assisting in securing 
business.”4 (Indictment ¶¶ 22–23.)
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*2 Counts 1, 11, 12, and 14 are summarized as follows:

Count 1: Conspiracy to violate the FCPA and the 
Travel Act from 1998 through 2007. (Indictment ¶¶ 
15–31.)

Count 11 (Overt Acts 46–47): Violation of the Travel 
Act by Mr. Edmonds on March 9, 2004, as reflected by 
a wire transfer of approximately $10,000 from 
California to China, for the purpose of making a 
corrupt payment to an employee of Company 1. 
(Indictment ¶¶ 31, 34–35.)

Count 12 (Overt Acts 48–49): Violation of the Travel 
Act by Mr. Edmonds on April 25, 2005, as reflected by 
a wire transfer of approximately $5,000 from Sweden 
to China, for the purpose of making a corrupt payment 
to an employee of Company 1. (Indictment ¶¶ 31, 
34–35.)

Count 14 (Overt Acts 53–55): Violation of the Travel 
Act by Mr. Cosgrove on October 24, 2006, as reflected 
by a wire transfer of approximately $136,584.98 from 
Sweden to Latvia, for the purpose of making a corrupt 
payment to an employee of Company 3.5 (Indictment ¶¶ 
31, 34–35.)

 

III. Legal Standard
Under Rule 12(b)(2) of the Federal Rules of Criminal 
Procedure, “[a] party may raise by pretrial motion any 
defense, objection, or request that the court can determine 
without a trial of the general issue.” “A pretrial motion is 
generally ‘capable of determination’ before trial if it 
involves questions of law rather than fact.” United States 
v. Shortt Accountancy Corp., 785 F.2d 1448, 1452 (9th 
Cir.1986). When issues raised in a pretrial motion are 
“entirely segregable” from the evidence that will be 
presented a trial, they must be decided before trial. Id. 
(quoting United States v. Barletta, 644 F.2d 50, 57–58 
(1st Cir.1981)). However, when issues are “ ‘substantially 
founded upon and intertwined with’ evidence concerning 
the alleged offense,” the issues “fall[ ] within the province 
of the ultimate finder of fact and must be deferred.” Id. 
(quoting United States v. Williams, 644 F.2d 950, 952–53 
(2d Cir.1981)). “Finally, if an issue raised in a pretrial 
motion is not entirely segregable from the evidence to be 
presented at trial, but also does not require review of a 
substantial portion of that evidence, the district court has 
discretion to defer decision on the motion.” Id.
 

IV. Discussion
The Travel Act prohibits traveling in interstate or foreign 
commerce, or using the mail or any facility in interstate or 
foreign commerce, in furtherance of certain unlawful 
criminal activity. See Rewis v. United States, 401 U.S. 
808, 809, 91 S.Ct. 1056, 28 L.Ed.2d 493 (1971). As 
relevant here, the elements of a Travel Act violation 
include: (1) travel in interstate or foreign commerce or 
use of the mail or any facility in interstate or foreign 
commerce, (2) with the intent to promote, manage, 
establish, carry on, or facilitate the promotion, 
management, establishment, or carrying on, of any 
unlawful activity, followed by (3) performance of or an 
attempt to perform an act of promotion, management, 
establishment, carrying on, or facilitation of the 
enumerated unlawful activity. 18 U.S.C. § 1952(a)(3); see 
also United States v. Welch, 327 F.3d 1081, 1090 (10th 
Cir.2003). “Unlawful activity” is defined to include 
“extortion, bribery, or arson in violation of the laws of the 
State in which committed or of the United States.” 18 
U.S.C. § 1952(b). The “unlawful activity” identified in 
the Indictment is “commercial bribery” in violation of 
California Penal Code § 641.3. (Indictment ¶ 35.)
 

A. The Travel Act Applies to the Conduct Charged
*3 Defendants argue that dismissal is required because the 
Travel Act does not apply extraterritorially. (Mot. at 
5–18.) Defendants rely on the Supreme Court’s decision 
in Morrison v. National Australia Bank Ltd., ––– U.S. 
––––, 130 S.Ct. 2869, 177 L.Ed.2d 535 (2010), which 
held that § 10(b) of the Securities Exchange Act of 1934 
did not provide a “cause of action to foreign plaintiffs 
suing foreign and American defendants for misconduct in 
connection with securities traded on foreign exchanges.” 
130 S.Ct. at 2875. In reaching its decision, the Court 
made clear that courts must presume that a statute does 
not apply extraterritorially unless Congress clearly 
expressed its affirmative intention to give the statute 
extraterritorial effect: “When a statute gives no clear 
indication of an extraterritorial application, it has none.” 
Id. at 2877–78. Since there was “no affirmative indication 
in the Exchange Act that § 10(b) applies 
extraterritorially,” the Court concluded that it did not. Id. 
at 2883.
 
Defendants acknowledge that the Travel Act expressly 
“proscribes travel in interstate or foreign commerce, or 
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use of the facilities of such commerce,” but argue that the 
Act’s “reference to foreign commerce does not render its 
application extraterritorial .” (Mot. at 6 (emphasis 
added).) Under Morrison. “statutes that contain broad 
language in their definitions of ‘commerce’ that expressly 
refer to ‘foreign commerce’ do not apply abroad.” 130 
S.Ct. at 2882 (quoting EEOC v. Arabian American Oil 
Co., 499 U.S. 244, 251, 111 S.Ct. 1227, 113 L.Ed.2d 274 
(1991)) (emphasis in original). Defendants point to the 
Second Circuit’s decision in Norex Petroleum Ltd. v. 
Access Indus., Inc., 631 F.3d 29 (2d Cir.2010), in which 
the court held that RICO does not apply extraterritorially 
even though the statute applies to “any enterprise which is 
engaged in, or that activities of which affect, interstate or 
foreign commerce.” (Mot. at 6–7 (citing Norex, 631 F.3d 
at 33).) Defendants submit that the “Travel Act’s text 
plainly demonstrates its domestic focus,” that the 
“legislative history of the 1961 Travel Act demonstrates 
that Congress did not intend it to have extraterritorial 
reach,” and that the subsequent enactment of the FCPA 
provides a clear inference that the Travel Act was not 
intended to apply extraterritorially. (Mot. at 7–9.)
 
The Court’s analysis begins with whether Morrison 
controls. As discussed more fully below, the Court holds 
that Morrison does not control for two reasons: (1) an 
extraterritorial analysis is unnecessary because the 
criminal offense was completed domestically, and (2) 
even if an extraterritorial analysis is implicated, the 
Travel Act counts are proper under United States v. 
Bowman, 260 U.S. 94, 43 S.Ct. 39, 67 L.Ed. 149 (1922).
 

1. An Extraterritorial Analysis Is Unnecessary
The Government argues that Morrison does not control 
because this case does not involve an extraterritorial 
application of the law. (Opp’n at 9–12.) According to the 
Government, the “Travel Act counts charge a U.S.-based 
corruption scheme in which many of the underlying 
events occurred within the United States, and the statute 
therefore reaches that scheme without any resort to 
extraterritorial application.” (Opp’n at 9.) This is 
exemplified in Pasquantino v. United States. 544 U.S. 
349, 125 S.Ct. 1766, 161 L.Ed.2d 619 (2005). (Opp’n at 
9–10.) The Court agrees.
 
*4 In Pasquantino. the defendants were “convicted of 
federal wire fraud for carrying out a scheme to smuggle 
large quantities of liquor into Canada from the United 
States.” 544 U.S. at 353. While in New York, defendants 
ordered liquor by telephone from stores in Maryland, and 
then drove (or employed others to drive) the liquor over 

the Canadian border without paying the required 
Canadian excise taxes. Id. Defendants were charged with 
wire fraud under 18 U.S.C. § 1343, which “prohibits the 
use of interstate wires to effect ‘any scheme or artifice to 
defraud, or for obtaining money or property by means of 
false or fraudulent pretenses, representations, or 
promises.’ “ Id. Defendants argued that their convictions 
were improper, among other reasons, because the wire 
fraud statute was applied extraterritorially. Id. at 371. The 
Supreme Court rejected defendants’ contentions, stating 
that defendants’ “offense was complete the moment they 
executed the scheme inside the United States.” Id.
 
According to the Court, the “domestic element of 
[defendants’] conduct is what the Government is 
punishing in this prosecution, no less than when it 
prosecutes a scheme to defraud a foreign individual or 
corporation, or a foreign government acting as a market 
participant.” Id. The fact that the victim of the fraud was 
the Canadian government did not alter the Court’s 
analysis because “the wire fraud statute punishes frauds 
executed ‘in interstate or foreign commerce,’ “ and thus it 
was “not a statute in which Congress had only domestic 
concerns in mind.” Id. at 371–72. Although the Court 
recognized that “[i]t may seem an odd use of the Federal 
Government’s resources to prosecute a U.S. citizen for 
smuggling cheap liquor into Canada,” the Court 
concluded that “the broad language of the wire fraud 
statute authorizes it to do so, and no canon of statutory 
construction permits us to read the statute more 
narrowly.” Id. at 372.
 
Here, the “broad language” of the Travel Act compels a 
similar result. The Government seeks to enforce the 
domestic elements of a Travel Act violation, which 
include: (1) use of the mail or any facility in interstate or 
foreign commerce, (2) with the intent to facilitate 
commercial bribery, followed by (3) an act in furtherance 
of the commercial bribery. See 18 U.S.C. § 1952(a)(3). 
Defendants allegedly acted in California and directed 
commercial bribery payments to foreign individuals. All 
the elements under the Travel Act were allegedly satisfied 
in California even if the target of Defendants’ commercial 
bribery scheme was overseas. The fact that some of the 
wired payments were made from Sweden to China or 
Sweden to Latvia is of no consequence because 
Defendants, acting in California, presumably used some 
instrumentality in interstate or foreign commerce to set 
those payments in motion.
 
Defendants argue that Pasquantino is distinguishable 
because a Travel Act violation does not criminalize “fraud 
simpliciter,” but rather “fraud on a corporate employer.” 
(Mot. at 14–15; Reply at 8.) For this reason, Defendants 
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contend that a Travel Act violation is akin to the 
Securities Exchange Act violation addressed in Morrison 
because both “charge a crime ‘in connection with [a] 
particular transaction or event.’ “ (Mot. at 14–15.) 
“Simple wire fraud is completed within the U.S. and 
culpability is not dependent upon the object, victim, or 
harm caused,” but the “Travel Act only applies to 
accessing channels of commerce to promote the violation 
of a specific state’s bribery laws.” (Reply at 8.)
 
*5 On its face, the Court agrees with Defendants’ 
statement that the Travel Act applies when “channels of 
commerce” are accessed in violation of a state’s bribery 
laws, which is precisely what the Indictment alleges here. 
The Court does not draw the same implication from this 
statement as do Defendants, however, because 
commercial bribery under California Penal Code § 641.3 
is not limited to “fraud on a corporate employer” or 
bribery within the territorial confines of California. As 
discussed more fully below, California’s commercial 
bribery statute targets corrupt payments that injure 
competitors of the bribery recipient. The focus of 
California’s commercial bribery statute is not only on 
“fraud on the corporate employer,” but also on these 
corrupt payments that injure such competitors. Moreover, 
as discussed infra, California’s commercial bribery statute 
applies even if the bribery transaction is consummated 
outside of California. This is why the Travel Act violation 
alleged here is analogous to the wire fraud violation in 
Pasquantino: the offense was complete the moment 
Defendants used a channel of foreign commerce to 
allegedly offer a “corrupt payment” to an employee and 
thereafter effectuated a payment to that employee. This is 
precisely how Morrison characterized Pasquantino, 130 
S.Ct. at 2887.
 
Morrison distinguished Pasquantino on the grounds that 
the wire-fraud statute punished “fraud simpliciter,” 
whereas the Securities Exchange Act does not punish “all 
acts of deception, but only such acts ‘in connection with 
the purchase or sale of any security registered on a 
national securities exchange or any security not so 
registered.’ “ 130 S.Ct. at 2887. The Court used this same 
logic to argue that “the focus of the Exchange Act is not 
upon the place where the deception originated, but upon 
purchases and sales of securities in the United States.” Id. 
at 2884. The focus of the Travel Act, however, is broader 
than the Exchange Act because it criminalizes a range of 
activities unconfined to one state. As recognized by the 
Supreme Court, the Travel Act “was aimed primarily at ... 
persons who reside in one State while operating or 
managing illegal activities located in another.” Rewis, 401 
U.S. at 811. The Act “was needed to aid state and local 
governments which were no longer able to cope with the 

increasingly complex and interstate nature of large-scale, 
multiparty crime.” Perrin v. United States, 444 U.S. 37, 
41, 100 S.Ct. 311, 62 L.Ed.2d 199 (1979). This broader 
focus is evident in the language of the statute. Much like 
the wire-fraud statute at issue in Pasquantino, “no canon 
of statutory construction permits us to read the statute 
more narrowly.” 544 U.S. at 372. Moreover, had the 
Court concluded that application of the wire fraud statute 
to the fact pattern in Pasquantino was fundamentally 
flawed, it undoubtedly would have said so.
 
Accordingly, an extraterritorial analysis is unnecessary 
under Morrison because the criminal offense was 
completed domestically.
 

2. The Travel Act Counts Are Proper under Bowman
*6 Even if an extraterritorial analysis is implicated here, 
the Travel Act counts are proper under Bowman, 260 U.S. 
94, 43 S.Ct. 39, 67 L.Ed. 149.
 
Bowman concerned a criminal indictment charging 
“conspiracy to defraud a corporation in which the United 
States was and is a stockholder” after defendants 
submitted a false claim for fuel oil for one of its 
steamships. Id. at 95. Because the plot was hatched at sea 
and carried out in Rio de Janeiro, Brazil, the district court 
concluded that the absence of any statutory reference to 
conduct at sea required it to construe the statute “not to 
extend to acts committed on the high seas.” Id. at 96–97. 
The Supreme Court reversed.
 
In reversing, the Court recognized that a territorial 
presumption generally applies to statutes: “If punishment 
[for acts] ... is to be extended to include those committed 
outside of the strict territorial jurisdiction, it is natural for 
Congress to say so in the statute, and failure to do so will 
negative the purpose of Congress in this regard.” Id. at 98. 
However, the Court held that “the same rule of 
interpretation should not be applied to criminal statutes 
which are, as a class, not logically dependent on their 
locality for the government’s jurisdiction, but are enacted 
because of the right of the government to defend itself 
against obstruction, or fraud wherever perpetrated, 
especially if committed by its own citizens, officers, or 
agents.” Id. (emphasis added). According to the Court:

Some ... offenses can only be committed within the 
territorial jurisdiction of the government because of the 
local acts required to constitute them. Others are such 
that to limit their locus to the strictly territorial 
jurisdiction would be greatly to curtail the scope and 
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usefulness of the statute and leave open a large 
immunity for frauds as easily committed by citizens on 
the high seas and in foreign countries as at home. In 
such cases, Congress has not thought it necessary to 
make specific provision in the law that the locus shall 
include the high seas and foreign countries, but allows 
it to be inferred from the nature of the offense.

 
Id. (emphasis added). The Court concluded that statute at 
issue was designed to prevent fraud by military 
contractors during World War I and its aftermath, and 
therefore the statute must reach frauds carried out on the 
high seas and in foreign ports because military operations 
take place throughout the world. See id. at 101.
 
Thus, consistent with Bowman, criminal statutes may 
apply extraterritorially even without an explicit 
Congressional statement. In deciding whether criminal 
statutes apply extraterritorially, courts “must consider the 
language and function of the prohibition.” United States v. 
Leija–Sanchez, 602 F.3d 797, 799 (7th Cir.2010). For 
example, in Leija–Sanchez, the Government charged 
defendant with a violent crime in aid of racketeering 
activity under 18 U.S.C. § 1959 for “arranging and paying 
for the murder of Guillermo Jimenez Flores (known as 
Montes), a former employee who had gone into 
competition with [defendant’s] organization.” Id. at 798. 
Assassins employed by defendant (all of whom were 
Mexican citizens) found Montes in Mexico (who was also 
a Mexico citizen) and killed him there. Id. The district 
court dismissed the count under § 1959 because it agreed 
with defendant that the statute did not apply 
extraterritorially, but the Seventh Circuit reversed. In 
doing so, the court held that Bowman controlled the 
analysis of whether § 1959 applied extraterritorially. Id. at 
798–99. The Court concluded that § 1959 applied 
extraterritorially because the statute “applies to 
enterprises that engage in or affect ‘foreign commerce,’ “ 
and the “rule cannot be implemented if the existence of 
activities abroad prevents application of § 1959 to those 
acts and effects that occur in the United States.”6 Id. at 
800.
 
*7 Similarly, the Travel Act cannot be implemented “if 
the existence of activities abroad prevents application of 
[the statute] to those acts and effects that occur in the 
United States.” Id. The Court agrees with the Government 
that the “plain language of the Travel Act demonstrates 
Congress’s desire to reach conduct overseas.” (Opp’n at 
14.) The title of the Travel Act is “Interstate and foreign 
travel or transportation in aid of racketeering 
enterprises.” (Emphasis added). The first line of the 
statute provides: “Whoever travels in interstate or foreign 
commerce or uses the mail of any facility in interstate or 

foreign commerce ....“ (Emphases added). As the 
Government argues, “[t]hese references to ‘foreign 
commerce’ and ‘foreign travel’ clearly indicate that 
Congress intended to reach conduct overseas.” (Opp’n at 
15); see also Pasquantino, 544 U.S. at 371–72 (wire fraud 
statute’s prohibition of frauds executed “in interstate or 
foreign commerce” indicates that “this is surely not a 
statute in which Congress had only domestic concerns in 
mind”).
 
Defendants contend that “[i]t is unclear whether Bowman 
survives Morrison.” (Mot. at 18.) This is because 
Morrison stated that “ ‘presumption [against 
extraterritoriality applies] in all cases, preserving a stable 
background against which Congress can legislate with 
predictable effects,” and because Morrison did not 
distinguish Pasquantino on the grounds that one 
concerned the application of a civil statute and the other a 
criminal statute, but rather on the type of fraud alleged. 
(See Reply at 3.) Be that as it may, Morrison does not 
mention Bowman, nor does it explicitly overrule it. United 
States v. Campbell, ––– F.Supp.2d ––––, No. 
10–224(RMC), 2011 WL 3157598, at *1, 7 (D.D.C. July 
27, 2011) (stating that “[d]espite the emphasis of 
Morrison that the presumption against extraterritoriality 
applies ‘in all cases,’ recent Supreme Court jurisprudence 
has developed with nary a mention of Bowman and has 
predominately involved civil statutes.”) Bowman must be 
followed until the Supreme Court overrules it. 
Leija–Sanchez, 602 F.3d at 799 (“Whether or not Aramco 
and other post–1922 decisions are in tension with 
Bowman, we must apply Bowman until the Justices 
themselves overrule it.”); United States v. Weingarten, 
632 F.3d 60, 66–67 (2d Cir.2011) (acknowledging 
Morrison, but noting that under Bowman “Congress is 
presumed to intend extraterritorial application of criminal 
statutes where the nature of the crime does not depend on 
the locality of the defendants’ acts and where restricting 
the statute to United States territory would severely 
diminish the statute’s effectiveness.”) (internal quotation 
marks omitted); Campbell, 2011 WL 3157598, at *1 
(holding that the court must follow Bowman because it 
“cannot ignore what neither the Supreme Court nor the 
D.C. Circuit has declared outmoded.”).7

 
*8 Alternatively, Defendants argue that Bowman is 
inapplicable because the Travel Act “was not intended to 
protect the federal government, but to aid state law 
enforcement.” (Mot. at 18.) Defendant’s focus on 
“protect[ing] the federal government” is too narrow. 
Instead, the Ninth Circuit has interpreted Bowman to 
mean that courts “may infer that extraterritorial 
application is appropriate from ‘the nature of the offenses 
and Congress’ other legislative efforts to eliminate the 
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type of crime involved.’ “8 United States v. 
Vasquez–Velasco, 15 F.3d 833, 839 (9th Cir.1994) 
(quoting United States v. Felix–Gutierrez, 940 F.2d 1200, 
1204 (9th Cir.1991). Here, as discussed supra, the “nature 
of the offense” expressly contemplates foreign conduct. 
Congress’s other legislative efforts to eliminate similar 
crimes, including eliminating bribery of foreign officials 
by passing the FCPA, supports an extraterritorial 
application of the Travel Act.9

 
Accordingly, even if an extraterritorial analysis is 
implicated here, the Travel Act counts are proper under 
Bowman.
 

B. California Penal Code § 641.3 Reaches the 
Conduct Charged

Defendants next argue that California’s commercial 
bribery statute, California Penal Code § 641.3, does not 
reach the alleged conduct, and therefore the Indictment 
fails to state an offense under the Travel Act. Section 
641.3 proscribes the following conduct:

Any employee who solicits, accepts, or agrees to accept 
money or any thing of value from a person other than 
his or her employer, other than in trust for the 
employer, corruptly and without the knowledge or 
consent of the employer, in return for using or agreeing 
to use his or her position for the benefit of that other 
person, and any person who offers or gives an 
employee money or any thing of value under those 
circumstances, is guilty of commercial bribery.

Cal.Penal Code § 641.3(a) (emphasis added). As used in 
the statute, “corruptly” means “that the person specifically 
intends to injure or defraud ... a competitor of any such 
employer.”10 Cal.Penal Code § 641.3(d)(3).
 
According to Defendants, § 641.3 “has never been used to 
criminally prosecute foreign commercial bribery,” and 
“[n]othing in the legislative history of [§ ] 641.3 suggests 
application to commercial bribery of an employee of a 
foreign company in exchange for a foreign sale.” (Mot. at 
18–19.) However, as the Government points out, 
California Penal Code § 778a(a) expressly addresses 
offenses commenced within California and consummated 
outside of the state. Section 778a states in relevant part:

Whenever a person, with intent to commit a crime, 
does any act within this state in execution or part 
execution of that intent, which culminates in the 
commission of a crime, either within or without this 
state, the person is punishable for that crime in this 

state in the same manner as if the crime had been 
committed entirely within this state.

*9 Cal.Penal Code § 778a(a) (emphasis added). Thus, 
under § 778a(a), “California has territorial jurisdiction 
over an offense if the defendant, with the requisite intent, 
does a preparatory act in California that is more than a de 
minimis act toward the eventual completion of the 
offense.” People v. Betts, 34 Cal.4th 1039, 1047, 23 
Cal.Rptr.3d 138, 103 P.3d 883 (2005); cf. People v. 
Brown, 91 Cal.App.4th 256, 266–67, 109 Cal.Rptr.2d 879 
(2001) (holding that jurisdiction was proper for second 
degree murder because preparations were made in 
California, even though the amputation of the victim’s 
leg—which led to the victim’s death—occurred in 
Mexico); Bryant v. Mattel, Inc., No. CV 04–9049 DOC 
(RNBx), 2010 WL 3705668, at *8–9 (C.D.Cal. Aug.2, 
2010) (holding that application of California Penal Code § 
641.3 was proper for bribes in Mexico and Canada 
because the statute “proscribes bribery conducted ‘in 
whole or in part’ in California.”). Here, while acting in 
California from CCI’s headquarters, Defendants are 
alleged to have offered “corrupt payments” by wiring 
money to employees of private companies outside of 
California in order to secure business. (Indictment ¶¶ 18, 
35.) The corrupt payments were intended to benefit 
Defendants’ employer, CCI. Because more than de 
minimis preparatory acts were carried out in California in 
furtherance of the commercial bribes, § 778a allows for 
prosecution under § 641.3.
 
Defendants next argue that California has not been 
harmed by “offering of bribes to foreign employees of 
foreign companies in exchange for sales abroad,” and 
courts have dismissed charges predicated on state law 
violations under the Travel Act when “the state itself does 
not intend its criminal laws to reach the charged conduct.” 
(Mot. at 19–20 (citing United States v. Ferber, 966 
F.Supp. 90 (D.Mass.1997) and United States v. Tonry, 
837 F.2d 1281 (5th Cir.1988).) Defendants therefore 
contend that a Travel Act violation cannot be stated if 
“there is no indication that California could or would 
prosecute the foreign commercial bribery alleged.” (Mot. 
at 20.) The question here, however, is not whether 
California “would prosecute” foreign commercial bribery 
or ever has, or even whether California “intended” § 
641.3 to be applied to foreign commercial bribery 
(whatever “intended” means), but rather whether the 
alleged conduct does, in fact, fall under the scope of § 
641.3.11 There is no question that the Indictment charges 
that Defendants offered “corrupt payments” to employees 
of several private companies,12 and that Defendants set in 
motion their commercial bribery scheme from CCI’s 
headquarters in California. For the reasons stated 
previously, the plain language of California Penal Code § 
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641.3 reaches the alleged conduct.
 
Accordingly, California Penal Code § 641.3 reaches the 
alleged conduct in the Indictment.13

 

C. The Travel Act and California Penal Code § 
641.3 Are Not Unconstitutionally Vague

Defendants contend that application of the Travel Act and 
California Penal Code § 641.3 to Defendants’ conduct is 
unconstitutionally vague and violates Due Process. 
According to Defendants, nothing in the text, legislative 
history, or case law of the Travel Act and California Penal 
Code § 641.3 “suggests that the statutes reach the conduct 
alleged here.” (Mot. at 21.) Moreover, the “government’s 
ability to pick up, dust off and apply old statutes to new 
and unforeseen situations demonstrates arbitrary 
enforcement.” (Id.)
 
*10 The Government responds that “the Travel Act’s 
repeated reference to use of ‘foreign commerce’ provides 
ample notice that foreign conduct falls within the Travel 
Act’s purview,” and that California Penal Code § 778a 
“likewise puts defendants on clear notice that activities 
outside the state can be violations of [§ ] 641.3.” (Opp’n 
at 25–26.) Contrary to Defendants’ assertion, “[t]he 
Travel Act has consistently been used in prosecuting such 
bribery for years.” (Opp’n at 26 (citing, inter alia, Welch, 
327 F.3d 1081.) Because “defendants again fail to make 
any reference to the facts of this case in arguing that the 
statute is vague as applied,” as well as the fact that “a 
scienter requirement may serve to defeat a claim that a 
defendant is being punished for conduct he did not know 
was wrong,” the Government submits that the statutes are 
not unconstitutionally vague as applied to Defendants. 
(Opp’n at 26–27.)
 
To satisfy due process, a statute must “define the criminal 
offense with (1) sufficient definiteness that ordinary 
people can understand what conduct is prohibited and (2) 
in a manner that does not encourage arbitrary and 
discriminatory enforcement.” Skilling v. United States, 
––– U.S. ––––, 130 S.Ct. 2896, 2927–28, 177 L.Ed.2d 
619 (2010) (quoting Kolender v. Lawson, 461 U.S. 352, 
357, 103 S.Ct. 1855, 75 L.Ed.2d 903 (1983)). “The 
void-for-vagueness doctrine embraces these 
requirements.” Id. at 2928. When considering a 
void-for-vagueness challenge, a strong presumptive 
validity attaches to an Act of Congress. Id. (stating that 
court must “construe, not condemn, Congress’ 
enactments.”) “[V]agueness challenges to statutes which 
do not involve First Amendment freedoms must be 

examined in light of the facts of the case at hand.” United 
States v. Valenzuela, 596 F.2d 1361, 1367 (9th Cir.1979) 
(quoting United States v. Mazurie, 419 U.S. 544, 550, 95 
S.Ct. 710, 42 L.Ed.2d 706 (1975)). Scienter requirements 
in criminal statutes may alleviate vagueness concerns. 
Gonzales v. Carhart, 550 U.S. 124, 149, 127 S.Ct. 1610, 
167 L.Ed.2d 480 (2007); Colautti v. Franklin, 439 U.S. 
379, 395, 99 S.Ct. 675, 58 L.Ed.2d 596 (1979) (“This 
Court has long recognized that the constitutionality of a 
vague statutory standard is closely related to whether that 
standard incorporates a requirement of mens rea.” ).
 
Defendants’ void-for-vagueness challenge fails. The 
Court agrees with the Government that the Travel Act’s 
repeated use of the term “foreign commerce” provides 
ample notice, and California Penal Code § 778a makes it 
clear that violations under § 641.3 can be tried even if the 
commercial bribe is consummated outside of California. 
Second, cases such as Welch, 327 F.3d at 1081, 
demonstrate that the Travel Act is not being “dusted off” 
and employed arbitrarily.
 
For these reasons, Defendants’ void-for-vagueness 
challenge fails.
 

D. The Travel Act Counts Allege All Essential 
Elements

Defendants contend that the Travel Act counts fail to 
allege all essential elements.
 

1. Act in Furtherance after Alleged Bribery
*11 Defendants argue that the Indictment fails to allege 
an act in furtherance of bribery after the alleged use of 
interstate or foreign commerce. (Mot. at 21–23.) “The 
Travel Act is not violated where the only alleged conduct 
is travel or use of the facility in interstate commerce.” 
(Mot. at 22 (citing United States v. Zemater, 501 F.2d 
540, 544–45 (7th Cir.1974).) Because the “wire transfers 
identified in the Travel Act Counts are the alleged bases 
for both the first and third elements of the charged Travel 
Act offenses,” Defendants submit that the Travel Act 
Counts fail. The Government responds by stating that “the 
Travel Act charging language in paragraph 35 of the 
Indictment tracks the language of the statute,” and there is 
“no legal support for [Defendants’] assertion that the 
Travel Act counts fail because the Indictment does not 
describe the specific subsequent unlawful act.” (Opp’n at 
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27.)
 
Rule 7(c) (1) of the Federal Rules of Criminal Procedure 
requires that an indictment “must be a plain, concise, and 
definite written statement of the essential facts 
constituting the offense charged....” “ ‘[A]n indictment is 
sufficient if it, first, contains the elements of the offense 
charged and fairly informs the defendant of the charge 
against which he must defend, and, second, enables him 
to plead an acquittal or conviction in bar of future 
prosecutions for the same offense.’ “ United States v. 
Davis, 336 F.3d 920, 922 (9th Cir.2003) (quoting United 
States v. Bailey, 444 U.S. 394, 414, 100 S.Ct. 624, 62 
L.Ed.2d 575 (1980)). “In cases where the indictment 
‘tracks the words of the statute charging the offense,’ the 
indictment will be held sufficient ‘so long as the words 
unambiguously set forth all elements necessary to 
constitute the offense.’ “ Id. (quoting United States v. 
Fitzgerald, 882 F.2d 397, 399 (9th Cir.1989)).
 
Here, the Indictment tracks the language of the Travel Act 
and “unambiguously sets forth all elements necessary to 
constitute the offense.” Id. Defendants are sufficiently 
informed of the charges, and whether the Government can 
satisfy all elements of a Travel Act violation depends on 
the evidence to be presented at trial.
 

2. “Foreign Commerce” in Count 12 and Count 14
Defendants argue that the indictment fails to allege the 
jurisdictional element of “travel or use of a facility in 
interstate or foreign commerce” for Counts 12 and 14 
because they involve wire transfers between two foreign 
countries—Sweden and China and Sweden and Latvia, 
respectively. (Mot. at 23–24.) Because “foreign 
commerce” requires an act between the United States and 
a foreign country, these counts fail. (Reply at 11 (citing 
United States v. Weingarten, 632 F.3d 60, 70 (2d. 
Cir.2011); United States v. Montford, 27 F.3d 137, 138 
(5th Cir.1994).) The Government responds that the Travel 
Act is satisfied because Defendants acted domestically to 
cause the wire transfers. (Opp’n at 28–29 (citing United 
States v. Goldberg, 830 F.2d 459 (3rd Cir.1987).)
 
*12 The Court agrees with the Government that the 
alleged transactions fall within the scope of “foreign 
commerce” in the Travel Act, and that the cases cited by 
Defendants are distinguishable.
 
In Montford, the court addressed whether “gambling boat 
excursions a few miles offshore to avoid the reach of state 
law are in ‘foreign commerce’ for purposes of certain 

federal criminal statutes.” 27 F.3d at 138. The court ruled 
“that foreign commerce requires some form of contact 
with a foreign state.” Id . at 140. In Weingarten, the court 
reversed the defendant’s conviction for travel for the 
purpose of engaging in a sexual act with a minor because 
the travel was between two foreign nations “without any 
territorial nexus to the United States.” 632 F.3d at 62–63, 
71. In doing so, the court emphasized that it did “not 
suggest ... that the mere presence of an intermediate stop 
outside the United States on a multi-legged journey 
undertaken for unlawful purposes will immunize a 
defendant from prosecution ....“ Id. at 71.
 
Here, there is no issue about whether Defendants’ actions 
had some contact with a foreign state, so Montford is 
distinguishable. Moreover, unlike the facts alleged in 
Weingarten, there is a “territorial nexus” to the United 
States because Defendants allegedly set in motion the 
corrupt payments from California. Holding otherwise 
would mean that Defendants could avoid prosecution 
simply by making sure any “corrupt payments” were 
made from overseas bank accounts. Instead, this situation 
is analogous to the one hypothesized in Weingarten, in 
which the court warned that criminal defendants could not 
immunize themselves from prosecution simply by 
interposing intermediate stops “on a multi-legged journey 
undertaken for unlawful purposes.” Id. Defendants 
allegedly set out to bribe individuals in China and Latvia, 
but stopped briefly in their bank account in Sweden to 
accomplish their unlawful purposes. The allegations are 
sufficient.
 

E. Count 1 Stands
Because the Court denies Defendants’ Motion to dismiss 
the Travel Act counts, the Court also denies Defendants’ 
Motion to dismiss the conspiracy allegations in Count 1.
 

V. Conclusion
Accordingly, for the foregoing reasons, Defendants’ 
Motion is denied.
 
IT IS SO ORDERED.
 

All Citations

Not Reported in F.Supp.2d, 2011 WL 7416975
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Footnotes

1 Count 1 also charges Defendants with conspiring to violate the Foreign Corrupt Practices Act (“FCPA”), 15 U.S.C. § 78dd–2.

2 Count 16 of the Indictment was dismissed on February 28, 2011.

3 Company A, referred to in paragraph 14 of the Indictment, is now known as CCI.

4 The Government also alleges that Defendants “communicated by e-mail with CCI salespeople and representatives based in the 
United States and foreign countries in deciding how to bid on and obtain contracts,” and “often provided approvals for corrupt 
payments by email.” (Opp’n at 3.) While the Indictment generally alleges that Defendants used “the mail and any facility in 
interstate and foreign commerce” (Indictment ¶¶ 16(B), 35), it does not allege precisely how approvals for corrupt payments were 
transmitted.

5 Count 14 alleges a payment from Sweden to New York, but all parties agree that this alleged payment concerned one from Sweden 
to Latvia. Count 14 also originally charged Flavio Ricotti, but Mr. Ricotti pled guilty to one count of conspiracy to violate the 
FCPA and the Travel Act on April 28, 2011. The Government’s brief indicates that Mr. Edmonds approved payment under Count 
14 (Opp’n at 4), but the Indictment indicates that it was Mr. Cosgrove.

6 Assuming that the “last act” here is receipt of the payment rather than initiation of the payment, Leija–Sanchez would support 
application of the Travel Act here. Leija–Sanchez, 602 F.3d at 800.

7 For this reason, the Court finds it significant that the Second Circuit did not comment on the extraterritorial application of RICO’s 
criminal provisions in Norex: “Because Norex brought a private lawsuit pursuant to 18 U.S.C. § 1964(c), we have no occasion to 
address—and express no opinion on—the extraterritorial application of RICO when enforced by the government pursuant to 
Sections 1962, 1963 or 1964(a) and (b).” 631 F.3d at 33.

8 In determining whether a statute applies extraterritorially, the Ninth Circuit also evaluates whether such application would violate 
the principles of international law. Vasquez–Velasco, 15 F.3d at 839. Defendants do not challenge whether the extraterritorial 
application of the Travel Act violates international law because “international law is irrelevant”: “Defendants’ challenge to the 
extraterritorial application of the Travel Act does not present a question of Congressional power or this Court’s jurisdiction,” but 
rather “[i]t presents a merits question focused on whether Congress clearly expressed its intent that the Travel Act apply 
extraterritorially and, if not, whether the government is nonetheless seeking the extraterritorial application of the statute.” (Reply at 
7.)

9 Defendants argue that “the subsequent enactment of the FCPA provides a clear inference that the Travel Act was not intended to 
apply extraterritorially.” (Mot. at 9–12.) The Court disagrees. First, multiple criminal statutes can often be applied to the same 
criminal conduct. See United States v. Stafford, 831 F.2d 1479, 1485 (9th Cir.1987) (“The Travel Act and 18 U.S.C. § 1510 each 
require proof of an element that the other does not. Because no clear evidence of contrary congressional intent exists, Congress is 
presumed to have intended to permit separate punishment for each offense.”) Second, as to the facts alleged in this Indictment, the 
Court does not discern any conflict between the Travel Act and the FCPA.

10 “Corruptly” is defined to mean that “the person specifically intends to injure or defraud (A) his or her employer, (B) the employer 
of the person to whom he or she offers, gives, or agrees to give the money or a thing of value, (C) the employer of the person from 
whom he or she requests, receives, or agrees to receive the money or a thing of value, or (D) a competitor of any such employer.” 
Cal.Penal Code § 641.3(d)(3).

11 For this reason, the Court disagrees with Feber, 966 F.Supp. at 105–06. In Feber, the court recognized that “the plain language of 
[the relevant Massachusetts statute] would appear to extend to the conduct in this case,” but that state “prosecutors have never 
pursued criminal charges for gratuity violations against anyone similarly situated to [defendant].” Id. at 105. According to the 
court, “[i]f conduct such as [defendant’s] is to be pursued criminally under [the Massachusetts statute], it is the state, not the 
federal government, that must make that initial prosecutorial policy decision.” Id. The Court disagrees. If the plain language of a 
state criminal statute reaches the conduct alleged, the inquiry ends. Decisions by state prosecutors about whether to bring cases 
(absent unusual Due Process concerns) have no bearing on the statutory construction of a statute. However, the Court notes that 
Feber recognized that a violation of the Massachusetts bribery statute—as opposed to the gratuity statute—would have stated a 
valid predicate offense under the Travel Act. Id. at 103 (“There is no doubt that a violation of the Massachusetts bribery statute is a 
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valid predicate offense under the Travel Act.”) Thus, it may be that the court resorted to this unconventional means of statutory 
construction given the peculiar underlying facts in Feber.

12 It is clear from the Indictment that there is no ambiguity about whether California Penal Code § 641.3 applies to the parties 
involved in the alleged commercial bribery in this case, thus distinguishing it from Tonry, 837 F.2d at 1281. Tonry concerned a 
Travel Act violation for the bribery of the “Chairman of the Chitimacha Tribe” based on a predicate offense under Louisiana law. 
837 F.2d at 1281. Louisiana had two bribery statutes: a public bribery statute criminalizing bribery of Louisiana public officials 
and employees, and a commercial bribery statute criminalizing bribery of private agents, employees, and fiduciaries. Id. at 1282. 
By dividing bribery into “public” and “private” statutes, and limiting the reach of the public bribery statute to Louisiana officials, 
the court held that Louisiana’s private, commercial bribery statute did not reach the conduct of non-Louisiana public officials. Id. 
at 1281, 1283–84. No such argument can be made here.

13 There is a federal interest in using state bribery statutes as a predicate for a Travel Act prosecution. Welch, 327 F.3d at 1093.

End of Document © 2022 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 
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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 Body Armor I, Inc. et al., No. 10-BK-11255 (Bankr. 
D. Del. Apr. 14, 2010).
 

II. Defendants’ Crimes3

*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 
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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 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 
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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 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 
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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 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). 
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Where the owner later 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.
 

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.)

Case 2:19-ap-01382-SK    Doc 349-3    Filed 01/14/22    Entered 01/14/22 07:52:03    Desc
Appendix of Unpublished Opinions    Page 425 of 441



United States v. Hatfield, Not Reported in Fed. Supp. (2015)

 © 2022 Thomson Reuters. No claim to original U.S. Government Works. 7

 
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 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 
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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 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 
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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.
 

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, 

Case 2:19-ap-01382-SK    Doc 349-3    Filed 01/14/22    Entered 01/14/22 07:52:03    Desc
Appendix of Unpublished Opinions    Page 428 of 441



United States v. Hatfield, Not Reported in Fed. Supp. (2015)

 © 2022 Thomson Reuters. No claim to original U.S. Government Works. 10

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. 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. 
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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)).
 
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 
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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 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 
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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.

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.
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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, 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 © 2022 Thomson Reuters. No claim to original U.S. Government Works.
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Proceedings: (IN CHAMBERS) Order Re: Defendant 
Sigma’s Motion to Dismiss (DE 103); Defendant SCI’s 
Motion to Dismiss (DE 105); Defendant Anvil’s 
Motion to Dismiss (DE 107); Defendants Reubens and 
Vandewater’s Motion to Dismiss (DE 108)

The Honorable R. GARY KLAUSNER, UNITED 
STATES DISTRICT JUDGE

I. INTRODUCTION
*1 On June 13, 2017, United States of America ex rel. 
Island Industries, Inc. (“Island”) filed a Complaint against 
Vandewater International, Inc. (“Vandewater”); Neil 
Reubens (“Reubens”); Anvil International, LLC 
(“Anvil”); Sigma Corporation (“Sigma”); Smith Cooper 
International (“SCI”); and Allied Rubber & Gasket 
Company (“ARGCO”). The Complaint was unsealed on 
January 30, 2019, and Island filed a First Amended 
Complaint (“FAC”) on July 10, 2019. The FAC asserts 
two causes of action: (1) violation of the False Claims Act 
(“FCA”), 31 U.S.C. § 3729(a)(1); and (2) conspiracy to 
violate the False Claims Act, 31 U.S.C. § 3729(a)(1)(c).
 
Presently before the Court are Vandewater, Reubens, 
Anvil, Sigma, and SCI’s (collectively “Defendants”) 
Motions to Dismiss pursuant to Rule 12(b)(6). For the 
following reasons, the Court GRANTS in part and 
DENIES in part Defendants’ Motions.
 

II. FACTUAL BACKGROUND
The FAC generally alleges the following:
 
Vandewater, Anvil, Sigma, SCI, and ARGCO are 
companies who import welded outlets from the People’s 
Republic of China (“PRC”). (FAC ¶¶ 31, 48, 55, 64, 70.) 
Reubens is Vandewater’s President and Chief Executive 
Officer. (Id. ¶ 7.) In 1992, the Department of Commerce 
(“Commerce”) issued an antidumping order on carbon 
steel butt-weld pipe fittings imported from the PRC (“the 
Butt-Weld Order”). (See id. ¶ 18.) Island alleges that the 
welded outlets that Defendants import from the PRC 
(“Chinese Welded Outlets”) are subject to the Butt-Weld 
Order and that Defendants have evaded paying 
antidumping duties on Chinese Welded Outlets by, for 
example, making false statements to United States 
Customs and Border Protection (“Customs” or “CBP”) 
that shipments were not subject to antidumping duties, 
even though they were. (See, e.g., id. ¶ 76.) Island also 
alleges that Defendants conspired with various Chinese 
companies to avoid antidumping duties by falsely 
declaring to Customs that their products were not subject 
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to antidumping duties. (Id. ¶¶ 46, 54, 63, 69, 74.)
 
In 2018, Vandewater, SCI, and Sigma each requested 
scope rulings from Commerce that the welded outlets they 
import from the PRC are not subject to the Butt-Weld 
Order. In three separate memorandums, Commerce 
determined that Vandewater, SCI, and Sigma’s products 
are indeed subject to the Butt-Weld Order (“the 
Commerce Memorandums”). (See id., Exs. K-M, ECF 
Nos. 97-11, 97-12, 97-13.)
 

III. JUDICIAL STANDARD
To survive a motion under Rule 12(b)(6), 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)). A 
claim is facially plausible if the plaintiff alleges enough 
facts to permit a reasonable inference that the defendant is 
liable for the alleged misconduct. Id. A plaintiff need not 
provide “detailed factual allegations” but must provide 
more than mere legal conclusions. Twombly, 550 U.S. at 
555. “Threadbare recitals of the elements of a cause of 
action, supported by mere conclusory statements, do not 
suffice.” Iqbal, 556 U.S. at 678.
 
*2 When ruling on a Rule 12(b)(6) motion, the Court 
must “accept all factual allegations in the complaint as 
true.” Tellabs, Inc. v. Makor Issues & Rights, Ltd., 551 
U.S. 308, 322 (2007). The Court must also “construe the 
pleadings in the light most favorable to the nonmoving 
party.” Davis v. HSBC Bank Nev., N.A., 691 F.3d 1152, 
1159 (9th Cir. 2012). The Court, however, is “not bound 
to accept as true a legal conclusion couched as a factual 
allegation.” Twombly, 550 U.S. at 555.
 
Because they involve allegations of fraud, qui tam actions 
under the FCA must also meet the particularity 
requirements of Rule 9(b). United States v. Corinthian 
Colleges, 655 F.3d 984, 992 (9th Cir. 2011) (citing 
Bly–Magee v. California, 236 F.3d 1014, 1018 (9th Cir. 
2001)). Rule 9(b) requires that “[i]n all averments of fraud 
or mistake, the circumstances constituting fraud or 
mistake shall be stated with particularity.” Fed. R. Civ. P. 
9(b). The Ninth Circuit interprets Rule 9(b) to require that 
allegations of fraud be “specific enough to give 
defendants notice of the particular misconduct which is 
alleged to constitute the fraud charged so that they can 
defend against the charge and not just deny that they have 
done anything wrong.” Neubronner v. Milken, 6 F.3d 666, 
671 (9th Cir. 1993). The complaint “must specify such 

facts as the times, dates, places, benefits received, and 
other details of the alleged fraudulent activity.” Id. at 672. 
However, allegations of “[m]alice, intent, knowledge, and 
other condition of mind of a person may be averred 
generally.” Fed. R. Civ. P. 9(b).
 

IV. DISCUSSION
Defendants argue that the FAC should be dismissed for 
failure to allege facts with sufficient particularity. 
Because both of Island’s claims are brought as reverse 
false claims under the FCA, the legal standard governing 
such claims will be set forth at the outset and applied 
where appropriate in the ensuing analysis. To prevail on a 
reverse FCA claim, the plaintiff must establish: (1) a 
fraudulent course of action or a false statement, (2) made 
with the requisite degree of knowledge, (3) that was 
material, (4) causing the government to pay out money or 
forfeit moneys due. U.S. ex rel. Campie v. Gilead Scis., 
Inc., 862 F.3d 890, 902 (9th Cir. 2017).
 

A. Fraudulent Course of Action or False Statement
To satisfy the heightened pleading standard of Rule 9(b), 
a plaintiff may not “merely lump multiple defendants 
together but [must] differentiate allegations when suing 
more than one defendant.” Corinthian, 655 F.3d at 997. A 
plaintiff must provide detail as to the nature of each 
defendant’s involvement and cannot simply attribute a 
single defendant’s misconduct to the remaining 
defendants. Id. at 998. In other words, a plaintiff must 
allege the “who, what, when, where and how” of alleged 
fraud. United States ex rel. Willard v. Humana Health 
Plan of Tex., Inc., 336 F.3d 375, 384 (5th Cir. 2003). That 
being said, “the pleading requirements of Rule 9(b) may 
be to some extent relaxed where, as is arguably the case 
here, the facts relating to the alleged fraud are peculiarly 
within the perpetrator’s knowledge.” Id. at 385.
 
Here, Defendants argue that the FAC does not satisfy the 
heightened pleading standards of Rule 9(b). The Court 
disagrees.
 

1. Vandewater and Reubens (“The Vandewater 
Defendants”)
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Island’s fraud allegations regarding the Vandewater 
Defendants satisfy Rule 9(b). The FAC contains ample 
factual allegations that the Vandewater Defendants 
engaged in allegedly fraudulent conduct. (See FAC ¶¶ 
36(a)-(e), 37). For example, the FAC details how in 
February, April, and December of 2007 (“when”), 
Vandewater (“who”) imported from the PRC at least five 
shipments of Chinese Welded Outlets. (Id. ¶ 36(a).) 
Although these shipments contained Chinese Welded 
Outlets, the product descriptions included a code that 
applied only to “Parts and Accessories for Motor 
Vehicles”—despite the fact that Vandewater does not 
supply products in the automotive market (“how”). (Id.) 
The FAC also alleges that in 2013, Vandewater evaded 
antidumping duties by falsely claiming that welded 
outlets manufactured in the PRC were actually 
manufactured in South Korea—a country whose welded 
outlets are not subject to antidumping duties. (Id. ¶ 36(c).)
 
*3 Based on these allegations, the Court is satisfied that 
Island has pled the fraud element of the FCA cause of 
action with sufficient particularity as to the Vandewater 
Defendants.
 

2. Anvil

Island has also satisfied Rule 9(b) with respect to Anvil. 
In the FAC, Island alleges that since 2012, Anvil “has 
imported more than $5 million of Chinese Welded Outlets 
every year.” (Id. ¶ 48.) Yet import records suggest that 
Anvil has never imported any Chinese Welded Outlets at 
all. (Id. ¶ 49.) Instead, import records reflect that an Anvil 
subsidiary has been importing “merchant coupling 
blanks,” “pipe fittings,” “pipe nipples,” and other 
products that are beyond the scope of the Butt-Weld 
Order. (Id.) Island alleges that its investigation revealed 
several reasons to believe that Anvil’s import records are 
false: (1) Anvil markets its welded outlets as 
“internationally sourced”; (2) Anvil’s welded outlets do 
not feature country-of-origin markings; (3) unlike the 
other defendants, Anvil “has the technical ability to thread 
or otherwise machine an unfinished product, which would 
make it easy for [it] to import unfinished Chinese Welded 
Outlets (which are nevertheless subject to antidumping 
duties) without accurately stating as much”; (4) import 
records do not reflect any instance where Anvil described 
its imported products as welded outlets (finished or 
unfinished); and (5) Anvil has made statements 
confirming that it imports welded outlets from the PRC. 
(Id. ¶ 50.)
 
Here, “the facts relating to the alleged fraud are peculiarly 

within the perpetrator’s knowledge.” Willard, 336 F.3d at 
384. Accordingly, the pleading requirements may be “to 
some extent relaxed[.]” Id. Thus, although the FAC does 
not outline Anvil’s purported fraud with the same level of 
detail as it does with the Vandewater Defendants, this 
level of specificity is sufficient to satisfy Rule 9(b). See 
Ebeid ex rel. U.S. v. Lungwitz, 616 F.3d 993, 998–99 (9th 
Cir. 2010) (“it is sufficient to allege ‘particular details of a 
scheme to submit false claims paired with reliable indicia 
that lead to a strong inference that claims were actually 
submitted.’ ”)
 

3. Sigma

Island’s allegations regarding Sigma also satisfy Rule 
9(b). The FAC alleges that in 2010, Sigma hired Terry 
Clark (“Clark”), an individual who has advocated using 
Chinese Welded Outlets, to develop its product lines. 
(FAC ¶¶ 55, 57.) The FAC goes on to allege that although 
Sigma began importing Chinese Welded Outlets around 
the time of Clark’s hiring, shipping records reflect no 
such imports. (Id. ¶ 57.) Instead, shipping records indicate 
that around this time, Sigma was importing “parts of pipe 
fitting.” (Id.) Coincidentally, “[t]he volume of ‘parts of 
pipe fitting’ imported by SIGMA is consistent with 
SIGMA’s share of the Welded Outlets market.” (Id.)
 
The FAC also alleges that in late 2015, Sigma told Island 
that it would no longer purchase grooved outlets from 
Island because it had discovered a new low-cost 
alternative. (Id. ¶ 58.) The FAC goes on to allege that this 
low-cost alternative was a company called Ageis, and that 
Ageis provided Sigma with Chinese-made grooved 
outlets. (Id. ¶ 59.) According to the FAC, Sigma falsely 
described these grooved outlets as “couplings” in 
shipping records, (id. ¶ 61), and purposely failed to 
disclose that the products were subject to antidumping 
duties on the CBP Form 7501 that it submitted to 
Customs (id. ¶¶ 75-76).
 
*4 Reading the allegations of the FAC in the light most 
favorable to Island, these allegations satisfy Rule 9(b). 
This is not a scenario in which the relator’s allegations are 
based on mere “speculation and conclusory allegations.” 
Willard, 336 F.3d at 385. To the contrary, the FAC sets 
forth detailed factual allegations regarding allegedly 
fraudulent conduct by Sigma.1

 

4. SCI
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The FAC alleges the following with respect to SCI: In late 
2017 and early 2018, SCI imported several shipments of 
Chinese Welded Outlets and described those shipments as 
“Butt Weld Outlets.” (FAC ¶ 66.) However, SCI stopped 
describing its products as “Butt Weld Outlets” a few 
months later—the same time that Vandewater, SCI, and 
Sigma requested scope rulings from Commerce that their 
products did not fall within the scope of the Butt-Weld 
Order. (Id.) Further, in its request for a scope ruling from 
Commerce, SCI admitted that it had not been paying 
antidumping duties on the products that it had been 
importing from the PRC. (Id. ¶ 68.) The thrust of these 
allegations then is that when SCI requested a scope ruling 
from Commerce, it knew or at least strongly suspected 
that its products were subject to the Butt-Weld Order and 
so, to avoid paying the applicable antidumping duties, it 
mischaracterized its products in shipping manifests and 
falsely claimed on the CBP Form 7501 that its products 
were not subject to antidumping duties.
 
In addition to the foregoing, the FAC also alleges that 
SCI’s pricing for Chinese Welded Outlets is virtually 
identical to that of Vandewater. (FAC ¶ 67.) The 
implication of this being that SCI could not compete with 
Vandewater’s pricing if it was paying antidumping duties.
 
With respect to SCI, the Court holds that the fraud 
allegations are sufficient. Here, Island has alleged more 
than merely “suspicious circumstances.” Neubronner, 6 
F.3d at 672. To the contrary, Island has set forth specific 
factual allegations regarding SCI’s alleged fraud. Given 
that “the facts relating to the alleged fraud are peculiarly 
within [SCI’s] knowledge[,]” the fraud allegations here 
are sufficient to survive SCI’s Motion to Dismiss. 
Willard, 336 F.3d at 385.
 

B. Scienter
The FCA prohibits any person from “knowingly” 
presenting “a false or fraudulent claim for payment or 
approval” to the federal government. 31 U.S.C. § 
3729(a)(1). A person “knowingly” submits a false claim, 
not only when he or she “has actual knowledge of the 
information,” but also when he or she “acts in deliberate 
ignorance” or “reckless disregard” of the truth or falsity 
of the information. Id. at § 3729(b)(1)-(3). Innocent 
mistakes and negligence are not offenses under the FCA. 
United States ex rel. Oliver v. Parsons Co., 195 F.3d 457, 
464–65 (9th Cir. 1999). Rule 9(b) “relaxes the 
particularity requirement for conditions of the mind, such 
as scienter.” Willard, 336 F.3d at 384. “Facts that show a 
defendant’s motive to commit the fraud may sometimes 

provide a factual background adequate for an inference of 
fraudulent intent.” Id. at 385.
 
*5 Defendants argue that the FAC fails to allege that 
Defendants made false statements with the requisite 
scienter. The Court disagrees. Island alleges that 
Defendants knew their products were subject to the 
Butt-Weld Order but knowingly and intentionally evaded 
the applicable antidumping duties by, among other things, 
submitting false statements on the CBP Form 7501. (FAC 
¶¶ 28, 75, 76, 79, 80, 84.) Given the relaxed pleading 
requirement for conditions of the mind, Island has 
sufficiently alleged scienter.2

 
Accordingly, the Court denies Defendants’ Motions to 
Dismiss the FCA cause of action.
 

C. Conspiracy
Island has alleged that Defendants were involved in a 
“wheel conspiracy” in which Chinese manufacturers acted 
as a “hub” while Defendants acted as “spokes.” United 
States ex rel. Anita Silingo v. WellPoint, Inc., 904 F.3d 
667, 678 (9th Cir. 2018). To state a claim for conspiracy 
under the FCA, a plaintiff must show that (1) the 
defendant agreed with one or more persons to get a false 
or fraudulent claim allowed or paid by the United States; 
(2) one or more conspirators performed any act to effect 
the object of the conspiracy; and (3) the United States 
suffered damages as a result. Corsello v. Lincare, Inc., 
428 F.3d 1008, 1014 (11th Cir. 2005). Conspiracy claims 
under the FCA must satisfy the requirements of Rule 9(b). 
See WellPoint, 904 F.3d at 678 (9th Cir. 2018) (applying 
Rule 9(b) in the context of an alleged FCA conspiracy); 
Lesnik v. Eisenmann SE, No. 16-CV-01120-LHK, 2018 
WL 4700342, at *8 (N.D. Cal. Oct. 1, 2018).
 
The Court will first address the sufficiency of the 
conspiracy allegations against the Vandewater 
Defendants. The Court will then examine the conspiracy 
allegations against Anvil, Sigma, and SCI.
 

1. The Vandewater Defendants

The FAC alleges that Vandewater and Reubens “entered 
into agreements between themselves and with other 
individuals and entities...to violate the False Claims Act 
by falsely declaring that the Chinese Welded Outlets were 
not subject to antidumping duties.” (FAC ¶ 46.) At the 
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outset, the Court notes that pursuant to the intra-corporate 
conspiracy doctrine, “a corporation cannot conspire with 
its own agents and employees.” U.S. ex rel. Ruhe v. 
Masimo Corp., 929 F. Supp. 2d 1033, 1037–38 (C.D. Cal. 
2012). Thus, the intra-corporate conspiracy doctrine bars 
any conspiracy claim between Vandewater and Reubens.3

 
*6 Turning to the FAC’s allegations regarding a 
conspiracy between the Vandewater Defendants and other 
entities and individuals, the Court finds that the 
allegations of the FAC cannot survive the Motion to 
Dismiss. The FAC alleges that in 2004, Reubens began 
making frequent trips to China and that, during these 
trips, he met with representatives of the China-East 
Resources Import and Export Company (“CERIECO”). 
(FAC ¶ 38.) That same year, Vandewater began importing 
Chinese Welded Outlets under the CERIECO brand 
name. (Id. ¶ 36.) According to the FAC, Reubens’ 
relationship with CERIECO is suspicious because: (1) 
Reubens and Xing Guo, a Chinese national, own a Hong 
Kong company together; (2) in 2013, Guo purchased an 
expensive villa in Florida; and (3) in July 2015, Guo 
incorporated a corporation named “CERIECO INC.” in 
Florida. (Id. ¶ 39.) The FAC also notes that in 2016, 
Island emailed Beijing Bell—another Chinese 
manufacturer of welded outlets—and received a response 
from Reubens. (Id. ¶ 44.)
 
The allegations of the FAC do not satisfy the 
requirements of Rule 9(b). The FAC describes what 
appears to be a close business relationship between the 
Vandewater Defendants and two Chinese companies: 
CERIECO and Beijing Bell. The FAC may support an 
inference that these companies had a motive to avoid 
antidumping duties, and that Vandewater did in fact 
submit false statements to Customs to avoid paying these 
duties. However, the FAC does not contain sufficient 
factual allegations that the Vandewater Defendants 
entered into an agreement with (or even acted in concert 
with) CERIECO, Beijing Bell, or any other Chinese 
companies to unlawfully evade antidumping duties.
 

2. Anvil, Sigma, and SCI

Island’s conspiracy allegations regarding Anvil, Sigma, 
and SCI also fail under Rule 9(b). In the FAC, Island 
asserts that Anvil, Sigma, and SCI agreed with Chinese 
manufacturers to submit false statements to Customs to 
avoid paying antidumping duties. (FAC ¶¶ 54, 63, 69.) In 
support of this theory, Island points to parallel conduct by 
these defendants in the form of similar pricing. (FAC ¶¶ 
53, 67.) Thus, at best, the FAC establishes that (1) 

Defendants made false statements to Customs to avoid 
paying antidumping duties, and (2) Defendants engaged 
in parallel conduct by pricing their products similarly. 
The FAC does not, however, set forth any factual 
allegations which would support a plausible inference that 
Anvil, Sigma, and SCI agreed with Chinese 
manufacturers to evade antidumping duties.
 
Accordingly, the Court finds that the FAC’s conspiracy 
allegations are insufficient under Rule 9(b). Island’s FCA 
conspiracy claims against the Vandewater Defendants, 
Anvil, Sigma, and SCI are hereby dismissed without 
prejudice.
 

D. The Public Disclosure Bar
The FCA’s public disclosure bar precludes private parties 
from bringing “qui tam suits when the relevant 
information has already entered the public domain 
through certain [enumerated] channels” unless the relator 
is an original source. Graham Cty. Soil & Water 
Conservation Dist. v. United States ex rel. Wilson, 559 
U.S. 280, 285 (2010). The rationale behind the public 
disclosure bar is “to encourage qui tam suits while 
preventing only ‘parasitic’ claims ‘in which relators, 
rather than bringing to light independently-discovered 
information of fraud, simply feed off of previous 
disclosures of government fraud.’ ” U.S. ex rel. 
Beauchamp v. Academi Training Ctr., 816 F.3d 37, 45 
(4th Cir. 2016) (quoting another source).
 
Application of the public disclosure bar involves a 
two-step inquiry. First, the Court determines whether the 
allegations or transactions underlying the qui tam were 
previously disclosed through one of the FCA’s 
enumerated channels. See 31 U.S.C.A. § 3730(e)(4)(A). 
Second, the Court determines whether the relator is an 
“original source” within the meaning of the statute. See 
id.
 

1. Public Disclosure

The first step of the public disclosure inquiry requires that 
the Court determine (1) whether the disclosures at issue 
occurred through one of the FCA’s enumerated channels, 
and (2) whether the allegations or transactions of the 
alleged fraud were publicly disclosed before the action 
was filed. Amphastar Pharm. Inc. v. Aventis Pharma SA, 
856 F.3d 696, 703 (9th Cir. 2017).
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*7 Anvil, Sigma, and SCI argue that the allegations or 
transactions of the alleged fraud were publicly disclosed 
in shipping records, the Commerce Memorandums, and 
on Defendants’ websites. However, the Court need not 
determine whether the shipping records, Commerce 
Memorandums, and Defendants’ websites fall under the 
FCA’s enumerated categories because even if they do, 
these sources do not disclose the allegations or 
transactions of the alleged fraud.
 
The Ninth Circuit has adopted the following formula to 
determine when the allegations or transactions of fraud 
have been disclosed:

[I]f X + Y = Z, Z represents the allegation of fraud and 
X and Y represent its essential elements. In order to 
disclose the fraudulent transaction publicly, the 
combination of X and Y must be revealed, from which 
readers or listeners may infer Z, i.e., the conclusion that 
fraud has been committed. We have further explained 
that, “in a fraud case, X and Y inevitably stand for but 
two elements: ‘a misrepresented state of facts and a 
true state of facts.’ ”

United States ex rel. Mateski v. Raytheon Co., 816 F.3d 
565, 571 (9th Cir. 2016) (quoting another source). 
Applying this formula, here the fraudulent allegation (Z) 
is that Defendants knowingly submitted false statements 
to Customs to the effect that their products were not 
subject to antidumping duties, even though they were. 
The misrepresented fact (X) is that Defendants’ products 
were not subject to antidumping duties. The true fact (Y) 
is that Defendants’ products were indeed subject to 
antidumping duties.4

 
As set forth above, the rationale behind the public 
disclosure bar is to prevent FCA suits in which relators, 
rather than bringing to light independently-discovered 
information of fraud, simply feed off previous 
disclosures. Beauchamp, 816 F.3d at 45. Here, however, 
an outside observer would not be able to infer the alleged 
fraud based on the shipping records, the Commerce 
Memorandums, and Defendants’ websites alone. Take, 
for example, the FAC’s allegation that in 2007, 
Vandewater imported at least five shipments of Chinese 
Welded Outlets but described these products in shipping 
manifests using a code that applied only to “Parts and 
Accessories for Motor Vehicles.” (FAC ¶ 36(a).) Using 
the purportedly public disclosures, it is theoretically 
possible that an individual could discern (1) that 
Vandewater sells Chinese Welded Outlets, (2) that 
Chinese Welded Outlets are subject to the Butt-Weld 
Order, and (3) that Vandewater’s shipping records do not 
use the phrase “welded outlets” or “Butt-Weld outlets.” 
These facts, taken together, would not allow the public to 

infer Z: that Defendants made false statements on the 
CBP Form 7501. Instead, this information could lead an 
observer to believe that although Vandewater markets 
Chinese Welded Outlets, it has no demand for these 
products and therefore does not import them. 
Alternatively, it could lead an observer to think that 
Vandewater has expanded into the motor vehicle 
accessories market. These public disclosures might hint 
that Vandewater has misrepresented its products. But they 
do not disclose the alleged fraud such that the present suit 
can be fairly characterized as “parasitic.” Beauchamp, 
816 F.3d at 45.
 
Nor do the purported public disclosures reveal the fraud 
allegedly committed by Anvil, Sigma, and SCI. Again, 
although the shipping records, Commerce Memorandums, 
and Defendants’ websites might hint at fraudulent activity 
by these defendants, they do not disclose it. To the 
contrary, an outside observer would only be able to 
connect the dots of the purported fraud by accessing 
non-public information such as that gleaned from Island’s 
investigation.
 
*8 Accordingly, at this time, the Court holds that the 
public disclosure bar does not apply.
 

E. Leave to Amend
Under Rule 15(a)(2), a court should grant leave to amend 
pleadings “where justice so requires.” Fed. R. Civ. P. 
15(a)(2); see also Sonoma County Ass’n of Retired 
Employees v. Sonoma County, 703 F.3d 1109, 1117 (9th 
Cir. 2013). Granting a motion for leave to amend is within 
the trial court’s discretion. Generally, a court will grant 
the motion unless the opposing party can substantially 
show one of the Foman factors: “undue delay, bad faith or 
dilatory motive on the part of the movant, repeated failure 
to cure deficiencies by amendments previously allowed, 
undue prejudice to the opposing party by virtue of 
allowance of the amendment, [or] futility of amendment.” 
Foman v. Davis, 371 U.S. 178, 182 (1962). Of the Foman 
factors, undue prejudice is the most important, and the 
burden is on the opposing party to show prejudice. 
Eminence Capital, LLC v. Aspeon, Inc., 316 F.3d 1048, 
1052 (9th Cir. 2003). In the Ninth Circuit, “[a]bsent 
prejudice, or a strong showing of any of the remaining 
Foman factors, there exists a presumption under Rule 
15(a) in favor of granting leave to amend.” Id.
 
Although the Court is skeptical that deficiencies in the 
FAC can be cured, the Court will give Island one chance 
to amend the FAC as to the conspiracy claim only.
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V. CONCLUSION
For the foregoing reasons, the Court GRANTS in part 
and DENIES in part Defendants’ Motions to Dismiss. 
The Court DENIES Defendants’ Motions to Dismiss the 
first cause of action. The Court GRANTS with leave to 
amend Defendants’ Motions to Dismiss the second cause 

of action. Any amended complaint must be filed within 
ten (10) calendar days of this Order.
 
IT IS SO ORDERED.
 

All Citations

Slip Copy, 2019 WL 6917927

Footnotes

1 Sigma avers that even if its products were subject to the Butt-Weld Order, Sigma did not make any false statements to Customs to 
the contrary. Specifically, Sigma argues that because the product descriptions it submits to Customs are consistent with the 
Harmonized Tariff Schedule (an international product classification system), they cannot be false. The Court disagrees. The FCA 
provides that a defendant is liable if it “knowingly conceals or knowingly and improperly avoids or decreases an obligation to pay 
or transmit money or property to the Government.” 31 U.S.C. § 3729(a)(1)(G). Thus, “mere knowledge and avoidance of an 
obligation is sufficient, without the submission of a false record[.]” United States ex rel. Customs Fraud Investigations, LLC. v. 
Victaulic Co., 839 F.3d 242, 255 (3d Cir. 2016).

2 The Vandewater Defendants argue that the FAC fails to allege the requisite knowledge under the FCA because the Vandewater 
Defendants acted under a reasonable belief that that the Butt-Weld Order did not apply to their products. In support of this 
argument, the Vandewater Defendants cite United States v. Space Coast Med. Assocs., L.L.P., 94 F. Supp. 3d 1250, 1263 (M.D. 
Fla. 2015), in which a Florida district court held that relators had not alleged that the defendants’ interpretations of a regulation 
were unreasonable. But in Space Coast, relators had not cited “any regulations that [were] so contrary to” the defendants’ behavior 
as to make the claims knowingly false. Id. at 1262. Here, in contrast, Island has cited the Butt-Weld Order as a regulation which 
(taking the facts alleged in the FAC as true, which the Court must at this stage) is clearly contrary to the Defendants’ behavior so 
as to make the claims knowingly false.

3 Island notes that that the intra-corporate conspiracy doctrine “does not apply where a corporate ‘officer has an independent 
personal stake in achieving the corporation’s illegal objectives’ ” and asks the Court to apply this personal stake exception because 
Reubens is a high-ranking officer of Vandewater. ePlus Tech., Inc. v. Aboud, 313 F.3d 166, 179 (4th Cir. 2002). However, the 
personal stake exception applies “only where a co-conspirator possesses a personal stake independent of his relationship to the 
corporation.” Id. (emphasis added). Here, there is no indication that Reubens had a personal stake distinct from his connection to 
Vandewater. Thus, the Court declines to apply this exception at this time.

4 For purposes of this motion, the Court will assume that Defendants’ products were subject to antidumping duties.

End of Document © 2022 Thomson Reuters. No claim to original U.S. Government Works.
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