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Pennell v. City of San Jose, 485 U.S. 1 (1988)
108 S.Ct. 849, 99 L.Ed.2d 1, 56 USLW 4168

KeyCite Yellow Flag - Negative Treatment
Declined to Extend by Sullivan Properties, Inc. v. City of Winter Springs,
M.D.Fla., September 25, 1995

108 S.Ct. 849
Supreme Court of the United States

Richard PENNELL and Tri—County Apartment
House Owners Association, Appellants
V.
CITY OF SAN JOSE and City Council of San Jose.

No. 86—753.
|
Argued Nov. 10, 1987.

|
Decided Feb. 24, 1988.

Synopsis

Landlord and landlords' association brought action for
declaratory and injunctive relief against city, attacking
constitutionality of city rent control ordinance. The Superior
Court, Santa Clara County, Bruce F. Allen, J., held that
provision allowing hearing officer to consider “hardship to a
tenant” when determining whether to approve rent increase
proposed by landlord was unconstitutional, but upheld annual
fee levied under ordinance on each rental unit, and both sides
appealed. The Court of Appeal, 201 Cal.Rptr. 728, affirmed,
and both sides appealed. The California Supreme Court,
42 Cal.3d 365, 228 Cal.Rptr. 726, 721 P.2d 1111,reversed
in part, determining that tenant hardship provision was
not facially unconstitutional, and landlord and landlords'
association appealed. The Supreme Court, Chief Justice
Rehnquist, held that: (1) landlords had standing to challenge
ordinance's constitutionality; (2) contention that application
of ordinance's tenant hardship provisions violated takings
clause was premature; and (3) ordinance did not on its face
violate due process clause or equal protection clause.

Affirmed.

Justice Scalia filed opinion concurring in part and dissenting
in part in which Justice O'Connor joined.

Justice Kennedy took no part in the consideration or decision
of this case.

CA-44

West Headnotes (19)

[1]

2]

3]

[4]

Associations ©@= Suits on Behalf of Members;
Associational or Representational Standing

“Associational or representational standing”
requires actual injury redressable by court,
that association's members would otherwise
having standing to sue in their own right,
that interests association seeks to protect are
germane to association's purpose and that neither
claim asserted nor relief requested requires
participation of individual members in lawsuit.
U.S.C.A. Const. Art. 3, § 1 et seq.

44 Cases that cite this headnote

Federal Civil Procedure ¢= In general;
injury or interest

Application  of  constitutional  standing
requirement is not mechanical exercise.
U.S.C.A. Const. Art. 3, § 1 et seq.

11 Cases that cite this headnote

Federal Civil Procedure ¢= Pleading

Upon challenge to standing on basis of pleadings,
the Supreme Court of the United States accepts
as true all material allegations of complaint and
construes complaint in favor of complaining
party. U.S.C.A. Const. Art. 3, § 1 et seq.

99 Cases that cite this headnote

Municipal Corporations ¢= Proceedings
concerning construction and validity of
ordinances

Landlord and landlords' association had standing
to challenge constitutionality of city rent control
ordinance allowing hearing officer to consider,
among other factors “hardship to a tenant” when
determining whether to approve rent increase
proposed by landlord, even though complaint
did not allege that landlords had “hardship
tenants” who might trigger ordinance's hearing
process or that they had been or would be
aggrieved by hearing officer's determination that
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Pennell v. City of San Jose, 485 U.S. 1 (1988)
108 S.Ct. 849, 99 L.Ed.2d 1, 56 USLW 4168

[5]

[6]

(7]

certain proposed rent increase was unreasonable
on ground of tenant hardship; allegation that
landlords' properties were subject to ordinance
and statement at oral argument that association
represented most of residential unit owners
in city and had many hardship tenants raised
likelihood of enforcement of ordinance, with
concomitant probability that rent would be
reduced below what landlord would otherwise be
able to obtain, so as to sustain landlords' burden
of demonstrating realistic danger of sustaining
direct injury as result of ordinance's operation or
enforcement. U.S.C.A. Const. Art. 3, § 1 et seq.

76 Cases that cite this headnote

Federal Courts &= Presentation of Questions
Below or on Review; Record; Waiver

Parties litigating in the Supreme Court of the
United States should take pains to supplement
record in any manner necessary to enable Court
to address with as much precision as possible any
question of standing that may be raised. U.S.C.A.
Const. Art. 3, § 1 et seq.

9 Cases that cite this headnote

Eminent Domain ¢= What Constitutes a
Taking; Police and Other Powers Distinguished

Fifth Amendment's just compensation provision
is designed to bar Government from forcing
some people alone to bear public burdens which,
in all fairness and justice, should be borne by
public as a whole. U.S.C.A. Const.Amend. 5.

8 Cases that cite this headnote

Constitutional Law ¢= Necessity of
Determination

Constitutionality of statutes ought not be decided
except in actual factual setting that makes such
decision necessary, particularly in takings cases.
U.S.C.A. Const.Amends. 5, 14.

11 Cases that cite this headnote

8]

191

[10]

[11]

Municipal Corporations ¢= Proceedings
concerning construction and validity of
ordinances

Landlords' contention that city rent control
ordinance's tenant hardship provision violated
takings clause, alleging that reducing, because
of tenant hardship, what would otherwise be
“reasonable” rent under other, objective factors
specified in ordinance, relating to landlord's
cost or rental market's condition, accomplished
taking and transfer of landlord's property to
individual hardship tenants, was premature,
absent evidence that tenant hardship provision
had in fact ever been relied upon by hearing
officer to reduce rent as alleged, particularly
where ordinance did not require that hearing
officer in fact reduce proposed rent increase
on grounds of tenant hardship, but rather, only
required that tenant hardship be considered.
U.S.C.A. Const.Amends. 5, 14.

24 Cases that cite this headnote

Constitutional Law @= Charges and prices in
general

State price-control regulation that is arbitrary,
discriminatory, or demonstrably irrelevant to
policy that legislature is free to adopt violates
Due Process Clause. U.S.C.A. Const.Amends. 5,
14.

30 Cases that cite this headnote

Constitutional Law ¢~ Antitrust regulation in
general

Government's intervention in marketplace to
regulate rates or prices that are artificially
inflated as result of monopoly or near monopoly
does not violate Due Process Clause. U.S.C.A.
Const.Amends. 5, 14.

1 Cases that cite this headnote

Landlord and Tenant <= Validity

City rent control ordinance's purpose of
preventing unreasonable rent increases caused
by city's housing shortage was legitimate
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Pennell v. City of San Jose, 485 U.S. 1 (1988)
108 S.Ct. 849, 99 L.Ed.2d 1, 56 USLW 4168

[12]

[13]

[14]

[15]

[16]

exercise of city's police powers. U.S.C.A.
Const.Amends. 5, 14.

8 Cases that cite this headnote

Eminent Domain ¢= Rent control; housing
Landlord and Tenant ¢= Power to regulate

States have broad power to regulate housing
conditions in general and landlord-tenant
relationship in particular without paying
compensation for all economic injuries that such
regulation entails. U.S.C.A. Const.Amends. 5,

14.

15 Cases that cite this headnote

Eminent Domain ¢= Rent control; housing

Statutes regulating economic relations of
landlords and tenants are not per se takings.
U.S.C.A. Const.Amends. 5, 14.

10 Cases that cite this headnote

Constitutional Law @= Charges and prices in
general

For purposes of due process analysis, protection
of consumer welfare is legitimate and rational
goal of price or rate regulation. U.S.C.A.
Const.Amends. 5, 14.

12 Cases that cite this headnote

Landlord and Tenant &= Purpose

Protection of tenants is primary purpose of rent
control.

2 Cases that cite this headnote

Constitutional Law é= Rent control
Landlord and Tenant ¢= Validity

Provision in city rent control ordinance that
hearing officer may consider tenant's hardship,
among other factors, in finally fixing reasonable
rent, did not render ordinance facially invalid
under Fourteenth Amendment's due process
clause; ordinance's scheme represented rational
attempt to accommodate conflicting interests

[17]

[18]

[19]

of protecting tenants from burdensome rent
increases and from costs of dislocation while
at same time ensuring that landlords were
guaranteed fair return on their investment.
U.S.C.A. Const.Amend. 14.

38 Cases that cite this headnote

Constitutional Law @= Rent control

In face of Equal Protection challenge to city rent
control ordinance, city was only required to show
that classification scheme embodied in ordinance
was rationally related to legitimate state interest.
U.S.C.A. Const.Amend. 14.

54 Cases that cite this headnote

Constitutional Law ¢= Statutes and other
written regulations and rules

Statute that does not burden suspect class or
fundamental interest will not be overturned
on Equal Protection grounds unless varying
treatment of different groups of persons is so
unrelated to achievement of any combination of
legitimate purposes as to compel conclusion that
legislature's actions were irrational. U.S.C.A.
Const.Amend. 14.

86 Cases that cite this headnote

Constitutional Law &= Rent control
Landlord and Tenant <= Validity

City rent control ordinance allowing hearing
officer to consider, among other factors,
“hardship to a tenant” when determining whether
to approve rent increase proposed by landlord did
not, on its face, violate Equal Protection Clause;
treating landlords differently on basis of whether
they had hardship tenants was rationally related
to legitimate purpose of protecting tenants.
U.S.C.A. Const.Amend. 14.

21 Cases that cite this headnote
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*%852 Syllabus *

The syllabus constitutes no part of the opinion of
the Court but has been prepared by the Reporter
of Decisions for the convenience of the reader. See
United States v. Detroit Lumber Co., 200 U.S. 321,
337,26 S.Ct. 282, 287, 50 L.Ed. 499.

*01 Under a San Jose, Cal., rent control ordinance
(Ordinance), a landlord may automatically raise the annual
rent of a tenant in possession by as much as eight
percent, but if a tenant objects to a higher increase, a
hearing is required to determine whether the landlord's
proposed increase is “reasonable under the circumstances,”
and the hearing officer is directed to consider specified
factors, including “the hardship to a tenant.” Appellants,
an individual landlord and Tri—-County Apartment House
Owners Association (Association), which represents owners
and lessors of real property located in San Jose, filed a
state-court action seeking a declaration that the Ordinance,
particularly the “tenant hardship” provision, is facially invalid
under the Federal Constitution. The court entered judgment
on the pleadings in appellants' favor, and the California Court
of Appeal affirmed. However, the California Supreme Court
reversed, rejecting appellants' arguments under the Takings
Clause of the Fifth Amendment and the Equal Protection and
Due Process Clauses of the Fourteenth Amendment.

Held:

1. Appellants have standing to challenge the Ordinance's
constitutionality, even though they did not allege that either
the individual appellant or appellant Association's members
have “hardship tenants” who might trigger the Ordinance's
hearing process, or that they have been or will be aggrieved
by a hearing officer's determination that a certain proposed
rent increase is unreasonable on the ground of tenant hardship.
When standing is challenged on the basis of the pleadings,
all material allegations of the complaint must be taken as
true, and the complaint must be *2 construed in favor of
the complaining party. Appellants alleged that their properties
are subject to the Ordinance, and stated at oral argument
that the Association represents “most of the residential
unit owners in the city and [has] many hardship tenants.”
Thus, the likelihood of enforcement of the Ordinance, with
the concomitant probability that a rent will be reduced
below what the landlord would otherwise be able to obtain,
is a sufficient threat of actual injury to satisfy Art. II's

requirement that a plaintiff who challenges a law must
demonstrate a realistic danger of sustaining a direct injury as
a result of the law's operation or enforcement. Pp. 854—855.

2. Appellants' contention that application of the Ordinance's
tenant hardship provision violates the Takings Clause—since
reducing, because of tenant hardship, what would otherwise
be a “reasonable” rent under the other, objective factors
specified in the Ordinance relating to the landlord's costs
or the rental market's condition, accomplishes a taking and
transfer of the landlord's property to individual hardship
tenants—is premature. There is no evidence that the tenant
hardship provision has in fact ever been relied upon by a
hearing officer to reduce a rent below the figure it would
have been set at on the basis of the other specified factors. In
addition, the Ordinance does not require that a hearing officer
in fact reduce a proposed rent increase on grounds of tenant
hardship, but only makes it mandatory that tenant hardship
be considered. In takings cases, the constitutionality of laws
should not be decided except in an actual factual setting that
makes such a decision necessary. Pp. 856-857.

3. The mere provision in the Ordinance that a hearing
officer may consider the tenant's hardship in finally fixing
a reasonable rent does not render the Ordinance facially
invalid under the Due Process Clause. The Ordinance's
purpose of preventing unreasonable rent increases **853
caused by the city's housing shortage is a legitimate exercise
of appellees' police powers. Moreover, there is no merit
to appellants' argument that it is arbitrary, discriminatory,
or demonstrably irrelevant for appellees to attempt to
accomplish the additional goal of reducing the burden of
housing costs on low-income tenants by requiring that
“hardship to a tenant” be considered in determining the
amount of excess rent increase that is “reasonable under
the circumstances.” The protection of consumer welfare is
a legitimate and rational goal of price or rate regulation.
The Ordinance's scheme represents a rational attempt to
accommodate the conflicting interests of protecting tenants
from burdensome rent increases while at the same time
ensuring that landlords are guaranteed a fair return on their
investment. Pp. 857-859.

4. The Ordinance, on its face, does not violate the Equal
Protection Clause. Its classification scheme is rationally
related to the legitimate *3 purpose of protecting tenants. It
is not irrational for the Ordinance to treat landlords differently
on the basis of whether or not they have hardship tenants. Pp.
858-859.
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42 Cal.3d 365, 228 Cal.Rptr. 726, 721 P.2d 1111 (1986),
affirmed.

REHNQUIST, C.J., delivered the opinion of the Court, in
which BRENNAN, WHITE, MARSHALL, BLACKMUN,
and STEVENS, JJ., joined. SCALIA, J., filed an opinion
concurring in part and dissenting in part, in which
O'CONNOR, J., joined, post, p. ——. KENNEDY, J., took no
part in the consideration or decision of the case.

Attorneys and Law Firms

Harry D. Miller argued the cause for appellants. With him on
the briefs were Burch Fitzpatrick and Gary E. Rosenberg.

Joan R. Gallo argued the cause for appellees. With her on the
brief was George Rios.*

* Briefs of amici curiae urging reversal were filed for the
California Association of Realtors by William M. Pfeiffer, for
the National Apartment Association et al. by Jon D. Smock,
Wilbur H. Haines III, and Jeffrey J. Gale; for the National
Association of Realtors by William D. North, for the National
Multi Housing Council by Lawrence B. Simons and Michael
E. Fine; for the Rent Stabilization Association of New York
City, Inc., et al. by Erwin N. Griswold, and for the Washington
Legal Foundation by Daniel J. Popeo, Paul D. Kamenar, and
Todd Natkin.

Briefs of amici curiae urging affirmance were filed for the
American Civil Liberties Union et al. by John A. Powell,
Steven R. Shapiro, Helen Hershkoff, Paul L. Hoffman, and
Mark Rosenbaum, for the American Federation of Labor and
Congress of Industrial Organizations by Robert M. Weinberg
and Laurence Gold; for the Asian Law Alliance et al. by
Brenton Rogozen; for the Center for Constitutional Rights by
Frank E. Deale; for the National Housing Law Project by
David B. Bryson; for the National Institute of Municipal Law
Officers by William I. Thornton, Jr,, Roger F. Cutler, Roy D.
Bates, and William H. Taube; and for the U.S. Conference of
Mayors et al. by Benna Ruth Solomon and H. Bartow Farr I11.

Briefs of amici curiae were filed for the city of Santa Monica
et al. by Joseph Lawrence, Karl M. Manheim, Joel M. Levy,
Hadassa K. Gilbert, Manuela Albuquerque, Raymond E. Ott,
Mary Jo Levinger, Marc G. Hynes, Jayne W. Williams, K.
Duane Lyders, Louise H. Renne, Roger T. Picquet, Steven A.
Amerikaner, Mark G. Sellers, and John M. Powers, for the

Competitive Enterprise Institute by Sam Kazman, and for the
National Association of Home Builders et al. by Gus Bauman.

Opinion

*4 Chief Justice REHNQUIST delivered the opinion of the
Court.

This case involves a challenge to a rent control ordinance
enacted by the city of San Jose, California, that allows a
hearing officer to consider, among other factors, the “hardship
to a tenant” when determining whether to approve a rent
increase proposed by a landlord. Appellants Richard Pennell
and the Tri—County Apartment House Owners Association
sued in the Superior Court of Santa Clara County seeking
a declaration that the ordinance, in particular the “tenant
hardship” provisions, are “facially unconstitutional and
therefore ... illegal and void.” The Superior Court entered
judgment on the pleadings in favor of appellants, sustaining
their claim that the tenant hardship provisions violated the
Takings Clause of the Fifth Amendment, as made applicable
to the States by the Fourteenth Amendment. The California
Court of Appeal affirmed this judgment, 154 Cal.App.3d
1019, 201 Cal.Rptr. 728 (1984), but the Supreme Court of
California reversed, 42 Cal.3d 365, 228 Cal.Rptr. 726, 721
P.2d 1111 (1986), each by a divided vote. The majority of
the Supreme Court rejected appellants' arguments under the
Takings Clause and the Equal Protection and Due Process
Clauses of the Fourteenth Amendment; the dissenters in that
court thought that the tenant hardship provisions were a
“forced subsidy imposed on the landlord” in violation of the
Takings Clause. /d., at 377, 228 Cal.Rptr., at 734, 721 P.2d,
at 1119. On appellants' appeal to this Court we postponed
consideration of the question of jurisdiction, 480 U.S. 905,
107 S.Ct. 1346,94 L.Ed.2d 517 (1987), and now having heard
oral argument we affirm the judgment of the Supreme Court
of California.

The city of San Jose enacted its rent control ordinance
(Ordinance) in 1979 with the stated purpose of

“alleviat[ing] some of the more immediate needs created by
San Jose's housing situation. These needs include but are
not limited to the prevention of excessive and unreasonable
rent increases, the alleviation of undue hardships *5

upon individual tenants, and the assurance to landlords
of a fair and reasonable return **854 on the value of
their property.” San Jose Municipal Ordinance 19696, §

5701.2.
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1 In order to be consistent with the decisions below,

we refer throughout this opinion to the sections of
the Ordinance as originally designated. We note,
however, that the San Jose Municipal Code has
recently been recodified and the Ordinance now
appears at Chapter 17.23 of the new Code.

At the heart of the Ordinance is a mechanism for determining
the amount by which landlords subject to its provisions may
increase the annual rent which they charge their tenants. A
landlord is automatically entitled to raise the rent of a tenant

in possession2 by as much as eight percent; if a tenant
objects to an increase greater than eight percent, a hearing is
required before a “Mediation Hearing Officer” to determine
whether the landlord's proposed increase is “reasonable under
the circumstances.” The Ordinance sets forth a number of
factors to be considered by the hearing officer in making
this determination, including “the hardship to a tenant.” §
5703.28(c)(7). Because appellants concentrate their attack
on the consideration of this factor, we set forth the relevant
provision of the Ordinance in full:

Under § 5703.3, the Ordinance does not apply to
rent or rent increases for new rental units first
rented after the Ordinance takes effect, § 5703.3(a),
to the rental of a unit that has been voluntarily
vacated, § 5703.3(b)(1), or to the rental of a unit
that is vacant as a result of eviction for certain
specified acts, § 5703.3(b)(2).

“5703.29. Hardship to Tenants. In the case of a rent
increase or any portion thereof which exceeds the standard
set in Section 5703.28(a) or (b), then with respect to
such excess and whether or not to allow same to be
part of the increase allowed under this Chapter, the
Hearing Officer shall consider the economic and financial
hardship imposed on the present tenant or tenants of
the unit or units to which such increases apply. If, on
balance, the Hearing Officer determines that the proposed
increase *6 constitutes an unreasonably severe financial
or economic hardship on a particular tenant, he may
order that the excess of the increase which is subject to
consideration under subparagraph (c) of Section 5703.28,
or any portion thereof, be disallowed. Any tenant whose
household income and monthly housing expense meets
[certain income requirements] shall be deemed to be
suffering under financial and economic hardship which
must be weighed in the Hearing Officer's determination.

The burden of proof in establishing any other economic
hardship shall be on the tenant.”

If either a tenant or a landlord is dissatisfied with the
decision of the hearing officer, the Ordinance provides
for binding arbitration. A landlord who attempts to charge
or who receives rent in excess of the maximum rent
established as provided in the Ordinance is subject to
criminal and civil penalties.

[1] Before we turn to the merits of appellants' contentions we
consider the claim of appellees that appellants lack standing to
challenge the constitutionality of the Ordinance. The original
complaint in this action states that appellant Richard Pennell
“is an owner and lessor of 109 rental units in the City of
San Jose.” Appellant Tri—-County Apartment House Owners
Association (Association) is said to be “an unincorporated
association organized for the purpose of representing the
interests of the owners and lessors of real property located in
the City of San Jose.” App. 2-3. The complaint also states
that the real property owned by appellants is “subject to the
terms of” the Ordinance. But, appellees point out, at no time
did appellants allege that either Pennell or any member of
the Association has “hardship tenants” who might trigger the
Ordinance's hearing process, nor did they specifically allege
that they have been or will be aggrieved by the determination
of a hearing officer that a certain proposed rent increase is
unreasonable on the ground of tenant hardship. As appellees
put it, “[a]t **855 this point in time, it is speculative” *7
whether any of the Association's members will be injured
in fact by the Ordinance's tenant hardship provisions. Thus,
appellees contend, appellants lack standing under either the
test for individual standing, see, e.g., Valley Forge Christian
College v. Americans United for Separation of Church &
State, Inc., 454 U.S. 464,472,102 S.Ct. 752, 758, 70 L.Ed.2d

[13N3

700 (1982) (individual standing requires an “ ‘actual injury

5 99

redressable by the court’ ), or the test for associational
standing, see Hunt v. Washington Apple Advertising Comm'n,
432 U.S. 333, 343, 97 S.Ct. 2434, 2441, 53 L.Ed.2d 383
(1977) (an association has standing on behalf of its members

only when “its members would otherwise have standing to

sue in their own right”). 3

Our cases also impose two additional requirements
for associational or representational standing: the
interests the organization seeks to protect must be
“germane to the organization's purpose,” Hunt, 432
U.S., at 343, 97 S.Ct., at 2441, and “neither the
claim asserted nor the relief requested requires the

participation of individual members in the lawsuit,
ibid. See also Automobile Workers v. Brock, 477
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U.S. 274, 281-282, 106 S.Ct. 2523, 2529, 91
L.Ed.2d 228 (1986). Both of these requirements
are satisfied here. The Association was “organized
for the purpose of representing the interests of the
owners and lessors of real property” in San Jose in
this lawsuit, App. 3, and the facial challenge that
the Association makes to the Ordinance does not
require the participation of individual landlords.

21 131 [4]
“application of the constitutional standing requirement [is
not] a mechanical exercise,” Allen v. Wright, 468 U.S. 737,
751, 104 S.Ct. 3315, 3324, 82 L.Ed.2d 556 (1984), and that
when standing is challenged on the basis of the pleadings,
we “accept as true all material allegations of the complaint,
and ... construe the complaint in favor of the complaining
party,” Warth v. Seldin, 422 U.S. 490, 501, 95 S.Ct. 2197,
22006, 45 L.Ed.2d 343 (1975); see also Gladstone, Realtors v.
Village of Bellwood, 441 U.S. 91, 109, 99 S.Ct. 1601, 1612,
60 L.Ed.2d 66 (1979). Here, appellants specifically alleged
in their complaint that appellants' properties are “subject to
the terms of” the Ordinance, and they stated at oral argument
that the Association represents “most of the residential unit
owners in the city and [has] many hardship tenants,” Tr. of
Oral Arg. 42; see also id., at 7; Reply Brief for Appellants 2.
*8 Accepting the truth of these statements, which appellees
do not contest, it is not “unadorned speculation,” Simon
v. Eastern Kentucky Welfare Rights Organization, 426 U.S.
26, 44, 96 S.Ct. 1917, 1927, 48 L.Ed.2d 450 (1976), to
conclude that the Ordinance will be enforced against members
of the Association. The likelihood of enforcement, with the
concomitant probability that a landlord's rent will be reduced
below what he or she would otherwise be able to obtain in
the absence of the Ordinance, is a sufficient threat of actual
injury to satisfy Art. III's requirement that “[a] plaintiff who
challenges a statute must demonstrate a realistic danger of
sustaining a direct injury as a result of the statute's operation
or enforcement.” Babbitt v. Farm Workers, 442 U.S. 289, 298,

99 S.Ct. 2301, 2308, 60 L.Ed.2d 895 (1979). 4

Appellees also argue that Pennell lacks standing
individually because in early 1987 he sold the
properties he owned at the time the complaint in
this action was filed. See Brief for Appellees 8.
In a declaration submitted to the Court, Pennell
admits that he sold these properties, but states
that he recently repurchased and now owns one
of the apartment buildings in San Jose that he
formerly owned. Declaration of Richard Pennell

7. That property was and still is “subject to the
Ordinance.” Id., § 8. Because we conclude that the
Association has standing and that therefore we have
jurisdiction over this appeal, we find it unnecessary
to decide whether Pennell's sale and repurchase of
the property affects his standing here.

[5] This said, we recognize that the record in this case
leaves much to be desired in terms of specificity for purposes

We must keep in mind, however, that of determining the standing of appellants to challenge this

Ordinance. Undoubtedly this is at least in part a reflection of
the fact that the case originated in a state court where Art. III's
proscription against **856 advisory opinions may not apply.
We strongly suggest that in future cases parties litigating in
this Court under circumstances similar to those here take
pains to supplement the record in any manner necessary to
enable us to address with as much precision as possible any
question of standing that may be raised.

[6] Turning now to the merits, we first address appellants'
contention that application of the Ordinance's tenant hardship
provisions violates the Fifth and Fourteenth Amendments'

*9 prohibition against taking of private property for public
use without just compensation. In essence, appellants' claim
is as follows: § 5703.28 of the Ordinance establishes the
seven factors that a hearing officer is to take into account in
determining the reasonable rent increase. The first six of these
factors are all objective, and are related either to the landlord's
costs of providing an adequate rental unit, or to the condition
of the rental market. Application of these six standards results
in a rent that is “reasonable” by reference to what appellants
contend is the only legitimate purpose of rent control: the
elimination of “excessive” rents caused by San Jose's housing
shortage. When the hearing officer then takes into account
“hardship to a tenant” pursuant to § 5703.28(c)(7) and
reduces the rent below the objectively “reasonable” amount
established by the first six factors, this additional reduction
in the rent increase constitutes a “taking.” This taking is
impermissible because it does not serve the purpose of
eliminating excessive rents—that objective has already been
accomplished by considering the first six factors—instead, it
serves only the purpose of providing assistance to “hardship
tenants.” In short, appellants contend, the additional reduction
of rent on grounds of hardship accomplishes a transfer
of the landlord's property to individual hardship tenants;
the Ordinance forces private individuals to shoulder the
“public” burden of subsidizing their poor tenants' housing.
As appellants point out, “[i]t is axiomatic that the Fifth
Amendment's just compensation provision is ‘designed to
bar Government from forcing some people alone to bear
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public burdens which, in all fairness and justice, should be
borne by the public as a whole.” ” First English Evangelical
Lutheran Church of Glendale v. County of Los Angeles, 482
U.S. 304, 318-319, 107 S.Ct. 2378, 2388, 96 L.Ed.2d 250
(1987) (quoting Armstrong v. United States, 364 U.S. 40, 49,
80 S.Ct. 1563, 1569, 4 L.Ed.2d 1554 (1960)).

71 18]
contention on the present record. As things stand, there simply
is no evidence that the “tenant hardship clause” has in fact
ever *10 been relied upon by a hearing officer to reduce a
rent below the figure it would have been set at on the basis
of the other factors set forth in the Ordinance. In addition,
there is nothing in the Ordinance requiring that a hearing
officer in fact reduce a proposed rent increase on grounds
of tenant hardship. Section 5703.29 does make it mandatory
that hardship be considered—it states that “the Hearing
Officer shall consider the economic hardship imposed on
the present tenant”—but it then goes on to state that if
“the proposed increase constitutes an unreasonably severe
financial or economic hardship ... he may order that the excess
of the increase” be disallowed. § 5703.29 (emphasis added).
Given the “essentially ad hoc, factual inquir[y]” involved
in the takings analysis, Kaiser Aetna v. United States, 444
U.S. 164, 175, 100 S.Ct. 383, 390, 62 L.Ed.2d 332 (1979),
we have found it particularly important in takings cases to
adhere to our admonition that “the constitutionality of statutes
ought not be decided except in an actual factual setting that
makes such a decision necessary.” Hodel v. Virginia Surface
Mining & Reclamation Assn., Inc., 452 U.S. 264, 294-295,
101 S.Ct. 2352, 2369-2370, 69 L.Ed.2d 1 (1981). In Virginia
Surface Mining, for example, we found that a challenge to
the Surface Mining Control and Reclamation Act of 1977, 91
Stat. 447,30 U.S.C. § 1201 et seq., was “premature,” **857
452 U.S., at 296, n. 37, 101 S.Ct., at 2370, n. 37, and “not
ripe for judicial resolution,” id., at 297, 101 S.Ct., at 2371,
because the property owners in that case had not identified
any property that had allegedly been taken by the Act, nor had
they sought administrative relief from the Act's restrictions on
surface mining. Similarly, in this case we find that the mere
fact that a hearing officer is enjoined to consider hardship to
the tenant in fixing a landlord's rent, without any showing
in a particular case as to the consequences of that injunction
in the ultimate determination of the rent, does not present
a sufficiently concrete factual setting for the adjudication of
the takings claim appellants raise here. Cf. CIO v. McAdory,
325 U.S. 472, 475-476, 65 S.Ct. 1395, 1397, 89 L.Ed. 1741
(1945) (declining to consider the validity of a state statute

We think it would be premature to consider this

when the record did not *11 show that the statute would ever

be applied to any of the petitioner's members). 3

For this reason we also decline to address
appellants' contention that application of §
5703.28(c)(7) to reduce an otherwise reasonable
rent increase on the basis of tenant hardship violates
the Fourteenth Amendment's due process and equal
protection requirements. See Hodel v. Indiana, 452
U.S. 314, 335-336, 101 S.Ct. 2376, 2388-2389,
69 L.Ed.2d 40 (1981) (dismissing as “premature” a
due process challenge to the civil penalty provision
of the Surface Mining Act because “appellees have
made no showing that they were ever assessed civil
penalties under the Act, much less that the statutory
prepayment requirement was ever applied to them
or caused them any injury”).

Appellants and several amici also argue that
the Ordinance's combination of lower rents for
hardship tenants and restrictions on a landlord's
power to evict a tenant amounts to a physical taking
of the landlord's property. We decline to address
this contention not only because it was raised for
the first time in this Court, but also because it, too,
is premised on a hearing officer's actually granting
a lower rent to a hardship tenant.

91 [op [y (121 (@3] [14] [15] [16]
also urge that the mere provision in the Ordinance that
a hearing officer may consider the hardship of the tenant
in finally fixing a reasonable rent renders the Ordinance
“facially invalid” under the Due Process and Equal
Protection Clauses, even though no landlord ever has its
rent diminished by as much as one dollar because of the
application of this provision. The standard for determining
whether a state price-control regulation is constitutional
under the Due Process Clause is well established: “Price
control is ‘unconstitutional ... if arbitrary, discriminatory,
or demonstrably irrelevant to the policy the legislature is
free to adopt....” ” Permian Basin Area Rate Cases, 390
U.S. 747, 769-770, 88 S.Ct. 1344, 1361, 20 L.Ed.2d 312
(1968) (quoting Nebbia v. New York, 291 U.S. 502, 539, 54
S.Ct. 505, 517, 78 L.Ed. 940 (1934)). In other contexts we
have recognized that the government may intervene in the
marketplace to regulate rates or prices that are artificially
inflated as a result of the existence of a monopoly or near
monopoly, see, e.g., FCC v. Florida Power Corp., 480 U.S.
245, 250-254, 107 S.Ct. 1107, 1111-1113, 94 L.Ed.2d 282
(1987) (approving limits on rates charged to cable companies

Appellants
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Pennell v. City of San Jose, 485 U.S. 1 (1988)
108 S.Ct. 849, 99 L.Ed.2d 1, 56 USLW 4168

for access to telephone poles); FPC v. Texaco Inc., 417 U.S.
380, 397-398, 94 S.Ct. 2315, 2326-2327, 41 L.Ed.2d 141
(1974) (recognizing that federal regulation of the natural
*12 gas market was in response to the threat of monopoly
pricing), or a discrepancy between supply and demand in
the market for a certain product, see, e.g., Nebbia v. New
York, supra, 291 U.S., at 530, 538, 54 S.Ct., at 513, 516
(allowing a minimum price for milk to offset a “flood of
surplus milk”). Accordingly, appellants do not dispute that
the Ordinance's asserted purpose of “prevent[ing] excessive
and unreasonable rent increases” caused by the “growing
shortage of and increasing demand for housing in the City
of San Jose,” § 5701.2, is a legitimate exercise of appellees'

police powers.6 Cf. Block **858 v. Hirsh, 256 U.S. 135,
156, 41 S.Ct. 458, 459, 65 L.Ed. 865 (1921) (approving
rent control in Washington, D.C., on the basis of Congress'
finding that housing in the city was “monopolized”). They
do argue, however, that it is “arbitrary, discriminatory, or
demonstrably irrelevant,” Permian Basin Area Rate Cases,
supra, 390 U.S., at 769—770, 88 S.Ct. at 1361, for appellees
to attempt to accomplish the additional goal of reducing the
burden of housing costs on low-income tenants by requiring
that “hardship to a tenant” be considered in determining the
amount of excess rent increase that is “reasonable under the

circumstances” pursuant to § 5703.28. 7 As appellants put it,
“[t]he objective of alleviating individual tenant hardship is ...
not a ‘policy the legislature is free to adopt’ in a rent control
ordinance.” Reply Brief for Appellants 16.

Appellants do not claim, as do some amici, that
rent control is per se a taking. We stated in Loretto
v. Teleprompter Manhattan CATV Corp., 458 U.S.
419, 102 S.Ct. 3164, 73 L.Ed.2d 868 (1982),
that we have “consistently affirmed that States
have broad power to regulate housing conditions
in general and the landlord-tenant relationship in
particular without paying compensation for all
economic injuries that such regulation entails.”
Id., at 440, 102 S.Ct., at 3178 (citing, inter alia,
Bowles v. Willingham, 321 U.S. 503, 517-518, 64
S.Ct. 641, 648-649, 88 L.Ed. 892 (1944)). And
in FCC v. Florida Power Corp., 480 U.S. 245,
107 S.Ct. 1107, 94 L.Ed.2d 282 (1987), we stated
that “statutes regulating the economic relations of
landlords and tenants are not per se takings.” Id.,
at 252,107 S.Ct., at 1112. Despite amici 's urgings,
we see no need to reconsider the constitutionality
of rent control per se.

7 As we noted above, see n. 5, supra, to the

extent that appellants' due process argument is
based on the claim that the Ordinance forces
landlords to subsidize individual tenants, that claim
is premature and not presented by the facts before
us.

*13 We reject this contention, however, because we have
long recognized that a legitimate and rational goal of price
or rate regulation is the protection of consumer welfare.
See, e.g., Permian Basin Area Rate Cases, supra, 390 U.S.,
at 770, 88 S.Ct., at 1361; FPC v. Hope Natural Gas Co.,
320 U.S. 591, 610-612, 64 S.Ct. 281, 291-292, 88 L.Ed.
333 (1944) (“The primary aim of [the Natural Gas Act]
was to protect consumers against exploitation at the hands
of natural gas companies”). Indeed, a primary purpose of
rent control is the protection of tenants. See, e.g., Bowles v.
Willingham, 321 U.S. 503, 513, n. 9, 64 S.Ct. 641, 646, n.
9, 88 L.Ed. 892 (1944) (one purpose of rent control is “to
protect persons with relatively fixed and limited incomes,
consumers, wage earners ... from undue impairment of
their standard of living”). Here, the Ordinance establishes
a scheme in which a hearing officer considers a number of
factors in determining the reasonableness of a proposed rent
increase which exceeds eight percent and which exceeds the
amount deemed reasonable under either § 5703.28(a) or §
5703.28(b). The first six factors of § 5703.28(c) focus on
the individual landlord—the hearing officer examines the
history of the premises, the landlord's costs, and the market
for comparable housing. Section 5703.28(c)(5) also allows
the landlord to bring forth any other financial evidence—
including presumably evidence regarding his own financial
status—to be taken into account by the hearing officer. It is
in only this context that the Ordinance allows tenant hardship
to be considered and, under § 5703.29, “balance[d]” with the
other factors set out in § 5703.28(c). Within this scheme, §
5703.28(c) represents a rational attempt to accommodate the
conflicting interests of protecting tenants from burdensome
rent increases while at the same time ensuring that landlords
are guaranteed a fair return on their investment. Cf. Bowl/es v.
Willingham, supra, at 517, 64 S.Ct., at 648 (considering, but
rejecting, the contention that rent control must be established
“landlord by landlord, as in the fashion of utility rates™).
We accordingly find that the Ordinance, which so carefully
considers both the individual circumstances of the landlord
and *14 the tenant before determining whether to allow an
additional increase in rent over and above certain amounts

that are deemed reasonable, does not on its face violate the

Fourteenth Amendment's Due Process Clause. 8
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The consideration of tenant hardship also serves
the additional purpose, not stated on the face of
the Ordinance, of reducing the costs of dislocation
that might otherwise result if landlords were to
charge rents to tenants that they could not afford.
Particularly during a housing shortage, the social
costs of the dislocation of low-income tenants
can be severe. By allowing tenant hardship to
be considered under § 5703.28(c), the Ordinance
enables appellees to “fine tune” their rent control
to take into account the risk that a particular tenant
will be forced to relocate as a result of a proposed
rent increase.

**859 [17] [18] [19]
does not violate the Amendment's Equal Protection Clause.
Here again, the standard is deferential; appellees need
only show that the classification scheme embodied in the
Ordinance is “rationally related to a legitimate state interest.”
New Orleans v. Dukes, 427 U.S. 297, 303, 96 S.Ct. 2513,
2517, 49 L.Ed.2d 511 (1976). As we stated in Vance v.
Bradley, 440 U.S. 93, 99 S.Ct. 939, 59 L.Ed.2d 171 (1979),
“we will not overturn [a statute that does not burden a
suspect class or a fundamental interest] unless the varying
treatment of different groups or persons is so unrelated to
the achievement of any combination of legitimate purposes
that we can only conclude that the legislature's actions
were irrational.” Id., at 97, 99 S.Ct., at 943. In light of
our conclusion above that the Ordinance's tenant hardship
provisions are designed to serve the legitimate purpose of
protecting tenants, we can hardly conclude that it is irrational
for the Ordinance to treat certain landlords differently on
the basis of whether or not they have hardship tenants. The
Ordinance distinguishes between landlords because doing so
furthers the purpose of ensuring that individual tenants do
not suffer “unreasonable” hardship; it would be inconsistent
to state that hardship is a legitimate factor to be considered
but then hold that appellees could not tailor the Ordinance so
that only legitimate hardship cases are redressed. Cf. Woods
v. Cloyd W. Miller Co., 333 U.S. 138, 145, 68 S.Ct. 421,
425, 92 L.Ed. 596 (1948) *15 Congress “need not control
all rents or none. It can select those areas or those classes of
property where the need seems the greatest’”). We recognize,
as appellants point out, that in general it is difficult to say
that the landlord “causes” the tenant's hardship. But this is
beside the point—if a landlord does have a hardship tenant,
regardless of the reason why, it is rational for appellees
to take that fact into consideration under § 5703.28 of the

Ordinance when establishing a rent that is “reasonable under
the circumstances.”

For the foregoing reasons, we hold that it is premature to
consider appellants' claim under the Takings Clause and
we reject their facial challenge to the Ordinance under
the Due Process and Equal Protection Clauses of the
Fourteenth Amendment. The judgment of the Supreme Court
of California is accordingly

Affirmed.

Justice KENNEDY took no part in the consideration or

We also find that the Ordinance decision of this case.

Justice SCALIA, with whom Justice O'CONNOR joins,
concurring in part and dissenting in part.

I agree that the tenant hardship provision of the Ordinance
does not, on its face, violate either the Due Process Clause or
the Equal Protection Clause of the Fourteenth Amendment. I
disagree, however, with the Court's conclusion that appellants'
takings claim is premature. I would decide that claim on the
merits, and would hold that the tenant hardship provision of
the Ordinance effects a taking of private property without
just compensation in violation of the Fifth and Fourteenth
Amendments.

I

Appellants contend that any application of the tenant
hardship provision of the San Jose Ordinance would effect
an uncompensated taking of private property because that
provision does not substantially advance legitimate state
interests and because it improperly imposes a public burden
on individual *16 landlords. I can understand how such
a claim—that a law applicable to the plaintiffs is, root
and branch, invalid—can be readily rejected on the merits,
**860 by merely noting that at least some of its applications
may be lawful. But I do not understand how such a claim can
possibly be avoided by considering it “premature.” Suppose,
for example, that the feature of the rental ordinance under
attack was a provision allowing a hearing officer to consider
the race of the apartment owner in deciding whether to allow
a rent increase. It is inconceivable that we would say judicial
challenge must await demonstration that this provision has
actually been applied to the detriment of one of the plaintiffs.
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There is no difference, it seems to me, when the facial, root-
and-branch challenge rests upon the Takings Clause rather
than the Equal Protection Clause.

The Court confuses the issue by relying on cases, and portions
of cases, in which the Takings Clause challenge was not (as
here) that the law in all its applications took property without
just compensation, but was rather that the law's application in
regulating the use of particular property so severely reduced
the value of that property as to constitute a taking. It is in that
context, and not (as the Court suggests) generally, that takings
analysis involves an “essentially ad hoc, factual inquir[y],”
Kaiser Aetna v. United States, 444 U.S. 164, 175, 100 S.Ct.
383,390, 62 L.Ed.2d 332 (1979). We said as much less than a
year ago, and it is surprising that we have so soon forgotten:

“In addressing petitioners' claim we must not disregard the
posture in which this case comes before us. The District
Court granted summary judgment to respondents only on
the facial challenge to the Subsidence Act. The court
explained that ‘... the only question before this court is
whether the mere enactment of the statutes and regulations
constitutes a taking.’ ...

“The posture of the case is critical because we have
recognized an important distinction between a claim that
the mere enactment of a statute constitutes a taking and
*17 a claim that the particular impact of government
action on a specific piece of property requires the
payment of just compensation. This point is illustrated
by our decision in Hodel v. Virginia Surface Mining &
Reclamation Assn., Inc., 452 U.S. 264 [101 S.Ct. 2352, 69
L.Ed.2d 1] (1981), in which we rejected a preenforcement
challenge to the constitutionality of the Surface Mining
Control and Reclamation Act of 1977.... The Court [there]
explained:

“ ¢ “Because appellees” taking claim arose in the context
of a facial challenge, it presented no concrete controversy
concerning either application of the Act to particular
surface mining operations or its effect on specific parcels of
land. Thus, the only issue properly before the District Court
and, in turn, this Court, is whether the “mere enactment”
of the Surface Mining Act constitutes a taking.... The
test to be applied in considering this facial challenge is
straightforward. A statute regulating the uses that can be
made of property effects a taking if it “denies an owner

B

economically viable use of his land.” ...

“Petitioners thus face an uphill battle in making a facial
attack on the Act as a taking.” Keystone Bituminous Coal
Assn. v. DeBenedictis, 480 U.S. 470, 493-495, 107 S.Ct.
1232, 1246-1247, 94 L.Ed.2d 472 (1987).

While the battle was “uphill” in Keystone, we allowed it to be
fought, and did not declare it “premature.”

The same was true of the facial takings challenge in Hodel
v. Virginia Surface Mining & Reclamation Assn., Inc., supra.
It is remarkable that the Court should point to that case in
support of its position, describing the holding as follows:

“In Virginia Surface Mining, for example, we found that a
challenge to the Surface Mining Control and Reclamation
Act ... was ‘premature,’ ... and ‘not ripe for judicial *18
resolution,’ ... because the property owners in that case had
not identified any property that had allegedly been taken
by the Act, nor had they sought administrative relief from
the **861 Act's restrictions on surface mining.” Anfe, at
856-857.

But this holding in Virginia Surface Mining applied only
to “the taking issue decided by the District Court,” 452
U.S., at 297, 101 S.Ct., at 2371, which was the issue of the
statute's validity as applied. Having rejected that challenge
as premature, the Court then continued (in the language we
quoted in Keystone ):

“Thus, the only issue properly before the District Court
and, in turn, this Court, is whether the ‘mere enactment’ of
the Surface Mining Act constitutes a taking.” 452 U.S., at
295, 101 S.Ct., at 2370.

That issue was not rejected as premature, but was decided
on its merits, id., at 295-297, 101 S.Ct., at 2370-2371, just
as it was in Keystone, and as it was before that in Agins v.
Tiburon, 447 U.S. 255,260-263, 100 S.Ct. 2138, 2141-2142,
65 L.Ed.2d 106 (1980).

In sum, it is entirely clear from our cases that a facial
takings challenge is not premature even if it rests upon
the ground that the ordinance deprives property owners of
all economically viable use of their land—a ground that
is, as we have said, easier to establish in an “as-applied”
attack. It is, if possible, even more clear that the present
facial challenge is not premature, because it does not rest
upon a ground that would even profit from consideration in
the context of particular application. As we said in Agins,
a zoning law “effects a taking if the ordinance does not
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substantially advance legitimate state interests, ... or denies
an owner economically viable use of his land.” Id., at 260,
100 S.Ct., at 2141. The present challenge is of the former
sort. Appellants contend that providing financial assistance to
impecunious renters is not a state interest that can legitimately
be furthered by regulating the use of property. Knowing
the nature and character of the *19 particular property in
question, or the degree of its economic impairment, will in
no way assist this inquiry. Such factors are as irrelevant to
the present claim as we have said they are to the claim that
a law effects a taking by authorizing a permanent physical
invasion of property. See Loretto v. Teleprompter Manhattan
CATV Corp., 458 U.S. 419, 102 S.Ct. 3164, 73 L.Ed.2d 868
(1982). So even if we were explicitly to overrule cases such
as Agins, Virginia Surface Mining, and Keystone, and to hold
that a facial challenge will not lie where the issue can be
more forcefully presented in an “as-applied” attack, there
would still be no reason why the present challenge should not
proceed.

Today's holding has no more basis in equity than it does in
precedent. Since the San Jose Ordinance does not require any
specification of how much reduction in rent is attributable to
each of the various factors that the hearing officer is allowed
to take into account, it is quite possible that none of the many
landlords affected by the Ordinance will ever be able to meet
the Court's requirement of a “showing in a particular case as
to the consequences of [the hardship factor] in the ultimate
determination of the rent.” Ante, at 857. There is no reason
thus to shield alleged constitutional injustice from judicial
scrutiny. I would therefore consider appellants' takings claim
on the merits.

I

The Fifth Amendment of the United States Constitution, made
applicable to the States through the Fourteenth Amendment,
Chicago, B. & Q.R. Co. v. Chicago, 166 U.S. 226, 239, 17
S.Ct. 581, 585, 41 L.Ed. 979 (1897), provides that “private
property [shall not] be taken for public use, without just
compensation.” We have repeatedly observed that the purpose
of this provision is “to bar Government from forcing some
people alone to bear public burdens which, in all fairness and
justice, should be borne by the public as a whole.” Armstrong
v. United States, 364 U.S. 40, 49, 80 S.Ct. 1563, 1569, 4
L.Ed.2d 1554 (1960); see also *20 **862 First English
Evangelical Lutheran Church of Glendale v. Los Angeles
County, 482 U.S. 304, 318-319, 107 S.Ct. 2378, 2388, 96

L.Ed.2d 250 (1987); Webb's Fabulous Pharmacies, Inc. v.
Beckwith, 449 U.S. 155, 163, 101 S.Ct. 446, 452, 66 L.Ed.2d
358 (1980); Agins v. Tiburon, supra, 447 U.S., at 260, 100
S.Ct. at 2141; Penn Central Transportation Co. v. New York
City, 438 U.S. 104, 123, 98 S.Ct. 2646, 2658, 57 L.Ed.2d 631
(1978); Monongahela Navigation Co. v. United States, 148
U.S. 312, 325, 13 S.Ct. 622, 625, 37 L.Ed. 463 (1893).

Traditional land-use regulation (short of that which totally
destroys the economic value of property) does not violate
this principle because there is a cause-and-effect relationship
between the property use restricted by the regulation and
the social evil that the regulation seeks to remedy. Since the
owner's use of the property is (or, but for the regulation,
would be) the source of the social problem, it cannot be
said that he has been singled out unfairly. Thus, the common
zoning regulations requiring subdividers to observe lot-size
and set-back restrictions, and to dedicate certain areas to
public streets, are in accord with our constitutional traditions
because the proposed property use would otherwise be the
cause of excessive congestion. The same cause-and-effect
relationship is popularly thought to justify emergency price
regulation: When commodities have been priced at a level that
produces exorbitant returns, the owners of those commodities
can be viewed as responsible for the economic hardship that
occurs. Whether or not that is an accurate perception of the
way a free-market economy operates, it is at least true that the
owners reap unique benefits from the situation that produces
the economic hardship, and in that respect singling them out
to relieve it may not be regarded as “unfair.” That justification
might apply to the rent regulation in the present case, apart
from the single feature under attack here.

Appellants do not contest the validity of rent regulation in
general. They acknowledge that the city may constitutionally
set a “reasonable rent” according to the statutory minimum
and the six other factors that must be considered by the
hearing officer (cost of debt servicing, rental history of
the unit, physical condition of the unit, changes in housing
services,other *21 financial information provided by the
landlord, and market value rents for similar units). San
Jose Municipal Ordinance 19696, § 5703.28(c) (1979).
Appellants' only claim is that a reduction of a rent increase
below what would otherwise be a “reasonable rent” under this
scheme may not, consistently with the Constitution, be based
on consideration of the seventh factor—the hardship to the
tenant as defined in § 5703.29. I think they are right.
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Once the other six factors of the Ordinance have been
applied to a landlord's property, so that he is receiving only a
reasonable return, he can no longer be regarded as a “cause”
of exorbitantly priced housing; nor is he any longer reaping
distinctively high profits from the housing shortage. The
seventh factor, the “hardship” provision, is invoked to meet a
quite different social problem: the existence of some renters
who are too poor to afford even reasonably priced housing.
But that problem is no more caused or exploited by landlords
than it is by the grocers who sell needy renters their food,
or the department stores that sell them their clothes, or the
employers who pay them their wages, or the citizens of
San Jose holding the higher paying jobs from which they
are excluded. And even if the neediness of renters could be
regarded as a problem distinctively attributable to landlords
in general, it is not remotely attributable to the particular
landlords that the Ordinance singles out—namely, those who
happen to have a “hardship” tenant at the present time, or who
may happen to rent to a “hardship” tenant in the future, or
whose current or future affluent tenants may happen to decline
into the “hardship” category.

The traditional manner in which American government has
met the problem of those who cannot pay reasonable prices
for **863 privately sold necessities—a problem caused by
the society at large—has been the distribution to such persons
of funds raised from the public at large through taxes, either
in cash (welfare payments) or in goods (public housing,
publicly subsidized housing, and food stamps). Unless we are
to *22 abandon the guiding principle of the Takings Clause
that “public burdens ... should be borne by the public as a
whole,” Armstrong, 364 U.S., at 49, 80 S.Ct., at 1569, this
is the only manner that our Constitution permits. The fact
that government acts through the landlord-tenant relationship
does not magically transform general public welfare, which
must be supported by all the public, into mere “economic
regulation,” which can disproportionately burden particular
individuals. Here the city is not “regulating” rents in the
relevant sense of preventing rents that are excessive; rather, it
is using the occasion of rent regulation (accomplished by the
rest of the Ordinance) to establish a welfare program privately
funded by those landlords who happen to have “hardship”
tenants.

Of course all economic regulation effects wealth transfer.
When excessive rents are forbidden, for example, landlords
as a class become poorer and tenants as a class (or at least
incumbent tenants as a class) become richer. Singling out
landlords to be the transferors may be within our traditional

constitutional notions of fairness, because they can plausibly
be regarded as the source or the beneficiary of the high-
rent problem. Once such a connection is no longer required,
however, there is no end to the social transformations that can
be accomplished by so-called “regulation,” at great expense
to the democratic process.

The politically attractive feature of regulation is not that it
permits wealth transfers to be achieved that could not be
achieved otherwise; but rather that it permits them to be
achieved “off budget,” with relative invisibility and thus
relative immunity from normal democratic processes. San
Jose might, for example, have accomplished something like
the result here by simply raising the real estate tax upon rental
properties and using the additional revenues thus acquired to
pay part of the rents of “hardship” tenants. It seems to me
doubtful, however, whether the citizens of San Jose would
allow funds in the municipal treasury, from wherever derived,
to be distributed to a family of four with income as *23
high as $32,400 a year—the generous maximum necessary
to qualify automatically as a “hardship” tenant under the

rental Ordinance.” The voters might well see other, more
pressing, social priorities. And of course what $32,400—a-
year renters can acquire through spurious “regulation,” other
groups can acquire as well. Once the door is opened it is
not unreasonable to expect price regulations requiring private
businesses to give special discounts to senior citizens (no
matter how affluent), or to students, the handicapped, or war
veterans. Subsidies for these groups may well be a good
idea, but because of the operation of the Takings Clause our
governmental system has required them to be applied, in
general, through the process of taxing and spending, where
both economic effects and competing priorities are more
evident.

Under the San Jose Ordinance, “hardship” tenants
include (though are not limited to) those whose
“household income and monthly housing expense
meets [sic] the criteria” for assistance under the
existing housing provisions of § 8 of the Housing
and Community Development Act of 1974, 42
U.S.C. § 1437f (1982 ed. and Supp. III). The
United States Department of Housing and Urban
Development currently limits assistance under
these provisions for families of four in the San
Jose area to those who earn $32,400 or less per
year. Memorandum from U.S. Dept. of Housing
and Urban Development, Assistant Secretary for
Housing-Federal Housing Comm'r, Income Limits
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N o
for Lower Income and Very Low-Income Families 24 or by tenants who happen to live in an apartment

Under the Housing Act of 1937 (Jan. 15, 1988). building with senior citizens is an improper and

unconstitutional method of solving the problem.” Property

That fostering of an intelligent democratic process is one of Owners Assn. v. North Bergen, 74 N.J. 327, 339, 378 A.2d
the happy effects of the constitutional prescription—perhaps 25,31 (1977).

accidental, perhaps not. Its essence, however, is simply the

unfairness of making one **864 citizen pay, in some fashion I would hold that the seventh factor in § 5703.28(c) of the
other than taxes, to remedy a social problem that is none of his San Jose Ordinance effects a taking of property without just
creation. As the Supreme Court of New Jersey said in finding ~ compensation.

unconstitutional a scheme displaying, among other defects,

the same vice I find dispositive here:

“A legislative category of economically needy senior All Citations

citizens is sound, proper and sustainable as a rational 485 U.S. 1, 108 S.Ct. 849,99 L.Ed.2d 1, 56 USLW 4168

classification. But compelled subsidization by landlords

End of Document © 2020 Thomson Reuters. No claim to original U.S. Government Works.
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Synopsis

Background: Chapter 11 debtors that owned and operated
dry cleaning business filed motion to reject executory
contract, namely, a prepetition settlement agreement reached
in state court suit brought by former owners of the business
asserting claims against debtors for, inter alia, fraud and
fraudulent conveyance, which debtors had refused to sign.
Former owners objected.

Holdings: The Bankruptcy Court, Michelle M. Harner, J.,
held that:

[1] under Maryland law, state court's oral ruling requiring
debtors to execute oral settlement agreement was not a final
judgment for purposes of res judicata or issue preclusion;

[2] under Maryland law, parties' oral settlement agreement
was a valid and enforceable contract; and

[3] agreement was an executory contract subject to rejection
in the debtors' Chapter 11 cases.

Motion granted.

West Headnotes (14)

[1] Bankruptcy ¢= Assumption, Rejection, or
Assignment
Debtor may reject an executory contract if it is
advantageous to the debtor to do so. 11 U.S.C.A.
§ 365(a).

2]

3]

[4]

[5]

[6]

CA-45

Bankruptcy ¢= Grounds for and Objections
to Assumption, Rejection, or Assignment

Debtor in possession or trustee must show
that proposed rejection of executory contract
or unexpired lease provides a benefit to, or
eliminates burdensome obligations on, the estate.
11 U.S.C.A. § 365(a).

Bankruptcy ¢= "Business judgment" test in
general

Courts generally refrain from second-guessing
a debtor in possession's business judgment
regarding a proposed assumption or rejection
of an executory contract or unexpired lease. 11
U.S.C.A. § 365(a).

Judgment é= Nature and requisites of former
recovery as bar in general

Under Maryland law, the elements of res
judicata, or claim preclusion, are: (1) parties in
the present litigation are the same or in privity
with the parties to the earlier dispute; (2) claim
presented in the current action is identical to the
one determined in the prior adjudication; and (3)
there has been a final judgment on the merits.

Judgment ¢~ Finality of Determination

Judgment é= Nature and elements of bar or
estoppel by former adjudication

Under Maryland law, if a final judgment exists
as to a controversy between parties, those parties
and their privies are barred under doctrine of res
judicata from relitigating any claim upon which
the judgment is based.

Judgment ¢~ Nature and requisites of former
adjudication as ground of estoppel in general

Maryland law recognizes issue preclusion when
an issue of fact or law is actually litigated and
determined by a valid and final judgment, and
the determination is essential to the judgment,
the determination is conclusive in a subsequent
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action between the parties, whether on the same
or a different claim.

Under Maryland law, a breach of contract is
material if it affects the purpose of the contract
in an important or vital way.

7] Judgment @ Finality of determination
Under Maryland law, state court's oral ruling [12]  Bankruptey &= Executory nature in general
requiring Chapter 11 debtors that owned and Oral settlement agreement reached between
operated dry cleaning business to execute Chapter 11 debtors that owned and operated
oral settlement agreement reached with former dry cleaning business and former owners in
owners of the business in suit brought by former state court suit brought by former owners of
owners asserting claims against debtors for, inter the business asserting claims against debtors
alia, fraud and fraudulent conveyance was not for, inter alia, fraud and fraudulent conveyance,
a final judgment for purposes of res judicata or which debtors had refused to sign, was an
issue preclusion. executory contract subject to rejection in the
debtors' Chapter 11 cases; core purpose of the
agreement was to resolve the pending legal
8] Compromise, Settlement, and disputes between the parties, providing certainty
Release @= Finance, banking, and credit and finality to each affected party, and in
Under Maryland law, oral settlement agreement exchange for the transfer o.f a certain bu.sine.ss
reached between Chapter 11 debtors that and a'C:dSh Payment, the parties agreed to dismiss
owned and operated dry cleaning business the litigation between them. 11 U.S.C.A. §
and former owners in state court suit brought 365().
by former owners of the business asserting
claims against debtors for, inter alia, fraud
and fraudulent conveyance was a valid and [13]  Bankruptcy é= Protection Against
enforceable contract; debtor acknowledged the Discrimination or Collection Efforts in General;
agreement under oath in state court. "Fresh Start."
The protections of the Bankruptcy Code are
reserved for the honest but unfortunate debtor.
[9] Bankruptcy ¢= Executory nature in general
Contract is executory that debtor may reject if
the obligations of both debtor and the other party [14]  Bankruptcy é= Protection Against

[10]

to the contract are so far unperformed that the
failure of either to complete the performance
would constitute a material breach excusing the
performance of the other. 11 U.S.C.A. § 365.

Contracts ¢= Discharge of contract by breach

Under Maryland law, although any breach of
contract may give rise to a cause of action for
damages, only a material breach discharges the

Discrimination or Collection Efforts in General,
"Fresh Start."

In administering bankruptcy cases, courts should
be concerned with ensuring that perpetrators of
fraud are not allowed to hide behind the skirts of
the Bankruptcy Code.

Attorneys and Law Firms
non-breaching party of its duty to perform. &y W

*454 Michael Stephen Myers, Scarlett, Croll & Myers,
P.A., Baltimore, MD, Christopher S. Young, Business &

[11]  Contracts ¢ Effect of breach in general Technology Law Group, Columbia, MD, for Debtor.


http://www.westlaw.com/Browse/Home/KeyNumber/228/View.html?docGuid=I414e6230279011e885eba619ffcfa2b1&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.FindAndPrintPortal)
http://www.westlaw.com/Browse/Home/KeyNumber/228k650/View.html?docGuid=I414e6230279011e885eba619ffcfa2b1&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.FindAndPrintPortal)
http://www.westlaw.com/Browse/Home/KeyNumber/89/View.html?docGuid=I414e6230279011e885eba619ffcfa2b1&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.FindAndPrintPortal)
http://www.westlaw.com/Browse/Home/KeyNumber/89/View.html?docGuid=I414e6230279011e885eba619ffcfa2b1&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.FindAndPrintPortal)
http://www.westlaw.com/Browse/Home/KeyNumber/89k243/View.html?docGuid=I414e6230279011e885eba619ffcfa2b1&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.FindAndPrintPortal)
http://www.westlaw.com/Browse/Home/KeyNumber/51/View.html?docGuid=I414e6230279011e885eba619ffcfa2b1&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.FindAndPrintPortal)
http://www.westlaw.com/Browse/Home/KeyNumber/51k3106/View.html?docGuid=I414e6230279011e885eba619ffcfa2b1&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.FindAndPrintPortal)
http://www.westlaw.com/Link/Document/FullText?findType=L&pubNum=1000546&cite=11USCAS365&originatingDoc=I414e6230279011e885eba619ffcfa2b1&refType=LQ&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.FindAndPrintPortal)
http://www.westlaw.com/Browse/Home/KeyNumber/95/View.html?docGuid=I414e6230279011e885eba619ffcfa2b1&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.FindAndPrintPortal)
http://www.westlaw.com/Browse/Home/KeyNumber/95k318/View.html?docGuid=I414e6230279011e885eba619ffcfa2b1&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.FindAndPrintPortal)
http://www.westlaw.com/Browse/Home/KeyNumber/95/View.html?docGuid=I414e6230279011e885eba619ffcfa2b1&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.FindAndPrintPortal)
http://www.westlaw.com/Browse/Home/KeyNumber/95k317/View.html?docGuid=I414e6230279011e885eba619ffcfa2b1&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.FindAndPrintPortal)
http://www.westlaw.com/Browse/Home/KeyNumber/51/View.html?docGuid=I414e6230279011e885eba619ffcfa2b1&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.FindAndPrintPortal)
http://www.westlaw.com/Browse/Home/KeyNumber/51k3106/View.html?docGuid=I414e6230279011e885eba619ffcfa2b1&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.FindAndPrintPortal)
http://www.westlaw.com/Link/Document/FullText?findType=L&pubNum=1000546&cite=11USCAS365&originatingDoc=I414e6230279011e885eba619ffcfa2b1&refType=SP&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.FindAndPrintPortal)#co_pp_8b3b0000958a4
http://www.westlaw.com/Link/Document/FullText?findType=L&pubNum=1000546&cite=11USCAS365&originatingDoc=I414e6230279011e885eba619ffcfa2b1&refType=SP&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.FindAndPrintPortal)#co_pp_8b3b0000958a4
http://www.westlaw.com/Browse/Home/KeyNumber/51/View.html?docGuid=I414e6230279011e885eba619ffcfa2b1&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.FindAndPrintPortal)
http://www.westlaw.com/Browse/Home/KeyNumber/51k2363/View.html?docGuid=I414e6230279011e885eba619ffcfa2b1&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.FindAndPrintPortal)
http://www.westlaw.com/Browse/Home/KeyNumber/51k2363/View.html?docGuid=I414e6230279011e885eba619ffcfa2b1&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.FindAndPrintPortal)
http://www.westlaw.com/Browse/Home/KeyNumber/51k2363/View.html?docGuid=I414e6230279011e885eba619ffcfa2b1&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.FindAndPrintPortal)
http://www.westlaw.com/Browse/Home/KeyNumber/51/View.html?docGuid=I414e6230279011e885eba619ffcfa2b1&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.FindAndPrintPortal)
http://www.westlaw.com/Browse/Home/KeyNumber/51k2363/View.html?docGuid=I414e6230279011e885eba619ffcfa2b1&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.FindAndPrintPortal)
http://www.westlaw.com/Browse/Home/KeyNumber/51k2363/View.html?docGuid=I414e6230279011e885eba619ffcfa2b1&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.FindAndPrintPortal)
http://www.westlaw.com/Browse/Home/KeyNumber/51k2363/View.html?docGuid=I414e6230279011e885eba619ffcfa2b1&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.FindAndPrintPortal)
http://www.westlaw.com/Link/Document/FullText?findType=h&pubNum=176284&cite=0447524601&originatingDoc=I414e6230279011e885eba619ffcfa2b1&refType=RQ&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.FindAndPrintPortal)
http://www.westlaw.com/Link/Document/FullText?findType=h&pubNum=176284&cite=0296516801&originatingDoc=I414e6230279011e885eba619ffcfa2b1&refType=RQ&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.FindAndPrintPortal)

In re Cho, 581 B.R. 452 (2018)
65 Bankr.Ct.Dec. 106

MEMORANDUM OPINION

MICHELLE M. HARNER, U.S. BANKRUPTCY JUDGE

A debtor in possession may assume or reject an executory

contract in a chapter 11 case. ' The US. Bankruptcy Code 2
does not define the term “executory contract,” and courts
often struggle to determine executoriness under applicable
case law. The dispute before the Court is no exception—the
primary issue concerns the characterization of a prepetition
settlement agreement as an executory contract, and the parties
vehemently disagree regarding its executoriness. Although
the Debtors dispute in the first instance that they are bound
by the settlement agreement, the record suggests otherwise,
requiring the Court to determine whether the Debtors may
reject the settlement agreement as an executory contract under
section 365 of the Code.

A debtor in possession, as the Plaintiff in this
adversary proceeding, possesses powers similar to
the bankruptcy trustee under section 1107 of the
Bankruptcy Code. 11 U.S.C. § 1107.

2 11 U.S.C. §§ 101, et seq. (the “Code”).

Whether a contract is executory depends on the facts of
the particular matter, the language of the subject agreement,
and the consequences under applicable nonbankruptcy law
of either party ceasing to perform any ongoing or remaining
obligations under the contract. Here, the core purpose of
the settlement agreement was to resolve the pending legal
disputes between the parties, providing certainty and finality
to each affected party. In exchange for the transfer of a certain
business and a cash payment, the parties agreed to dismiss
the litigation between them; the non-debtor parties agreed to
dismiss, and to take certain other action in, related litigation
involving a third party; and the parties agreed to refrain from
disparaging each other and their respective businesses. *455

Considering the totality of the circumstances and the core
purpose of the settlement agreement, the Court determines
that the settlement agreement is an executory contract and
subject to rejection in the Debtors' chapter 11 cases. Notably,
because the Debtors are seeking rejection, which simply
constitutes a prepetition breach of the settlement agreement
under section 365(g) of the Code, the parties' respective rights
may not differ significantly from those available if the Court
had found the prepetition settlement agreement to be non-
executory and the Debtors refused to perform. This question

is not, however, currently before the Court. Accordingly, for
the reasons set forth below, the Court will grant the Motion
and reserve judgment on the consequences of the Debtors'
rejection of the settlement agreement.

I. Relevant Background

Prior to the petition date in these chapter 11 cases, on
or about December 28, 2015, Chong Ok Lim and Young
Jun Jun (the “Plaintiffs”) filed a lawsuit against Byung
Mook Cho and The New Belvedere Cleaners, Inc. (“New
Belvedere” and collectively with Mr. Cho, the “Debtors”),
the above-captioned debtors and debtors in possession,
in the Circuit Court for Howard County, Maryland (the
“State Court Action”). The State Court Action involved,
among other things, allegations of fraud and fraudulent
conveyance relating to the business of New Belvedere.
November Hearing Transcript at 10, 14—16. On or about April
13, 2017, the Debtors and the Plaintiffs participated in a
settlement conference before the Honorable Lynne Battaglia.
That conference resulted in an oral settlement agreement
that purported to resolve the pending disputes between the
parties and that was subsequently memorialized in a written
document (the “Settlement Agreement”). P1. Ex. 8.

Mr. Cho would not sign the Settlement Agreement.
Consequently, the Plaintiffs filed a Motion to Enforce
Settlement Agreement (the “Motion to Enforce”) in the state
court. Pl. Ex. 1. The Honorable Dennis Sweeney conducted
a hearing on the Motion to Enforce on June 29, 2017
(the “State Court Hearing”). At the State Court Hearing,
the Plaintiffs requested an order enforcing the Settlement
Agreement, and the Defendants argued that they should not
be bound by, or required to sign, the Settlement Agreement.
The parties presented evidence to support their respective
positions. Judge Sweeney ultimately determined to enforce
the Settlement Agreement. Pl. Ex. 2 at 19.

Mr. Cho still did not sign the Settlement Agreement.
Accordingly, on July 24, 2017, the Plaintiffs filed a Petition
for Show Cause for Constructive Civil Contempt (“Show
Cause Petition”). PI. Ex. 3. A hearing on the Show Cause
Petition was set for September 12, 2017. That hearing did
not go forward; it was stayed as a result of the filing of the
Debtors' chapter 11 petitions on September 8§, 2017.

Shortly after filing these cases, on September 13, 2017, each
of the Debtors filed a Motion Pursuant to 11 U.S.C. § 365 to
Reject Executory Contract (collectively, the “Motion”) [ECF
15 in Case No. 17-22057; ECF 12 in Case No. 17-22058].


http://www.westlaw.com/Link/Document/FullText?findType=h&pubNum=176284&cite=0504918901&originatingDoc=I414e6230279011e885eba619ffcfa2b1&refType=RQ&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.FindAndPrintPortal)
http://www.westlaw.com/Link/Document/FullText?findType=L&pubNum=1000611&cite=11USCAS1107&originatingDoc=I414e6230279011e885eba619ffcfa2b1&refType=LQ&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.FindAndPrintPortal)
http://www.westlaw.com/Link/Document/FullText?findType=L&pubNum=1000611&cite=11USCAS1107&originatingDoc=I414e6230279011e885eba619ffcfa2b1&refType=LQ&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.FindAndPrintPortal)
http://www.westlaw.com/Link/Document/FullText?findType=L&pubNum=1000546&cite=11USCAS1107&originatingDoc=I414e6230279011e885eba619ffcfa2b1&refType=LQ&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.FindAndPrintPortal)
http://www.westlaw.com/Link/Document/FullText?findType=L&pubNum=1000546&cite=11USCAS101&originatingDoc=I414e6230279011e885eba619ffcfa2b1&refType=LQ&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.FindAndPrintPortal)
http://www.westlaw.com/Link/Document/FullText?findType=L&pubNum=1000546&cite=11USCAS365&originatingDoc=I414e6230279011e885eba619ffcfa2b1&refType=LQ&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.FindAndPrintPortal)

In re Cho, 581 B.R. 452 (2018)
65 Bankr.Ct.Dec. 106

By the Motion, the Debtors seek to reject the Settlement
Agreement. The Plaintiffs filed an Objection to the Motion in
each of these cases (collectively, the “Objection”) [ECF 22 in

Case No. 17-22057; ECF 14 in Case No. 17-22058]. 3 The
Court held a hearing on the Motion on November 21, 2017
(the *456 “November Hearing”). The parties then submitted
post-hearing briefs in December 2017 [ECF 45, 46], and
offered closing arguments at a hearing before the Court on
January 18, 2018 (the “January Hearing”).

Subsequent to these separate filings, the
Court entered an Order Providing for Joint
Administration of Cases 17-22057 and 17-22058

[ECF 16; amended at ECF 17].

I1. Jurisdiction and Legal Standards
The Court has jurisdiction over this proceeding pursuant to 28
U.S.C. § 1334,28 U.S.C. § 157(a), and Local Rule 402 of the
United States District Court for the District of Maryland. This
proceeding is a “core proceeding” under 28 U.S.C. § 157(b)

).

[1]  [2] Section 365(a) of the Code provides that a trustee

or debtor in possession, “subject to the court's approval, may
assume or reject any executory contract or unexpired lease
of the debtor.” 11 U.S.C. § 365(a). “A debtor may reject
an executory contract if it is advantageous to the debtor
to do so.” In re Auto Showcase of Laurel, LLC, 2011 WL
4054839, at *5 (Bankr. D. Md. Sept. 12,2011) (citing Lubrizol
Enters., Inc. v. Richmond Metal Finishers, Inc., 756 F.2d
1043, 1046 (4th Cir. 1985)). Thus, a debtor in possession
or the trustee must show that the proposed rejection of the
executory contract or unexpired lease provides a benefit to, or
eliminates burdensome obligations on, the estate. See, e.g., In
re Alpha Natural Resources, Inc., 555 B.R. 520, 530 (Bankr.
E.D. Va. 2016).

[3] A debtor in possession's decision to assume or reject
an executory contract or unexpired lease is subject to a
business judgment standard, and “should be ‘accorded the
deference mandated by the sound business judgment rule
as generally applied by courts to discretionary actions or
decisions of corporate directors.” ” Alpha Natural Resources,
555 B.R. at 529-530 (quoting Lubrizol, 756 F.2d at 1046) ).
Courts generally refrain from second-guessing a debtor
in possession's business judgment regarding a proposed
assumption or rejection of an executory contract or unexpired
lease. See, e.g., Alpha Natural Resources, 555 B.R. at 530
(noting deference by courts to a debtor in possession's

business judgment “unless there is a showing of bad faith
or gross abuse of discretion”). The rejection of an executory
contract or unexpired lease that was not previously assumed
in the case “constitutes a breach of such contract or lease ...
immediately before the date of the filing of the petition.” 11
U.S.C. § 365(g)(1).

III. Analysis

The Debtors argue that they never signed the Settlement
Agreement and that, even if they are bound by it, the
Settlement Agreement is “onerous and burdensome” on
their estates. Motion at 2. They also allege that the terms
of the agreement cannot be completed as drafted. Id.
Accordingly, the Debtors seek a determination that the
Settlement Agreement either is not a contract, or that it is an
executory contract subject to rejection under section 365 of
the Code. The Plaintiffs, on the other hand, assert that the
Settlement Agreement is enforceable and is not an executory
contract for purposes of the Code. The Court considers each
of the parties' respective arguments below.

A. The Existence of the Settlement Agreement

The Debtors and the Plaintiffs have been involved in litigation
for several years. The genesis of this litigation appears to
be a dry-cleaning business once owned by the Plaintiffs and
now owned and operated by the Debtors. The Plaintiffs allege
fraud and fraudulent conveyance claims against the Debtors
with respect to the events leading up to the *457 Debtors'
ownership of the business. Specifically, the Plaintiffs allege
that, after they obtained a judgment against Hee Sook Paik,
Ms. Paik and Mr. Cho “conspired to fraudulently convey the
business” to Mr. Cho. P1. Post-Hearing Brief [ECF 45] at 16.
Mr. Cho denies these allegations. The Settlement Agreement
purports to resolve those claims and the related disputes
among the parties concerning the dry-cleaning business.
Settlement Agreement, P1. Ex. 8  E.

At the State Court Hearing to enforce the Settlement
Agreement, the issue before the state court was whether
Mr. Cho should be compelled to execute the Settlement
Agreement. Judge Sweeney accepted evidence on this issue.
Mr. Cho did not deny the existence of the Settlement
Agreement. Pl. Ex. 2 at 10. Rather, Mr. Cho testified that,
at some point after the parties' settlement conference, the
Plaintiffs allegedly violated the non-disparagement provision
of the Settlement Agreement, which upset Mr. Cho and
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caused him to change his mind as to the prudence of the
Settlement Agreement. Id. at 11-14. As such, Mr. Cho did
not execute the agreement or take any action under it. /d.
Judge Sweeney ultimately concluded, based on the evidence
presented, that “the settlement agreement should be enforced
and that the testimony supports that this was the agreement
that was reached.” /d. at 19. Judge Sweeney then stated, “The
Court finds that to be the case and the Court will require the
parties execute the agreement within seven days of today's
date.” Id.

41 3]
Sweeney's oral ruling during the State Court Hearing on this
Court's evaluation of the Settlement Agreement. The United
Stated Court of Appeals for the Fourth Circuit has instructed
that “the full faith and credit statute requires a federal court
to apply state res judicata law in determining the preclusive
effect of a state court judgment.” Meind! v. Genesys Pac.
Tech., Inc. (In re Genesys Data Tech., Inc.), 204 F.3d 124,
129 (4th Cir. 2000) (citations omitted). See also Shirazi v.
Penninsula Internal Medicine, LLC, 2010 WL 5173028, at
*2 (citing Meindl for same proposition). The res judicata
doctrine typically encompasses two separate, but related
concepts—that of claim preclusion and issue preclusion.
“Under Maryland law, the elements of res judicata, or claim
preclusion, are: (1) that the parties in the present litigation are
the same or in privity with the parties to the earlier dispute;
(2) that the claim presented in the current action is identical
to the one determined in the prior adjudication; and, (3) that
there has been a final judgment on the merits. ... If a final
judgment exists as to a controversy between parties, those
parties and their privies are barred from relitigating any claim
upon which the judgment is based.” Anne Arundel Cty. Bd. of
Educ. v. Norville, 390 Md. 93, 887 A.2d 1029, 1037 (2005)
(citations omitted). In addition, Maryland law recognizes
issue preclusion “when an issue of fact or law is actually
litigated and determined by a valid and final judgment, and the
determination is essential to the judgment, the determination
is conclusive in a subsequent action between the parties,
whether on the same or a different claim.” Janes v. State, 350
Md. 284, 711 A.2d 1319, 1324 (1998).

[7]1 Judge Sweeney's oral ruling concerning the existence
of the Settlement Agreement and the Debtors' obligation to
execute that agreement constitutes a decision on an issue of
fact that was actually litigated by the parties. Judge Sweeney
held an evidentiary issue on that precise issue, he made factual
determinations based on the evidence, and both parties had
an opportunity to litigate fully on that *458 issue. The oral

[6] The parties dispute the impact of Judge

ruling was not, however, incorporated into a final judgment
or otherwise noted as a judgment, final or otherwise, on the
docket. P1. Ex. 9. See also, e.g., Md. Rule 2—601; Scarborough
v. Altstatt, 228 Md.App. 560, 140 A.3d 497, 501 (2016)
(explaining requirements for final judgment under Maryland
law). Thus, Judge Sweeney's oral ruling does not technically
satisfy all of the required elements of claim or issue preclusion
under Maryland law. See, e.g., Snavely v. Miller (In re Miller),
397 F.3d 726, 729 (9th Cir. 2005) (holding that, under
Washington law, a state court's oral ruling that was not yet
incorporated into final judgment was not a final judgment for
purposes of res judicata and issue preclusion). The Court is
unwilling, however, to ignore Judge Sweeney's ruling on the
precise issue before it. Accordingly, the Court considers Judge
Sweeney's ruling, which has been admitted into evidence
in this matter, in the context of evaluating the Settlement

Agreement under Maryland law. 4

The transcript of the State Court Hearing was
marked as Plaintiffs' Exhibit 2 and admitted into
evidence in its entirety during the November
Hearing.

[8] The Court has reviewed the evidence submitted during
the November Hearing and considered Mr. Cho's testimony
from the November Hearing and the State Court Hearing.
Mr. Cho's testimony during these two hearings was consistent
on a few key points: (i) Mr. Shin represented Mr. Cho in
the State Court Action and the settlement conference before

Judge Battaglia;5 (ii)) Mr. Cho knew something about the
agreement reached at that settlement conference, though his
recollection of it was more precise during the State Court

Hearing; % and (iii) Mr. Cho never notified Mr. Shin or any
other party that Mr. Shin was not authorized to act on Mr.

Cho's behalf or to negotiate the Settlement Agreement.7
The primary difference in Mr. Cho's testimony surrounds his
recollection of the content of the Settlement Agreement and
his participation or role in the settlement conference and State
Court Hearing. Although the Court understands Mr. Cho's
position concerning the Plaintiffs' allegations, the Court is
persuaded by Mr. Cho's testimony before Judge Sweeney—
a hearing in which Mr. Shin was present and represented (as

well as questioned) Mr. Cho. 8

State Court Hearing Transcript at 9—10; November
Hearing Transcript at 33, 44-45.
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6 For example, during the State Court Action, Mr.

Cho testified that he recognized the Settlement
Agreement, that it memorialized the agreement
reached during the settlement conference, and
that he refused to sign it. State Court Hearing
Transcript at 9-10. At the November Hearing, Mr.
Cho denied recognizing the Settlement Agreement,
denied understanding its contents, and denied ever
agreeing to its terms. November Hearing Transcript
at 33-34, 3940, 44-45. Mr. Cho's basic posture
at the November Hearing was that he did nothing
wrong and should not have to pay anything.
Notably, the Settlement Agreement acknowledged
no finding of wrongdoing or liability on any party's
part; Mr. Cho's testimony in this respect at the
November Hearing went more to the merits of the
underlying allegations and less to the facts and
circumstances surrounding the settlement itself.

November Hearing Transcript at 44—45.

As set forth herein in notes 6 and 9, there are
distinct variances in Mr. Cho's testimony at the
State Court Hearing and the November Hearing.
The primary difference is Mr. Cho's insistence
at the November Hearing that he did not want
or agree to settle the State Court Action; his
basic position was that he did nothing wrong. See
infra note 9. Because Mr. Cho did acknowledge
during the November Hearing that he was present
with his attorney, Mr. Shin, at the settlement
conference, and that he did not inform anyone that
Mr. Shin was not authorized to settle the State
Court Action, the Court does not need to rely
on any of the controverted testimony to reach its
conclusion. The Court also observes that Mr. Cho
appeared to have trouble with translations during
the November Hearing, as some of the testimony
is confused and disjointed. Unfortunately, unlike
during the State Court Action, the Court did not
have another Korean speaking individual present at
the November Hearing (at the State Court Hearing,
both Mr. Shin and the translator spoke Korean).
The Court notes, however, that Mr. Cho's testimony
at both the State Court Hearing and the November
Hearing are now part of the record in these chapter
11 cases.

*459 For example, at the State Court Hearing, Plaintiffs'
counsel asked, “Mr. Cho, the settlement agreement [marked

as an exhibit and shown to Mr. Cho] memorialized the
terms of the settlement that you had agreed to on April

l3th, correct?” State Court Hearing Transcript at 10. Mr.
Cho responded, “Yes.” Id. Mr. Cho also testified that
the non-disparagement provision was a material part of
the agreement reached during the settlement conference.
Mr. Shin specifically asked Mr. Cho, in reference to that
provision, “[a]nd was this provision—or, was this agreement
or understanding discussed in that settlement conference that
we had with Judge Battaglia.” Id. at 13. Mr. Cho responded,

“Yes.” Id.°

At the November Hearing, in response to a question
from his attorney regarding whether the parties
reached “a framework of a settlement” during the
settlement conference, Mr. Cho testified, “[n]o, we
didn't agree.” November Hearing Transcript at 33.
When asked why he did not comply with Judge
Sweeney's order, Mr. Cho responded, “[t]here—
that is the side that is done—engaging in fraud,
I didn't do anything that was fraudulent. That's
the side that was calling for me to do things,
and I did—I didn't do any fraud.” Id. at 34. In
response to Plaintiffs' counsel then asking Mr. Cho
if he remembered being present at the settlement
conference, Mr. Cho responded, “[y]eah, but I don't
want to remember that.” Id. at 43. Mr. Cho then
testified that he did not remember the content of
his testimony before Judge Sweeney. Id. at 44.
Mr. Cho also did not directly answer the question
concerning whether his counsel, Mr. Shin, lied
when he told the Plaintiffs' counsel that Mr. Cho
refused to attend the meeting with the landlord to
facilitate aspects of the Settlement Agreement. /d.
at 47.

In Barranco v. Barranco, the Maryland Court of Special
Appeals determined that an oral settlement agreement was
enforceable where the party acknowledged that his attorney
was his agent and that a general agreement on settlement had
been reached during telephone conversations that occurred
over the course of a day. 91 Md.App. 415, 604 A.2d 931,
418-419 (Md. Ct. Spec. App. 1992). The party contesting the
agreement argued that certain terms had not been discussed
during those conversations and that the agreement was subject
to being reduced to a formal writing. The Maryland Court
of Special Appeals rejected those arguments, observing that
“[t]he oral agreement here was not a tentative agreement.
It was not contingent upon a written agreement. It did not
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contemplate a written agreement to finalize terms not already
finalized.” Id. at 421. As that court explained, “[i]n this case,
the Husband and Wife struck a deal. The Husband cannot
admit the agreement under oath but disavow it because he
had a change of heart.” /d. The Maryland Court of Special
Appeals affirmed the Circuit Court's order enforcing the
settlement agreement. /d.

In this matter, Mr. Cho acknowledged the parties' agreement
under oath in the State Court Hearing. Although his
recollection concerning that testimony and the Settlement
Agreement itself was foggy during the November Hearing,
he did acknowledge that Mr. Shin was his counsel in the
negotiation of the Settlement Agreement. See, e.g., Hunt
v. Schauerhamer, 2016 WL 715797, at *5-*7 (D. Utah
Feb. 22, 2016) (analyzing, among other things, the agency
doctrines of actual and apparent authority in holding party
was bound *460 by attorney's agreement and enforcing
settlement agreement) (applying Utah law). Based on the
entirety of the record and the Court's observation of Mr.
Cho's testimony during the November Hearing, the Court
finds that the Plaintiffs and Mr. Cho did in fact reach
an agreement, satisfying the required elements of mutual
assent, for purposes on forming an enforceable contract under
Maryland law. See, e.g., Cochran v. Norkunas, 398 Md. 1,
919 A.2d 700, 708 (2007) (“It is universally accepted that
a manifestation of mutual assent is an essential prerequisite
to the creation or formation of a contract.”) (citations

omitted); '© Goss v. Bank of Am., 917 F.Supp.2d 445, 451 (D.
Md. 2013) (“Under Maryland law, implied contracts, like all
contracts, require ‘mutual assent (offer and acceptance), an
agreement definite in its terms, and sufficient consideration.”)
(citations omitted). The decision of the Maryland Court
of Special Appeals in Barranco and Judge Sweeney's oral

ruling during the State Court Hearing further support this

11

conclusion. This result also accords with notions of

comity 12 and judicial economy, particularly considering that
parties relied on the state court process and the settlement
conference in subsequent actions with respect to the litigation,
the leasehold interest addressed in the Settlement Agreement,

and other matters. 1

10 The Maryland Court of Appeals in Cochran did

11

12

13

conference as there was no reporter present, and the
Settlement Agreement as written does not address
the status of the agreement pending execution
by both parties. In light of this, the Court takes
note that Mr. Shin—Mr. Cho's counsel in the
State Court Action—did not argue that a formal
written agreement was a contingency to the validity
or enforceability of the Settlement Agreement.
Rather, Mr. Shin's argument suggested that the
agreement, specifically the non-disparagement
provision, was in fact enforceable. Based on the
record, the parties reached an agreement on the
material terms of the Settlement Agreement during
the settlement conference. See, e.g., Campbell v.
Adkisson, Sherbert & Assocs., 546 Fed. Appx.
146, 152 (4th Cir. 2013) (“To enforce a settlement
agreement under its inherent equity power, the
district court ‘(1) must find that the parties reached
a complete agreement and (2) must be able to

D)

determine its terms and conditions.” ”’) (citations
omitted). The record contains no evidence of any

contingency to the enforcement of the agreement.

Indeed, similar to the circumstances of Barranco,
the Court finds that Mr. Cho has had a change
of heart. That change may be based on how
strenuously he now denies liability, but it does
not change the fact that Mr. Cho, through his
authorized agent Mr. Shin, agreed to the terms
of the Settlement Agreement. Offer was made
and accepted during the settlement conference.
The record considered as a whole supports that
conclusion.

For a discussion of related principles of comity,
see, e.g., Levin v. Commerce Energy, Inc., 560
U.S. 413, 423, 130 S.Ct. 2323, 176 L.Ed.2d 1131
(2010) (discussing principles of comity); Jaffe v.
Accredited Surety and Casualty Co., 294 F.3d 584,
591 (4th Cir. 2002) (same); Roberts v. Child, 956
F.Supp. 923, 924 (D. Kan. 1997) (same).

See Pl. Ex. 6 (stating actions taken by the Plaintiffs
after the settlement conference with respect to the
lease discussed in the Settlement Agreement).

state that “[i]f the parties do not intend to be bound
until a final agreement is executed, there is no
contract.” 919 A.2d at 708. The Court recognizes
that the agreement reached between the parties
was not read into the record during the settlement

The Court thus finds that, for the foregoing reasons, the
Settlement Agreement represents the agreement reached
by the parties and should be recognized as a valid and
enforceable contract.
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B. The Executory Nature of the Settlement Agreement

Having determined that the Settlement Agreement is in
fact a valid and enforceable contract, the Court must
determine whether that agreement constitutes an executory
contract for purposes of *461 section 365 of the Code.
11 U.S.C. § 365(g)(1). The Code does not define the term
“executory contract,” and the issue of executoriness often
plagues litigants and bankruptcy courts alike. See, e.g., In
re Roomstore, Inc., 473 B.R. 107, 110 (Bankr. E.D. Va.
2012) (“Commentators and courts have noted that the law of
executory contracts is ‘hopelessly convoluted’ and a ‘bramble
filled thicket.” ”) (citations omitted). The underlying purpose
of section 365 of the Code is to allow a debtor in possession, in
its business judgment, to assume or reject contracts in order to

aid the debtor's reorganization. 14 Consequently, the potential
benefits and burdens of the subject contract should be the
primary focus of any motion under section 365. Yet, the gating
question of whether a contract is executory for purposes of
that section appears, in many cases, to steal the spotlight and
distract from the critical question of whether assumption or
rejection benefits the estate and the debtor's reorganization

efforts. 1> This matter is no different.

14 See, e.g., Jay L. Westbrook and Kelsi Stayart
White, The Demystification of Contracts in
Bankruptcy, 91 AM. BANKR. L.J. 481, 491-495
(2017) (explaining history and purpose of section
365 of the Code).

15

For thoughtful and comprehensive discussions on
executoriness and the status of the related debate,
see Westbrook and White, supra note 14, at 493—
496 (discussing the tests articulated infra note
16); American Bankruptcy Institute Commission
to Study the Reform of Chapter 11, Final Report
and Recommendations,23 AM. BANKR. INST. L.
REV. 1, 121-125 (2015).

[9] Courts generally apply one of two tests to evaluate
whether a contract is executory for purposes of section 365

of the Code—the Countryman test and the Functional test. 16
The Fourth Circuit has adopted the Countryman test. “By
that test, a contract is executory if the ‘obligations of both
the bankrupt and the other party to the contract are so
far unperformed that the failure of either to complete the
performance would constitute a material breach excusing
the performance of the other.” ” Lubrizol, 756 F.2d at

1045 (citations omitted). The Countryman test requires
unperformed obligations on the part of both parties to the
contract, and a breach of any those obligations must be
material in the sense that it would allow the non-breaching
party to rescind, or cease performing under, the contract under
applicable nonbankruptcy law.

16 The Countryman test focuses on the executory

nature of the contract, whereas the Functional test
foregoes that consideration. Under the Countryman
test, courts evaluate whether both parties have
unperformed obligations under the contract, which
if not performed would result in a material
breach of the contract. See Vern Countryman,
Executory Contracts in Bankruptcy: Part I, 57
MINN. L. REV. 439, 460 (1973). Under the
Functional test, courts do not consider whether
the contract is executory, but simply ask whether
assumption or rejection of the contract provides
a benefit to the estate. See Jay L. Westbrook,
A Functional Analysis of Executory Contracts,
74 MINN. L. REV. 227, 282-85 (1989). In
addition, although not generally adopted by courts
as an alternative to the Countryman test, several
courts have relied on the “exclusionary approach”
described by Professor Michael Andrew in his
work on executory contracts. See Michael T.
Andrew, Executory Contracts in Bankruptcy:
Understanding “Rejection,” 59 U. COLO. L.
REV. 845 (1988); Michael T. Andrew, Executory
Contracts Revisited: A Reply to Professor
Westbrook, 62 U. COLO. L. REV. 1 (1991). See
also In re Alongi, 272 B.R. 148, 153—155 (Bankr.
D. Md. 2001) (citing Professor Andrew's work).

What constitutes an unperformed obligation and whether
a breach of that obligation is material or trivial are often
contested by the parties and interposed as a barrier to the
reliefrequested under section 365. For example, in this matter,
the Plaintiffs assert that they have no remaining unperformed
obligations under the *462 Settlement Agreement and that,
to the extent any obligations do remain on their part, they
are trivial or ministerial in nature. The Debtors dispute this
characterization of the parties' respective obligations under
the Settlement Agreement. Before the Court can consider the
Debtors' request to reject the Settlement Agreement, it must
first resolve the parties' disagreement concerning the nature
of their unperformed obligations under the agreement.
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[10]
Settlement Agreement, Pl. Ex. 8 § 10(f). Maryland courts
have observed that “[s]ettlement agreements are enforceable
as independent contracts, subject to the same general rules
of construction that apply to other contracts.” Maslow v.
Vanguri, 168 Md.App. 298, 896 A.2d 408, 419 (Md. Ct. Spec.
App. 2005). Under Maryland law, * ‘[a]lthough any breach
of contract may give rise to a cause of action for damages,
only a material breach discharges the non-breaching party of
its duty to perform.” ” CytImmune Scis., Inc. v. Paciotti, 2016
WL 3218726, at *3 (D. Md. June 10, 2016) (quoting Jay Dee/
Mole Joint Venture v. Mayor and City Council of Baltimore,
725 F.Supp.2d 513, 526 (D.Md. 2010) (citing Restatement
(Second) of Contracts § 236 cmt. a.; 23 Williston on Contracts
§ 63:3 (4th ed.) ) ) (emphasis in original). Maryland law
provides that “ ‘[a] breach is material “if it affects the purpose
of the contract in an important or vital way.” > ” CytImmune
Scis., 2016 WL 3218726, at *3 (citations omitted). See also
Maslow, 896 A.2d at 423 (explaining material breach as
occurring “when ‘the act failed to be performed [goes] to the
root of the contract or ... render[s] the performance of the rest
of the contract a thing different in substance from that which
was contracted for.” ) (citing Traylor v. Grafton, 273 Md.
649, 332 A.2d 651, 674 (1975)).

[12] Neither party disputes that the Debtors have
unperformed, material obligations under the Settlement
Agreement. Indeed, the Debtors must, among other things,
transfer the dry-cleaning business, make a cash payment,
and not interfere in the Plaintiffs' operation of the business.
Settlement Agreement, Pl. Ex. 8 §§ 2.1, 4.3. The parties
do not agree on the nature of the Plaintiffs' unperformed
obligations. These obligations include: (i) authorizing their
counsel “to file a Stipulation of Dismissal with the Circuit
Court for Howard County, dismissing the Lawsuit”; and (ii)
dismissing “their action pending against [Ms. Paik] in the
United States Bankruptcy Court for the District of Maryland,
Case No. 16-10260-DER, Adversary No. 16-00362, and
note the judgment held against [Ms. Paik] in the Circuit
Court for Baltimore City, Case No. 24-C—14-004134, as
satisfied.” Id. at §§ 2.2, 3.2. Both of the foregoing obligations
are triggered once the Debtors have, among other things,
transferred the business and made the cash payment, neither
of which has been done. /d. In addition, the Plaintiffs and the
Debtors have an ongoing obligation “not to make any public
statements, whether written or oral, or any other statements
which the Parties reasonably believe are likely to become
public, which could reasonably be interpreted, under the
circumstances, as embarrassing, disparaging, prejudicial, or

[11] Maryland law governs the Settlement Agreement.

in any way detrimental to the interests of the other” parties.
Settlement Agreement § 4.1.

Both parties thus
obligations under the Settlement Agreement. The question

unquestionably have unperformed

then becomes whether these obligations—particularly the
Plaintiffs' unperformed obligations—are material under
Maryland law. This question turns, in part, on the *463
primary purpose of the contract. See, e.g., CytImmune Scis.,
2016 WL 3218726, at *3; Maslow, 896 A.2d at 423. Here,
the parties entered into the Settlement Agreement to resolve
all of the outstanding disputes between them concerning
the dry-cleaning business, including those involving Ms.
Paik. Settlement Agreement, Pl. Ex. 8 § E, § 3.2. Although
the Plaintiffs are understandably focused on the Debtors'
obligations under section 2.1 of the Settlement Agreement
and the transfer of the business and cash, those actions
were not the only or primary purpose of the agreement
considering the interests of all affected parties. Rather, the
Plaintiffs' obligations to dismiss the pending litigation against
the Debtors, to dismiss the pending litigation against Ms.
Paik, and to note satisfaction in full of the judgment they
hold against Ms. Paik speak directly to the primary purpose
of settling the litigation and providing finality and certainty
for the parties. Likewise, the non-disparagement provision
bolsters and serves this purpose.

At the January Hearing, the Plaintiffs emphasized the non-
contingent nature of the releases granted by the parties
under the Settlement Agreement and that the releases were
performed simultaneously with the Settlement Agreement
becoming effective. That argument does not, however,
eliminate the parties' independent obligation to dismiss the

State Court Action. !’ Perhaps more importantly, the releases
in the Settlement Agreement speak only to the claims
involving the Plaintiffs and the Debtors. The releases do
not address the claims that the Plaintiffs assert against Ms.
Paik. Those claims are addressed separately in section 3.2
—a section that imposes on the Plaintiffs both an obligation
to dismiss an action, and an obligation to acknowledge
the satisfaction of certain claims, against Ms. Paik. If the
Plaintiffs do not perform such obligations, the Plaintiffs'
litigation and claims remain, they are not barred by any
release provision, and the remedy is a claim for breach of the
Settlement Agreement. As noted above, the purpose of the
Settlement Agreement was to resolve these kinds of issues.
The failure of the Plaintiffs to perform under section 3.2
of the Settlement Agreement is a material breach, and a
breach that could be enforced by the Debtors as the direct
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parties to the agreement. See, e.g., Kaplan v. First Options
of Chicago, Inc. (In re Kaplan), 143 F.3d 807, 813 (3d Cir.
1998) (explaining that “since [the debtor] is a direct party to
the Agreement, he has standing to sue for the breach of First
Options' commitment to provide services to [the third-party
beneficiary]”).

17 Although most courts characterize releases as

material, courts differ in approaches to obligations
relating to dismissal. Some suggest that such
obligations might be ministerial, while other courts
take a more holistic approach to analyzing the
obligations at issue. See, e.g., Schultz v. Verizon
Wireless Services, 833 F.3d 975, 979 (8th Cir. 2016)
(“The form of the release and dismissal order is a
material part of any settlement. Verizon considered
the inclusion of a mutual non-disparagement clause
to be an essential part of the release. Negotiations
broke down when the Schultzes refused to agree
to that term, conclusively establishing that it was a
substantial matter.”) (emphasis in original).

Moreover, although some courts disagree, several courts have
held that, in the settlement context, a non-disparagement

provision is a material term of the settlement agreement. 18
See, e.g., *464 Higbee v. Sentry Insurance Co., 253 F.3d
994, 998 (7th Cir. 2001) (finding no enforceable settlement
agreement because “material” terms were not agreed upon,
and explaining that “the wording of the confidentiality and
nondisparagement clause was a material term, at least as far
as Higbee was concerned”); Moreno v. Tringali, 2017 WL
2779746, at *4—*9 (D. N.J. June 27, 2017) (finding a material
breach of a litigation settlement agreement where evidence
established that party violated non-disparagement provision).
See also Schultz, 833 F.3d at 979. This approach is consistent
with the core purpose of most litigation settlement agreements
—i.e., the agreements are intended to provide finality and
allow the parties to walk away from the litigation without
findings of liability or other adverse consequences, such as
negative comments and connotations from the adverse party
or the fact that litigation was pending. See, e.g., Moreno, 2017
WL 2779746, at *8 (“Under their Settlement Agreement, the
parties exchanged material promises and received assurances
not just to be free from what the law already protects them
from—i.e., defamation—but for significantly broader relief
from ‘any disparaging remarks’ and even ‘any’ remarks that
‘cast any such Party in a negative light.” ). Although the
Court did not find any Maryland case law directly on point,
and the parties did not cite any, the Court is persuaded

that under the circumstances of these cases and considering
the purpose of a litigation settlement agreement, the non-
disparagement provision is material and serves the core
purpose of the Settlement Agreement. See, e.g., Maslow,
896 A.2d at 423 (“[W]e agree with appellee that the ‘no
appeals’ provision was a central element of the Agreement,
and appellant's appeal of the jury's verdict constituted a
material, ‘substantial breach tending to defeat the object of the
contract.” ) (quoting Vincent v. Palmer, 179 Md. 365,19 A.2d
183, 188 (1941)); Convenience Retailing, LLCv. Sunoco, Inc.,
2006 WL 3797927, at *2 (4th Cir. Dec. 21, 2006) (per curiam)
(holding that facilities allowance fee included in reseller
agreement was material and explaining that “[i]t is only when
‘a covenant goes only to part of a contract, is incidental
and subordinate to its main purpose and its breach may be
compensated in damages’ that a breach ‘does not warrant
rescission of the contract but compensation in damages.’ ™)

(quoting Traylor, 332 A.2d at 674). 1

18 Although the Debtor testified concerning the

materiality of the non-disparagement provision
during the State Court Hearing, the Court did
not consider that testimony in the context of
evaluating the materiality of the provision for
purposes of the Code. Maryland courts follow
the objective approach to interpreting contract,
unless the contract is ambiguous. See, e.g., Maslow
v. Vanguri, 168 Md.App. 298, 896 A.2d 408,
420 (Md. Ct. Spec. App. 2006) (“To ascertain
the parties' intent, courts in Maryland ‘have
long adhered to the objective theory of contract
interpretation, giving effect to the clear terms
of agreements, regardless of the intent of the
parties at the time of contract formation.” ”)
(citations omitted); Geoghegan v. Grant, 2011
WL 673779, at *6 (D. Md. Feb. 17, 2011). No
party has argued that the Settlement Agreement is
ambiguous. Accordingly, the Court considers only
the plain language of the Settlement Agreement in
making its determination. In addition, although the
Debtors raised a violation of the nondisparagement
provision during the State Court Hearing, Judge
Sweeney was not asked to, and did not rule on,
the materiality of, or a breach concerning, the non-
disparagement provision.

19 See also McClain & Co. v. Carucci, 2011 WL

1706810, at *8§ (W.D. Va. May 4, 2011) (suggesting
that a noncompete covenant that was only part of a
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much larger agreement could constitute a material
breach because “it ‘deprive[s] the injured party of
the benefit that the party justifiably expected from

2 99

the exchange’ ™) (citations omitted).

In the bankruptcy context, several courts have held that
negative obligations and obligations to refrain from taking
certain actions are material and sufficient to render a contract
executory when those obligations serve the underlying
purpose of the contract at issue. Notably, some of these
obligations to refrain are similar to *465 not only the
non-disparagement provision in the Settlement Agreement,
but also to the Plaintiffs' affirmative obligation to act on
certain pending litigation. For example, the court in In
re WorldCom, Inc. found an obligation to refrain from
challenging a state court consent judgment in the context
of a settlement agreement material under section 365 of the
Code. 343 B.R. 486, 496 (Bankr. S.D.N.Y. 2006). As that
court explained, “ ‘[e]ach performance goes to the essence
of what the other party sought and expected when he entered
into the ... Agreement, and without it, the party will lose the
benefit of the bargain that he thought he struck.” ” Id. at
496-497 (quoting In re Teligent, Inc., 268 B.R. 723, 730—
731 (Bankr. S.D.N.Y. 2001)). Likewise, in Alpha Natural
Resources, the court determined that the agreement was
executory because “the Debtors have a material obligation to
tender the Payment Obligations™ and “[b]oth parties also have
a material obligation to refrain from bringing the underlying
claims that the Agreement purported to resolve.” ” 555
B.R. at 525 n.8. See also, e.g., Lubrizol, 756 F.2d at 1045
(“The unperformed, continuing core obligations of notice and
forbearance in licensing made the contract executory as to
RME.”); RCI Tech. Corp. v. Sunterra Corp. (In re Sunterra
Corp.), 361 F.3d 257, 264 (4th Cir. 2004) (finding contract
executory where each party “possessed an ongoing obligation
to maintain the confidentiality of the source code of the
software developed by the other”); Roomstore, 473 B.R. at
114 (explaining that “continuing duties of the parties” to a
contract can make the contract executory); In re Spoverlook,
LLC, 551 B.R. 481, 486487 (Bankr. D.N.M. 2016) (finding

contingent obligation to release claims to be material). 20

20 The parties discussed the Spoverlook case in their

post-hearing briefs, given the factual similarities
between that case and the matter before the
Court. The two settlement agreements have similar
terms, but the release provision in Spoverlook was
contingent on the debtor's performance of certain
obligations. 551 B.R. at 486. Under the Settlement

Agreement, the release provision appears to have
been operative upon execution of the agreement.
PL. Ex. 8. The court in Spoverlook found the release
obligation (though self-executing) to be material
under the facts of that case and, thus, did not
address the other remaining obligation, which was
an obligation to dismiss the underlying state court
action. /d. at 487. The court did, however, suggest
that “[i]fthe HOA's only remaining obligation were
to dismiss the state court action, then it might not
be significant.” Id. The Court acknowledges this
statement in Spoverlook, but reaches a different
conclusion based on all of the provisions in the
Settlement Agreement, the primary purpose of the
parties entering into the Settlement Agreement, and
the applicable nonbankruptcy law in this case.

The Court acknowledges that some courts have found
negative covenants insufficient to render a contract executory
for purposes of the Code. See, e.g., Ready Productions, Inc. v.
Jarvis (In re Jarvis), 2005 WL 758805, at *4 (Bankr. D.N.H.
Mar. 28, 2005) (discussing nondisparagement agreements);
In re Schneeweiss, 233 B.R. 28, 31-32 (Bankr. N.D.N.Y.
1998) (discussing covenant not to compete). Although the
Court appreciates the analysis included in these decisions, it
respectfully declines to follow their guidance based on the
facts and circumstances of this particular matter. In addition,
as noted by the court in WorldCom, at least some of these
decisions “base their ruling upon the argument that restrictive
covenants create passive and not affirmative obligations on
the part of the party being held to them, and that such passive
obligations do not [ ] rise to the level of materiality necessary
for an executory contract to exist.” 343 B.R. at 496. The court
then observed that “applying these arguments to this case
would inherently place form over substance.” /d. This Court
agrees.

*466 Every decision concerning whether a contract is
executory must be made on the facts of the particular case
and the standards set forth in the applicable nonbankruptcy
law. Having analyzed the terms of the Settlement Agreement,
considered the testimony of Mr. Cho at the November
Hearing and the State Court Hearing, and reviewed applicable
Maryland law, the Court finds that the Settlement Agreement
is an executory contract under the Countryman test. Both
parties to the Settlement Agreement have unperformed and,
in some instances, ongoing obligations that, if not performed,
would eviscerate the benefit of the bargain for the non-
breaching party. Accordingly, the Debtors may seek to reject
the Settlement Agreement under section 365 of the Code.
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C. The Rejection of the Settlement Agreement

As explained above, section 365(a) of the Code permits a
debtor in possession, after notice and a hearing, to reject
an executory contract, if such rejection is advantageous to
the estate. “Courts addressing that question must start with
the proposition that the bankrupt's decision upon it is to
be accorded the deference mandated by the sound business
judgment rule as generally applied by courts to discretionary
actions or decisions of corporate directors.” Lubrizol, 756
F.2d at 1046. In these cases, the Debtors have asserted
that the Settlement Agreement is onerous and, actually,
counterproductive to the Debtors' reorganization efforts. The
terms of the Settlement Agreement require, among other
things, the transfer of a business operated by the Debtors and
a cash payment from the Debtors to two specific creditors
in these cases on account of alleged prepetition claims. The
Court appreciates the frustration articulated by the Plaintiffs
in that they believe they hold valid claims against the Debtors
and that they had, in good faith, reached a settlement of those
claims prior to the filing of the Debtors' chapter 11 petitions.

The Plaintiffs are not, however, the only creditors in these

cases, 2

! and the Court must consider the interests of the
estates in the context of the Debtors' request to reject the

Settlement Agreement.

21 Notably, these chapter 11 cases do not only involve

a two-party dispute. The Debtors have at least
three secured creditors, including secured claims
asserted by Columbia Bank and PNC Bank, at least
two general unsecured creditors (not including the
Plaintiffs), and a landlord. [ECF 1 Case No. 17—
22057; ECF 1 in Case No. 17-22058].

On balance, the Court finds that the record supports the
Debtors' business judgment and their request to reject
the Settlement Agreement. The Plaintiffs made various
references to the Debtors' alleged fraudulent conduct and
bad faith in filing these chapter 11 cases. They did not,
however, present any evidence beyond the facial allegations
asserted in the State Court Action and the fact the Debtors
filed these cases shortly before the hearing on the Show
Cause Petition. The filing of a bankruptcy petition stops most
prepetition litigation. That fact alone does not establish bad
faith, particularly where the debtor has, as here, articulated a

valid purpose to be served by the bankruptcy filing. 22 See,
e.g., Carolin Corp. v. Miller, 886 F.2d 693, 700 (4th Cir. 1989)

(setting forth test to evaluate alleged bad faith filings that
places burden on party opposing bankruptcy and requires a
showing of both objective futility and subjective bad faith);
In re Greenwood Supply Co., 295 B.R. 787, 794 (Bankr. D.
S.C. 2002) (explaining, among other things, that subjective
bad faith is a *467 totality of circumstances test, of which
a bankruptcy filing to stop state court litigation is only one
factor). Moreover, the Plaintiffs did not suggest or provide
any evidence to suggest fraud or bad faith in the Debtors'
request to reject the Settlement Agreement, other than it is
an effort to get out from under a deal the Debtors now do
not like. Such motivation, however, often underlies a debtor's
request to reject an executory contract or unexpired lease in
a bankruptcy case.

22 The Court's findings regarding fraud and bad

faith are limited to evaluating the Motion and the
Debtors' business judgment in that context.

[13] [14] That said, the Court does not condone fraudulent

conduct or bad faith filings. The protections of the Code are
reserved for the “ “honest but unfortunate’ ” debtor. See, e.g.,
Brownv. Felsen, 442 U.S. 127, 128,99 S.Ct. 2205, 60 L.Ed.2d
767 (1979) (quoting Local Loan Co. v. Hunt, 292 U.S. 234,
244, 54 S.Ct. 695, 78 L.Ed. 1230 (1934)). And the Court
is mindful that, in administering bankruptcy cases, “courts
should be ‘equally concerned with ensuring that perpetrators
of fraud are not allowed to hide behind the skirts of the
Bankruptcy Code.” ” Twin City Fire Ins. Co. v. Estrin (In re
Estrin), 2016 WL 691506, at *7 (Bankr. D.S.C. Feb. 19, 2016)
(quoting Taylor v. Davis (In re Davis), 494 B.R. 842, 867
(Bankr. D.S.C. 2013) and Foley & Lardner v. Biondo (In re
Biondo), 180 F.3d 126, 130 (4th Cir. 1999)). Nevertheless, on
the record before it, the Court finds no bad faith in connection
with the Debtors' request to reject the Settlement Agreement.

In addition, rejection of the Settlement Agreement simply
means that Debtors are relieved of performing their
obligations under that agreement. Rejection is a breach of
the Settlement Agreement by the Debtors, deemed to occur
immediately before the petition date. See, e.g., 11 U.S.C. §
365(g); Lubrizol, 756 F.2d at 1048. Rejection generally does
not eviscerate the non-breaching party's state law rights under
the contract.

Although the non-breaching party may be limited to a
damages claim against the estate under sections 365(g) and

502(g) of the Code, 23 the Court is not by this Order
addressing the parties' respective rights upon breach, the
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amount of any claim resulting from breach, or the treatment

Notably,
any nonbankruptcy rights that the Plaintiffs may retain do

of the any claim in these chapter 11 cases. >4

not include the right to request specific performance of the

Settlement Agreement. 2 See, e. g., *468 Newman Grill
Sys., LLC v. Ducane Gas Grills, Inc., 320 B.R. 324, 337
(Bankr. D. S.C. 2004) (“Plaintiffs are not entitled to claim
specific performance as a method of relief from Ducane's
rejection of executory contracts in light of 11 U.S.C. § 365(g)
...7). See also Lubrizol, 756 F.2d at 1048. Accordingly, the
Court reserves judgment on these and related issues pending
further action by the parties in these chapter 11 cases.

23 See, eg, Lubrizol, 756 F.2d 1043, 1048 (“Even

though § 365(g) treats rejection as a breach, the
legislative history of § 365(g) makes clear that
the purpose of the provision is to provide only a
damages remedy for the non-bankrupt party.”).

24 For example, in the Spoverlook case cited above

(551 B.R. 481), the bankruptcy case ultimately
was dismissed and, in granting that dismissal,
Judge Thuma explained, “Debtor's rejection of
the Agreement was a breach of contract, and
will continue to be so after dismissal of the
case. ... Dismissal of this case therefore leaves
the HOA and Debtor much like they were before
the bankruptcy case was filed. ... The HOA can
seek to enforce the Agreement as before. The
HOA's specific performance and other remedies,
which were potentially curtailed in bankruptcy,
remain available in state court, the same as if
the bankruptcy case had never been filed.” In re
Spoverlook, 2017 WL 3084898, at *2 (Bankr. D.
New Mexico Jan. 4, 2017).

25 The issue of specific performance could be

viewed as one difference between rejection of the
Settlement Agreement as an executory contract
or characterization of that agreement as non-
executory and subject to breach by the Debtors.

In the latter instance, the Plaintiffs' monetary
claims would still constitute prepetition claims
because the Settlement Agreement was agreed
upon prepetition. See, e.g., Spoverlook, 551 B.R.
at 487 (citing In re Hawker Beechcraft, 486 B.R.
264, 276277 (Bankr. S.D.N.Y. 2013) for the
proposition that “rejection of an executory contract
is the economic equivalent of the debtor's refusal to
perform a non-executory contract, giving rise to the
same unsecured claim). The Plaintiffs may believe
that, in the non-executory context, they could at
least argue a claim for specific performance. The
success of that claim is, however, speculative at
best considering the broad definition of “claim”
under section 101(5) of the Code, which includes
equitable relief, and the fact that monetary damages
could compensate the Plaintiffs for any losses. 11
U.S.C. § 101(5)(B). Indeed, under Maryland law,
the remedy of specific performance is rare, often
reserved for transfers of real property (which this
is not), and only available where, among other
things, the requesting party has performed all of its
obligations under the agreement. See, e.g., Cattail
Assoc., Inc. v. Sass, 170 Md.App. 474, 907 A.2d
828, 843 (Md. Ct. Spec. App. 2000); Geoghegan
v. Grant, 2011 WL 673779, at *9 (D. Md. Feb. 17,
2011).

IV. Conclusion

For the reasons set forth above, the Court concludes that
the parties agreed to the terms of the Settlement Agreement
prior to the petition date, the Settlement Agreement is an
executory contract for purposes of section 365 of the Code,
and the Debtors may reject the Settlement Agreement under
section 365(a) of the Code. The Court will enter a separate
order consistent with, and granting the relief set forth in, this
Memorandum Opinion.
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In re Spoverlook, LLC, 560 B.R. 358 (2016)
63 Bankr.Ct.Dec. 63

560 B.R. 358
United States Bankruptcy Court, D. New Mexico.

IN RE: SPOVERLOOK, LLC, Debtor.

Case No. 15—13018 t11

|
Signed October 7, 2016

Synopsis

Background: Debtor moved to reject executory settlement
agreement in bankruptcy, after state court had previously
granted homeowners' association's request to enforce
agreement against debtor.

Holdings: The Bankruptcy Court, David T. Thuma, J., held
that:

[1] homeowners' association could be forced to accept claim
for money damages in bankruptcy as alternative to whatever
right of specific performance it otherwise would have upon
debtor's breach of executory contract to convey real property
to homeowners' association by rejecting it;

[2] state court's prepetition grant of motion by homeowners'
association to enforce settlement agreement against debtor
was not in nature of final judgment on association's right to
specific performance of this agreement, of kind sufficient to
reduce settlement agreement to final judgment for specific
performance and to prevent debtor from rejecting agreement;
and

[3] debtor's motion to reject could not be denied as having
been filed in bad faith.

Motion granted.

West Headnotes (9)

[1] Bankruptcy = "Business judgment" test in
general

“Business judgment” test determines whether

court should approve debtor's proposed

2]

131

[4]

51

CA-46

assumption or rejection of executory contract. 11
U.S.C.A. § 365(a).

2 Cases that cite this headnote

Bankruptcy <= "Business judgment" test in
general

“Business judgment” test is not particularly
strict, and in applying this test to determine
whether debtor should be allowed to reject
an executory contract, bankruptcy court should
defer to debtor's decision, as long as debtor
demonstrates that rejection of contract is likely
to benefit estate. 11 U.S.C.A. § 365(a).

2 Cases that cite this headnote

Bankruptcy @= Grounds for and Objections
to Assumption, Rejection, or Assignment

Bankruptcy court will approve debtor's proposed
assumption or rejection of executory contract
unless it is manifestly unreasonable or derives
from bad faith, whim, or caprice. 11 U.S.C.A. §
365(a).

1 Cases that cite this headnote

Specific Performance ¢ Contracts Relating
to Real Property

Under New Mexico law, specific performance is
an alternative to legal remedy of money damages
for breach of contract involving real estate.

1 Cases that cite this headnote

Bankruptcy @= Effect of Acceptance or
Rejection

Homeowners' association could be forced to
accept claim for money damages in bankruptcy
as alternative to whatever right of specific
performance it otherwise would have upon
debtor's breach of executory contract to convey
real property to homeowners' association by
rejecting it. 11 U.S.C.A. §§ 101(5)(B), 365(g)(1).

1 Cases that cite this headnote
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[6]

(7]

8]

9]

Bankruptcy ¢= Executory nature in general

State court's prepetition grant of motion by
homeowners' association to enforce settlement
agreement against debtor was not in nature of
final judgment on association's right to specific
performance of this agreement, of kind sufficient
to prevent debtor from rejecting agreement upon
its bankruptcy filing; state court's order was not
entered after trial and presentation of evidence or
after any election of remedies by homeowners'
association, but after short hearing consisting
entirely or oral argument. 11 U.S.C.A. § 365(a).

Courts &= Debtor and creditor; bankruptcy;
mortgages, liens, and security interests

State court's prepetition grant of motion by
homeowners' association to enforce settlement
agreement against debtor was not in nature
of final judgment on merits and did not
prevent debtor, based on principles of issue
preclusion or pursuant to Rooker-Feldman
doctrine, from seeking to reject settlement
agreement in bankruptcy and to thereby avoid
its obligation to convey real property to
homeowners' association. 11 U.S.C.A. § 365(a).

Bankruptcy ¢= Grounds for and Objections
to Assumption, Rejection, or Assignment

Bankruptcy ¢= "Bad faith."

It was not bad faith for debtor, after state court
granted motion by homeowners' association to
enforce executory settlement agreement against
debtor, to file for bankruptcy for specific purpose
of rejecting this settlement agreement, and
motion to reject could not be denied as having
been filed in bad faith. 11 U.S.C.A. § 365(a).

Bankruptcy ¢= "Bad faith."

In general, it is not bad faith for debtor to file
a bankruptcy case for the purpose of rejecting
a lease or executory contract. 11 U.S.C.A. §
365(a).

Attorneys and Law Firms

*359 James T. Burns, Albuquerque Business Law, P.C.,
Albuquerque, NM, for Debtor.

OPINION
Hon. David T. Thuma, United States Bankruptcy Judge

Before the Court is Debtor's motion to reject a state court
settlement agreement with a homeowner's association. The
Court previously found the settlement agreement was an
executory contract. The homeowner's association resists
rejection, arguing that it can obtain specific performance of
the agreement, rejection would improperly contravene a state
court order, and the proposed rejection is in bad faith. The
Court disagrees and will grant Debtor's motion.

I. FACTS

The Court finds:

Debtor is the developer of a 260—acre residential development
called San Pedro *360 Overlook (the “Subdivision”) in
the “East Mountains” area northeast of Albuquerque. Debtor
has completed the first of three phases (Phase I), which
consists of about 50 residential lots, a community center, and
a gatehouse. The Subdivision was built on a large plot of
open space in a manner that maintains the character of New
Mexico's natural surroundings.

The Subdivision is near another high-end development called
San Pedro Creeks (“SPC”). SPC currently is the only
development that can be seen from the Subdivision. There is
a large open space between the Subdivision and SPC, which
includes a certain parcel of undeveloped property called
“Tract D.” A portion of Tract D abuts a highway.

Around 2003, buyers started purchasing and building on the
residential lots in Phase 1. The properties were primarily
marketed by Campbell Ranch Realty, an affiliate of the
Debtor. Debtor advertised that the Subdivision is adjacent to
625 acres of open space. It is unclear whether that open space
includes Tract D.
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By 2013, Debtor had sold all of its residential lots in
Phase I. Pursuant to the restrictive covenants encumbering

the Subdivision,1 Debtor was obligated to cede control
of the Subdivision to the San Pedro Overlook Community
Association (the “HOA”) and to convey certain common
areas to the HOA.

Declaration of Covenants, Conditions,
Restrictions, and Easement for San Pedro
Overlook, admitted as Exhibit 21 (the

“Declaration”).

Debtor did not timely perform these obligations, possibly
because it could not afford the required inspections and
repairs. Debtor's development plans were severely affected
by the “great recession” of 2008. Throughout 2013, the HOA
demanded that Debtor perform its transition obligations.

In 2014, the HOA sued Debtor in New Mexico's Thirteenth
Judicial District Court, commencing an action styled San
Pedro Overlook Community Association v. SP Overlook,
LLC, cause no. D-1329-CV-2014-01119. The suit sought to
compel Debtor to, inter alia, convey the common areas to the
HOA.

On March 30, 2015, the HOA and the Debtor signed a
settlement agreement, under which Debtor agreed to convey
the common areas to the HOA by April 30, 2015, in exchange
for a mutual release of claims. Each party also agreed to pay
a certain portion of property taxes and to submit a stipulated
order dismissing the lawsuit.

Debtor and the HOA thought they had settled their
differences. It turned out, however, that a dispute remained
concerning Tract D. Paragraph 2 of the agreement defines
“common areas” as the areas identified in the Declaration. It
is not clear Tract D comes within this definition. Paragraph
2 goes on to state, however, that “the parties agree that
the real property described in Exhibit A to this Agreement
constitutes the common areas to be conveyed by [Debtor]
in accordance with this [paragraph] 2....” The description in
Exhibit A includes Tract D.

Debtor maintains that Tract D is not and has never been
part of the common areas, and that Debtor never intended
to convey Tract D to the HOA. Accordingly, Debtor argues
the settlement agreement is ambiguous, and/or that a mistake
was made. The HOA, in contrast, argues that the agreement

unambiguously obligates Debtor to convey Tract D to the
HOA.

The disposition of Tract D is important to the parties.
Debtor wants to realize the value of Tract D so it can
begin development *361 on Phases II and III of the
Subdivision. The HOA opposes any development of Tract
D, and contends the Debtor represented that Tract D would
remain undeveloped open space.

On July 22, 2015, the HOA filed a motion in state court
to enforce the settlement agreement. The court held a short
hearing on October 27, 2015. No witnesses testified, nor were
any exhibits introduced into evidence. The hearing took about
33 minutes. The state court ruled for the HOA, stating:

I have reviewed this at some length,
and [ find that the
agreement is unambiguous, and should

settlement

be ... enforced specifically by the
Court. So the Court will decree that
the defendant specifically perform and
sign the deed. The issue concerning
the tract—whichever one. ... I think
the special warranty deed form is
appropriate, in light of the fact that
it calls out any and all easements of
record. So the Court will order that
defendant perform as indicated by the
Court.

The parties agreed to submit an order memorializing the
ruling within seven days. Counsel for the HOA prepared
a form of order, but Debtor's counsel did not respond. On
November 18, 2015, before the order was entered, Debtor
filed this bankruptcy case. On the petition date, Debtor had
not conveyed any property to the HOA, the HOA had not
released any claims against the Debtor, and neither party had
taken action to dismiss the lawsuit. At this Court's insistence,
Debtor has since conveyed to the HOA all of the undisputed
common areas, leaving only the disputed Tract D.

Debtor's interest in Tract D is its main asset. Debtor scheduled
Tract D at $300,000; a lawsuit against Sonida, LLC at
$250,000; and a potential malpractice suit against the lawyers
who drafted the settlement agreement at $250,000. The value
of the lawsuits is highly speculative. Sonida, LLC dissolved,
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and the malpractice suit may depend on, inter alia, the ultimate
disposition of Tract D.

Debtor is not operating currently. Rejecting the settlement
agreement and pursuing Tract D may be Debtor's main chance
to reorganize.

By a memorandum opinion and order entered June 14,

2016, this Court determined the settlement agreement was an
executory contract.

II. DISCUSSION

A. Rejecting Executory Contracts.

[1] A debtor-in-possession may assume or reject executory
contracts, subject to bankruptcy court approval. 11 U.S.C.

§ 365(a). % The business judgment test determines whether
the Court should approve a proposed assumption or rejection.
In re Tilco, Inc., 558 F.2d 1369, 1373 (10th Cir. 1977);
N.L.R.B. v. Bildisco and Bildisco, 465 U.S. 513, 104 S.Ct.
1188, 79 L.Ed.2d 482 (1984) (business judgment test applies
to authorize rejection of an ordinary executory contract); /n re
Western Wood Products, Inc., 2013 WL 1386285, *21 (Bankr.
D.N.M.) (citing Tilco and applying the business judgment
test).

2 All statutory references are to 11 U.S.C.

[2] The test is not particularly strict. /n re Mile Hi Metal
Systems, Inc., 899 F.2d 887, 896 n. 13 (10th Cir. 1990) (“We
do not consider the ‘business judgment test’ to be a strict
standard to meet.”) (quoting /n re W. & L. Assoc., Inc.,71 B.R.
962, 966 (Bankr. E.D. Pa. 1987)). Deference is given to the
debtor's decision, provided it demonstrates “that rejection of
the contract will be likely to benefit the *362 estate.” Id. See
also Lubrizol Enterprises, Inc. v. Richmond Metal Finishers,
Inc., 756 F.2d 1043, 1046 (4th Cir. 1985) (articulating a
deferential “benefit to the estate” standard); In re: Genco
Shipping & Trading Limited, 509 B.R. 455, 463 (Bankr.
S.D.N.Y. 2014) (A court should defer to a debtor's decision
that rejection of a contract would be advantageous.”); In
re Malden Mills Industries, Inc., 303 B.R. 688, 701 (1st
Cir. BAP 2004) (“A court will generally not second-guess a
debtor's business judgment regarding whether the assumption
or rejection of a contract will benefit the debtor's estate.”).

[3] An alternative articulation of the test is that the Court
will approve a proposed assumption or rejection unless it is

manifestly unreasonable or derives from bad faith, whim, or
caprice. Western Wood, 2013 WL 1386285, at *21 (Court
will not interfere unless the decision is “so manifestly
unreasonable that it could not be based on sound business
judgment”) (quoting Lubrizol Enterprises, Inc., 756 F.2d at
1047); In re Sabine Oil & Gas Corp., 550 B.R. 59, 75 (Bankr.
S.D.N.Y. 2016) (court will defer to debtor's decision to reject
unless it is “the product of bad faith, whim, or caprice”); In re
Cook, 2012 WL 5408905, *11 (Bankr. D.N.M. 2012) (same).

B. Specific Performance.

The HOA argues that rejection of the Settlement Agreement
would be futile because the HOA would be entitled to specific
performance in the event of a breach. The Court disagrees.

Rejection of an executory contract constitutes a breach of the
contract as of the date immediately before the petition date.
§ 365(g)(1); In re Siggins, 2014 WL 1796685, at *5 (Bankr.
D.N.M. 2014). The breach gives rise to a claim. § 502(g)
(1). The non-debtor party's right to specific performance
after rejection depends on whether the specific performance
obligation qualifies as a “claim” that can be monetized and
discharged.

A claim is defined to include a “right to an equitable remedy
for breach of performance if such breach gives rise to a right
to payment....” § 101(5)(B). As the Supreme Court noted:

Section [101(5)(B) ] ... is intended to
cause the liquidation or estimation of
contingent rights of payment for which
there may be an alternative equitable
remedy with the result that the
equitable remedy will be susceptible
to being discharged in bankruptcy. For
example, in some States, a judgment
for specific performance may be
satisfied by an alternative right to
payment in the event performance is
refused; in that event, the creditor
entitled to specific performance would
have a ‘claim’ for purposes of a
proceeding under title 11.
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Ohio v. Kovacs, 469 U.S. 274,280, 105 S.Ct. 705, 83 L.Ed.2d
649 (1985) (quoting the sponsors of the 1978 Bankruptcy

Reform Act, 124 Cong. Rec. 32393 (1978)). 3

Specific performance is an equitable remedy.
Kokoricha v. Estate of Keiner, 148 N.M. 322, 236
P.3d 41,48 (2010); Westar Energy, Inc. v. Lake, 552
F.3d 1215, 1222 (10th Cir. 2009).

[4] In New Mexico cases involving real estate, specific
performance is an alternative to the legal remedy of money
damages. See Jones v. Lee, 126 N.M. 467,971 P.2d 858, 862
(1999) (“Where a party elects to sue for damages resulting
from a breach of land sale contract, the burden is on that
party to present competent evidence to support such claim
for damages”); Beaver v. Brumlow, 148 N.M. 172, 231 P.3d
628, 630 (2010) (“The trial court allowed Buyers a choice of
remedy: money damages for the prima facie tort or specific
performance *363 of the contract. Buyers chose specific
performance.”); Buckingham v. Ryan, 124 N.M. 498, 953
P.2d 33, 38 (1997) (discussing the election of remedies on a
land sale contract). Thus, a state law right to seek specific
performance falls squarely within § 101(5)(B)'s definition of
a claim.

[S] Consistent with the foregoing, the strong majority of

courts addressing the issue have held that parties like the
HOA can be forced to accept claims for money damages in
bankruptcy. See Route 21 Associates v. MHC, Inc., 486 B.R.
75, 85-87 (S.D.N.Y. 2012) (purchaser was not entitled to
specific performance post-rejection because its claim could
be monetized under § 101(5)(B)); In re Young, 214 B.R.
905, 912 (Bankr. D. Idaho 1997) (both specific performance
and monetary damages were available under Idaho law for
breach of a contract to sell real property, so the buyer had a
claim under § 101(5)); In re A.J. Lane & Co., Inc., 115 B.R.
738, 742 (Bankr. D. Mass. 1990) (debtor/seller's obligation
under a real estate contract gives rise to a dischargeable
claim if the buyer has the right to either damages or specific
performance); In re Kilpatrick, 160 B.R. 560, 564—66 (Bankr.
E.D. Mich. 1993); In re Ground Round, Inc., 335 B.R. 253,
261 (1st Cir. BAP 2005), aff'd, 482 F.3d 15 (1st Cir. 2007) (an
equitable remedy will be deemed a claim when the payment
of monetary damages is an alternative); In re Nickels Midway
Pier, LLC, 341 B.R. 486, 500 (Bankr. D.N.J. 2006); In re
Aslan, 65 B.R. 826, 830-31 (Bankr. D. Cal. 1986), rev'd in
part on other grounds, 909 F.2d 367 (9th Cir.1990) (specific

performance not available post-rejection based on legislative

history of § 101(5)). *

See also 3 Collier on Bankruptcy § 365.10[1], p.
365-79 (16th ed. 2016) (“rejection deprives the
nondebtor party of a specific performance remedy
that it might otherwise have under applicable
nonbankruptcy law”); Lubrizol Enterprises, 756
F.2d at 1048 (the purpose of § 365(g) is to limit
remedies to money damages); /n re Scott Desert
Shadows, LLC, 2006 WL 1775828, *4 (Bankr.
D. Ariz. 2006) (specific performance is no longer
available once a contract is rejected); Moglia v.
Pac. Employers Ins. Co. of North America, 547
F.3d 835, 837 (7th Cir. 2008) (noting in dicta that
rejection does not avoid the debtor's obligations
but replaces specific performance with damages);
In re Ducane Gas Grills, Inc., 320 B.R. 341, 351
(Bankr. D.S.C. 2004) (“Plaintiffs are not entitled
to the return of the Chuck Wagon as a specific
performance remedy for Debtor's rejection of
executory contracts ... and are limited to claiming
a prepetition unsecured claim for damages from
Debtor's bankruptcy estate pursuant to § 502(g)”);
In re Roman Crest Fruit, Inc., 35 B.R. 939,
946 (Bankr. S.D.N.Y. 1983) (“it would make no
sense to order the debtor to specifically perform
a contract that can be avoided or rejected”); In
re Sun Belt Elec. Constructors, Inc., 56 B.R. 686
(Bankr. N.D. Ga. 1986) (specific performance is
not an appropriate remedy following rejection); In
re Fleishman, 138 B.R. 641, 648 (Bankr. D. Mass.
1992) (same); In re Rega Properties, Ltd., 894
F.2d 1136, 1140 (9th Cir. 1990) (allowing the non-
debtor to enforce the contract as written following
rejection would defeat the purpose of § 365, which
is to relieve the debtor of burdensome obligations).

The majority rule is consistent with the statutory construction
maxim expression unius est exclusio alterius. Section 365
identifies two instances in which the non-debtor may demand
specific performance following contract rejection: § 365(i) (a
non-debtor already in possession of real property is entitle
to complete a pending sale), and § 365(n) (rejection cannot
terminate the intellectual property rights of a technology
licensee). These sections imply that Congress considered the
issue of specific performance and limited the remedy as
specified. See A. Scalia & B. Garner, Reading Law: The
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In re Spoverlook, LLC, 560 B.R. 358 (2016)
63 Bankr.Ct.Dec. 63

Interpretation of Legal Texts, Canon 10, p. 107 (2014) (the
expression of one thing implies the exclusion of others).

*364 As the HOA points out, several courts have ruled the

other way. See, e.g., In re Walnut Associates, 145 B.R. 489,
494 (Bankr. E.D. Penn. 1992) (“if state law ... authorize[s]
specific performance under the rejected executory contract ...
the non-debtor should be able to enforce the contract against
the [d]ebtor”); In re West Chestnut Realty of Haverford, Inc.,
177 B.R. 501, 506 (E.D. Penn. 1995) (same). The Court is
unconvinced by these cases, which do not acknowledge §
101(5)(B) or the impact of the bankruptcy discharge on a
creditor's ordinary state law equitable remedies.

Thus, if the settlement agreement is rejected and Debtor
confirms a plan of reorganization, the HOA would not be able
to enforce its state law specific performance rights, but would
have to settle for a claim for money damages. At this stage,
the Court cannot say that rejection would be futile.

C. Effect of the State Court Order.

[6] [7] The HOA next argues that the state court has already

ordered specific performance, which cannot be defeated by
Debtor's rejection of the settlement agreement. The Court
agrees that, had the settlement agreement been reduced to a
final specific performance judgment, it would no longer be an
executory contract subject to rejection. See, e.g. In re Bassett,
74 B.R. 361, 363 (Bankr. D. Colo. 1987) (land-sale contract
buttressed by a prepetition order of specific performance is
not an executory contract that can be rejected under § 365);
In re Pribonic, 70 B.R. 596 (Bankr. W.D. Pa. 1987) (contract
was no longer executory after entry of state law specific
performance decree, and in any event by electing its remedy,
non-debtor could not have a “claim” that could be monetized);
In re Sundial Asphalt Co., Inc., 147 B.R. 72, 80 (E.D.N.Y.
1992) (““[a] contract for the sale of land ceases to be executory,
or rejectable in bankruptcy, at the instant a decree of specific
performance is issued.”); Roxse Homes, Inc. v. Roxse Homes
Ltd. Partnership, 83 B.R. 185, 187 (D. Mass. 1988) (same).

The Court has already ruled, however, that the settlement
agreement is an executory contract, not a final judgment.
While there is a state court order, it did not result from
the full litigation of a land sale contact. There was no trial,
virtually no evidence, and no election of remedies by the
HOA. Instead, the state court conducted a short hearing
consisting of oral argument and granted the HOA's motion

to enforce the settlement agreement. 3 The issue of specific

performance was not litigated or finally determined, so the
settlement agreement was not converted into a final, non-
executory judgment. For the same reasons, the Court need not
deny Debtor's motion based on comity, the Rooker—Feldman
doctrine, or other preclusion theories.

For purposes of this opinion, the Court treats the
state court's oral order the same as if it had been
memorialized in writing.

D. Bad Faith.
[8] [9] Finally, the HOA asserts that Debtor is acting in
bad faith by filing the bankruptcy case for the sole purpose
of rejecting the settlement agreement. The Court disagrees.
In general, filing a bankruptcy case to reject a lease or
executory contract is not bad faith. See, e.g., In re Balboa
Street Beach Club, Inc., 319 B.R. 736, 740 (Bankr. S.D.
Fla. 2005) (collecting cases and noting: “there is no such
thing as ‘bad faith’ in bringing a bankruptcy case solely for
the purposes of rejecting an overly burdensome executory
contract”); *365 In re Chameleon Systems, Inc., 306 B.R.
666, 696 (Bankr. N.D. Cal. 2004) (“rejection and the capping

of a landlord's claim is not per se bad faith”). % The power
to reject burdensome leases or contracts under was granted
to debtors by Congress. Law v. Siegel, — U.S. ——, 134
S.Ct. 1188, 188 L.Ed.2d 146 (2014), teaches that bankruptcy
courts should not alter the remedies specified in the Code to
correct perceived unfairness. The Court therefore is unwilling
to characterize Debtor's use of § 365 as bad faith.

But see, e.g., In re Silberkraus, 253 B.R. 890, 906
(Bankr. C.D. Cal. 2000) (“filing bankruptcy with
the sole purpose of trying to reject an executory
contract or lease is bad faith, and the rejection will
be precluded”).

Furthermore, if filing a bankruptcy petition after entry of
an adverse state court ruling automatically constitutes bad
faith, many cases would have to be dismissed. Consumer
debtors regularly file bankruptcy petitions after the entry
of foreclosure judgments. Retailers and restaurateurs file
petitions after litigation with vendors, landlords, franchisors,
etc. By approving rejection, the Court is not disturbing or
collaterally attacking a pre-petition state court judgment, nor
is it modifying any of the HOA's rights that are independent of
the rejected contract. For example, the HOA may still pursue
Tract D if it has (as asserted) a right to the tract under the
Declaration. The Court concludes Debtor is not acting in bad
faith.
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In re Spoverlook, LLC, 560 B.R. 358 (2016)
63 Bankr.Ct.Dec. 63

1. CONCLUSION

Debtor has exercised reasonable business judgment in
electing to reject the settlement agreement, which is an
executory contract. Upon rejection and subsequent plan
confirmation, the HOA could be forced to settle for a money
damages claim rather than specific performance. Debtor's

efforts in this case may or may not succeed, ultimately, but
are not taken in bad faith. The Court will approve Debtor's
rejection of the settlement agreement. A separate order will
be entered consistent with this opinion.

All Citations

560 B.R. 358, 63 Bankr.Ct.Dec. 63
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In re Moses N. ASLAN, Debtor.

Bankruptcy No. LA 86—03637—GM.
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Sept. 5, 1986.

Synopsis

Chapter 11 debtor moved to reject executory contract for sale
of real property. The Bankruptcy Court, Geraldine Mund, J.,
held that: (1) contract was still “executory contract,” such
as could be assumed or rejected by trustee or debtor in
possession; (2) purchaser's claim for specific performance
was dischargeable in bankruptcy; and (3) debtor would be

allowed to reject contract.

Motion granted.

West Headnotes (5)

1]

2]

Bankruptcy ¢= Executory Nature in General

Contract for sale of real property was “executory
contract,” such as could be assumed or rejected
by trustee or debtor-in-possession, where debtor
had not yet conveyed title and escrow remained
open. Bankr.Code, 11 U.S.C.A. § 365.

2 Cases that cite this headnote

Bankruptcy ¢= Claims Allowable; What
Constitutes “Claim.”

Bankruptcy ¢= Particular Debts or Liabilities

“Claim” included claim for specific performance
of real estate sales agreement, for purpose of
statutes providing that claim arising before plan
is confirmed is dischargeable in bankruptcy,
where purchaser had alternative state law remedy
of suit for money damages. Bankr.Code, 11
U.S.C.A. §§ 101(4)(B), (11), 502(g), 1141(d).

CA-47

17 Cases that cite this headnote

[3] Bankruptcy @= Grounds for and Objections
to Assumption, Rejection, or Assignment

Trustee may be allowed to reject executory
contract only where bankruptcy court has first
considered harm to debtor and other parties to
contract and weighed this against benefit or harm
to other creditors. Bankr.Code, 11 U.S.C.A. §
365.

[4] Bankruptcy ¢= Grounds for and Objections
to Assumption, Rejection, or Assignment

Debtor's good faith is factor in whether he
will be allowed to reject executory contract.
Bankr.Code, 11 U.S.C.A. § 365.

[5] Bankruptcy ¢= Grounds for and Objections
to Assumption, Rejection, or Assignment

Debtor in possession would be allowed to reject
executory contract for sale of real property,
where debtor's Chapter 11 petition was not filed
for sole purpose of preventing consummation
of purchaser's specific performance action,
property had potential value in excess of contract
price, and funds generated from sale of property
could be used to pay all creditors in plan.
Bankr.Code, 11 U.S.C.A. § 365.

7 Cases that cite this headnote
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Jay S. Bulmash, Seal Beach, Cal., for creditor, Amana Corp.,
assignee of American Development.
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Angeles, Cal., as special counsel.


https://1.next.westlaw.com/Link/RelatedInformation/Flag?documentGuid=I73568ea435fe11dc8471eea21d4a0625&transitionType=Document&originationContext=docHeaderFlag&Rank=0&contextData=(sc.FindAndPrintPortal) 
https://www.westlaw.com/Document/I73568ea435fe11dc8471eea21d4a0625/View/FullText.html?navigationPath=RelatedInfo%2Fv4%2Fkeycite%2Fnav%2F%3Fguid%3DI73568ea435fe11dc8471eea21d4a0625%26ss%3D1986152971%26ds%3D2012734549%26origDocGuid%3DIc932be1e6e8211d9bd09d9bdc1d194d4&listSource=RelatedInfo&list=NegativeCitingReferences&rank=0&originationContext=docHeader&transitionType=NegativeTreatment&contextData=%28sc.FindAndPrintPortal%29&VR=3.0&RS=cblt1.0 
http://www.westlaw.com/Browse/Home/KeyNumber/51/View.html?docGuid=Ic932be1e6e8211d9bd09d9bdc1d194d4&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.FindAndPrintPortal)
http://www.westlaw.com/Browse/Home/KeyNumber/51k3106/View.html?docGuid=Ic932be1e6e8211d9bd09d9bdc1d194d4&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.FindAndPrintPortal)
http://www.westlaw.com/Link/Document/FullText?findType=L&pubNum=1000546&cite=11USCAS365&originatingDoc=Ic932be1e6e8211d9bd09d9bdc1d194d4&refType=LQ&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.FindAndPrintPortal)
http://www.westlaw.com/Link/RelatedInformation/DocHeadnoteLink?docGuid=Ic932be1e6e8211d9bd09d9bdc1d194d4&headnoteId=198615297100120050523170716&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=CitingReferences&contextData=(sc.FindAndPrintPortal)
http://www.westlaw.com/Browse/Home/KeyNumber/51/View.html?docGuid=Ic932be1e6e8211d9bd09d9bdc1d194d4&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.FindAndPrintPortal)
http://www.westlaw.com/Browse/Home/KeyNumber/51k2825/View.html?docGuid=Ic932be1e6e8211d9bd09d9bdc1d194d4&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.FindAndPrintPortal)
http://www.westlaw.com/Browse/Home/KeyNumber/51k2825/View.html?docGuid=Ic932be1e6e8211d9bd09d9bdc1d194d4&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.FindAndPrintPortal)
http://www.westlaw.com/Browse/Home/KeyNumber/51/View.html?docGuid=Ic932be1e6e8211d9bd09d9bdc1d194d4&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.FindAndPrintPortal)
http://www.westlaw.com/Browse/Home/KeyNumber/51k3343/View.html?docGuid=Ic932be1e6e8211d9bd09d9bdc1d194d4&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.FindAndPrintPortal)
http://www.westlaw.com/Link/Document/FullText?findType=L&pubNum=1000546&cite=11USCAS101&originatingDoc=Ic932be1e6e8211d9bd09d9bdc1d194d4&refType=LQ&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.FindAndPrintPortal)
http://www.westlaw.com/Link/Document/FullText?findType=L&pubNum=1000546&cite=11USCAS101&originatingDoc=Ic932be1e6e8211d9bd09d9bdc1d194d4&refType=LQ&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.FindAndPrintPortal)
http://www.westlaw.com/Link/Document/FullText?findType=L&pubNum=1000546&cite=11USCAS502&originatingDoc=Ic932be1e6e8211d9bd09d9bdc1d194d4&refType=LQ&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.FindAndPrintPortal)
http://www.westlaw.com/Link/Document/FullText?findType=L&pubNum=1000546&cite=11USCAS1141&originatingDoc=Ic932be1e6e8211d9bd09d9bdc1d194d4&refType=LQ&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.FindAndPrintPortal)
http://www.westlaw.com/Link/RelatedInformation/DocHeadnoteLink?docGuid=Ic932be1e6e8211d9bd09d9bdc1d194d4&headnoteId=198615297100220050523170716&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=CitingReferences&contextData=(sc.FindAndPrintPortal)
http://www.westlaw.com/Browse/Home/KeyNumber/51/View.html?docGuid=Ic932be1e6e8211d9bd09d9bdc1d194d4&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.FindAndPrintPortal)
http://www.westlaw.com/Browse/Home/KeyNumber/51k3110/View.html?docGuid=Ic932be1e6e8211d9bd09d9bdc1d194d4&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.FindAndPrintPortal)
http://www.westlaw.com/Browse/Home/KeyNumber/51k3110/View.html?docGuid=Ic932be1e6e8211d9bd09d9bdc1d194d4&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.FindAndPrintPortal)
http://www.westlaw.com/Link/Document/FullText?findType=L&pubNum=1000546&cite=11USCAS365&originatingDoc=Ic932be1e6e8211d9bd09d9bdc1d194d4&refType=LQ&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.FindAndPrintPortal)
http://www.westlaw.com/Link/Document/FullText?findType=L&pubNum=1000546&cite=11USCAS365&originatingDoc=Ic932be1e6e8211d9bd09d9bdc1d194d4&refType=LQ&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.FindAndPrintPortal)
http://www.westlaw.com/Browse/Home/KeyNumber/51/View.html?docGuid=Ic932be1e6e8211d9bd09d9bdc1d194d4&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.FindAndPrintPortal)
http://www.westlaw.com/Browse/Home/KeyNumber/51k3110/View.html?docGuid=Ic932be1e6e8211d9bd09d9bdc1d194d4&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.FindAndPrintPortal)
http://www.westlaw.com/Browse/Home/KeyNumber/51k3110/View.html?docGuid=Ic932be1e6e8211d9bd09d9bdc1d194d4&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.FindAndPrintPortal)
http://www.westlaw.com/Link/Document/FullText?findType=L&pubNum=1000546&cite=11USCAS365&originatingDoc=Ic932be1e6e8211d9bd09d9bdc1d194d4&refType=LQ&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.FindAndPrintPortal)
http://www.westlaw.com/Browse/Home/KeyNumber/51/View.html?docGuid=Ic932be1e6e8211d9bd09d9bdc1d194d4&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.FindAndPrintPortal)
http://www.westlaw.com/Browse/Home/KeyNumber/51k3110/View.html?docGuid=Ic932be1e6e8211d9bd09d9bdc1d194d4&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.FindAndPrintPortal)
http://www.westlaw.com/Browse/Home/KeyNumber/51k3110/View.html?docGuid=Ic932be1e6e8211d9bd09d9bdc1d194d4&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.FindAndPrintPortal)
http://www.westlaw.com/Link/Document/FullText?findType=L&pubNum=1000546&cite=11USCAS365&originatingDoc=Ic932be1e6e8211d9bd09d9bdc1d194d4&refType=LQ&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.FindAndPrintPortal)
http://www.westlaw.com/Link/RelatedInformation/DocHeadnoteLink?docGuid=Ic932be1e6e8211d9bd09d9bdc1d194d4&headnoteId=198615297100520050523170716&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=CitingReferences&contextData=(sc.FindAndPrintPortal)

In re Aslan, 65 B.R. 826 (1986)
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MEMORANDUM OF OPINION RE MOTION
TO REJECT EXECUTORY CONTRACT

GERALDINE MUND, Bankruptcy Judge.

On or about April 13, 1982, Moses Aslan and Sycamore
Investment Company (“Sycamore”) entered into a real estate
purchase contract whereby Sycamore agreed to purchase the
“Broadway Spring Arcade Buildings” (the “Arcade”). This
agreement was amended a few days later to, among other
things, increase the purchase price to $4,500,000.00.

The agreement between the parties called for Aslan to deliver
to Sycamore copies of leases, verbal tenancies, warranties,
etc. within 10 days after the opening of the escrow. The
escrow was to have opened on or before April 27, 1982 and
was to have closed contingent upon Sycamore's review of the
documents that it received. The escrow opened as scheduled,
but Aslan only delivered part of the required documents and
the escrow never closed.

On September 19, 1983, Sycamore filed a complaint for
breach of contract and specific *828 performance in
the Superior Court of California, Case No. C 468496. In
conjunction with that case, Sycamore filed a Notice of Action
Pending, which is recorded with the County Recorder. This
gave Sycamore a priority position on the building, should they
prevail on their state court action for specific performance.

Aslan has vigorously defended this case in the state court,
seeking to be relieved of any obligations under the purchase
agreement. Prior to the filing of this bankruptcy, no resolution
of the state court action had occurred.

The current case was filed on March 3, 1986, as a debtor-in-
possession Chapter 11. Aslan sought to reject the purchase
agreement. Thereafter, a trustee was appointed and the trustee
has now joined the motion to reject the executory contract.

[1] There was dispute as to whether this contract is
truly executory. The key case in issue is the Ninth Circuit
decision of In re Alexander, 670 F.2d 885 (9th Cir.1982). The
Alexander court held that the fact that the buyer had not yet
paid the remainder of the purchase price for the real property
and that title had not actually been conveyed by the seller
left the contract sufficiently unperformed so that it remained
executory.

Sycamore argues that no other courts (including later opinions
of the Ninth Circuit) have followed Alexander. This does not
appear to be the situation. While this Court also has trouble
with the concepts expressed in Alexander, for it seems to
say that unless the escrow has actually closed the contract is
executory, it is the law of the Ninth Circuit and is binding upon
the case before this Court. Therefore the Court finds that the
contract in question is an executory contract and falls under
the provisions of 11 U.S.C. § 365.

The Trustee argues that, since it appears that a higher price
will be received for the building if it is now able to be
sold, the “business judgment test” should allow him to reject
the contract without further review by the Court. The Court
believes that it first must determine the effect of rejection
on the Specific Performance Action. If the rejection would
transform the equitable remedy of specific performance into
a monetary claim, it then must decide whether the business
judgment test authorizes rejection.

Therefore the initial issue is whether rejection of an executory
contract, where state law allows a remedy of specific
performance, relieves the debtor/trustee from the requirement
to specifically perform the contract. In other words, if the
Court were to allow rejection of the contract, would the result
be that Sycamore is left only with an unsecured pre-petition
claim or would the result be that Sycamore (upon obtaining
relief from the automatic stay) could go forward and obtain
a state court judgment for specific performance and enforce

that judgment against the estate? !

The issue of rejection of executory contracts
recently came before me in the case of In re
Carrere, 64 B.R. 156 (Bankr.C.D.Cal.1986), in
which I ruled that a personal services contract does
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not become property of the estate in Chapters 7
and 11 and therefore cannot be rejected. At the
end of that opinion I questioned whether rejection
of contracts would transform an equitable remedy
for specific performance into a claim for money,
which could then be discharged. The opinion in the
instant case modifies any comments that I made
concerning the effect of rejection on a non-personal
services contract in which equitable relief'is sought.

The present case requires the Court to determine the
congressional intent concerning the effect of rejection of a
contract when state law allows a breach of contract to be
remedied by specific performance. To that end the Court has
delved deeply into the legislative history of the Bankruptcy
Code and its various provisions and has taken the following
analytical path:

11 US.C. § 365(g) states that rejection of an executory
contract constitutes a breach of that contract immediately
before the date of filing of the petition. This provision does
not deal with the remedies involved, but establishes the time
that the breach is deemed to have occurred.

11 U.S.C. § 1141(d) states that in Chapter 11, confirmation
discharges the debtor *829 from any “debt” that arose before
the date of confirmation and from any “debt” of the kind
specified in 11 U.S.C. §§ 502(g), 502(h), or 502(i). Therefore,
if the breach described in § 365(g) creates a “debt” of the
kind included in § 1141(d), that “debt” is discharged at time
of confirmation.

11 US.C. § 502(g) specifies that a “claim” arising from
rejection of an executory contract shall be determined and
allowed under §§ 502(a), 502(b) or 502(c), or should be
disallowed under §§ 502(d), or 502(e), as if such claim had
arisen before the date of filing of the petition. So if the breach
of an executory contract creates a “claim,” it is discharged
under § 1141(d).

Up to this point there are two key words. Section 1141(d)
talks about discharge of a “debt.” Section 502(g) talks about
creation of a “claim.”

11 U.S.C. § 101(11) defines the term “debt” to mean a liability
on a claim.

11 U.S.C. § 101(4)(B) defines a “claim” in the case of an
equitable remedy to exist only if the breach of performance

gives rise to a right of payment. 2 Nowhere in the definition

of claim does it include an equitable remedy which does not
give rise to a right of payment.

11 U.S.C. § 101(4) states:
(4) “claim” means—
(A) right to payment, whether or not such right
is reduced to judgment, liquidated, unliquidated,
fixed, contingent, matured, unmatured, disputed,
undisputed, legal, equitable, secured, or
unsecured; or
(B) right to an equitable remedy for breach
of performance if such breach gives rise to a
right to payment, whether or not such right to
an equitable remedy is reduced to judgment,
fixed, contingent, matured, unmatured, disputed,

undisputed, secured, or unsecured.

Having followed this analytical path, the Court must interpret
the phrase of § 101(4)(B) as being inclusive or exclusive.
Does it mean to include or to exclude as a claim any cause of
action which gives rise to a right to payment as an alternative
remedy to equitable performance? The debtor and trustee take
the position that § 101(4)(B) is inclusive of all causes of action
which have an alternative right to payment, even if the choice
of remedy would normally be in the control of the non-debtor.
Sycamore argues the other position.

In support of its position that rejection of the contract relieves
the debtor of any requirement to perform under state law, the
debtor cites the case of Lubrizol Enterprises, Inc. v. Richmond
Metal Finishers, Inc., 756 F.2d 1043 (4th Cir.1985). Although
the facts in Lubrizol are very different, for they deal with using
technology during the pendency of the lawsuit on breach, the
issues are similar in that they require the Court to interpret the
effect of an equitable remedy on the existence of a “claim.”

This Court agrees with the result in Lubrizol, for it holds
that the equitable remedy is transformed into a monetary
claim. However, the Court must respectfully disagree with
the Lubrizol reasoning, for it is based upon H.R.Rep. 95—
595, 95th Cong., 2nd Sess. 349 (1977), U.S.Code Cong.
& Admin.News 1978, pp. 5787, 6305 and does not take
into account the later legislative history of the definition of
“claim,” which is specifically on point.

A summary of the legislative history of the creation of this
bankruptcy code is set forth in Collier on Bankruptcy (15th
Ed. Appendix 2). The bill which came through the House was
designated H.R. 8200, 95th Cong., Ist Sess. (1977). It was
considered, amended, and reported out of the Committee on
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the Judiciary in September, 1977. That report was designated
H.R.Rep. No. 95-595, and is the one cited by the Fourth
Circuit in Lubrizol. The text of § 101(4), defining “claim,” in
the House bill was as follows:

(4) “claim” means—

(A) right to payment, whether or not such right is
reduced to judgment, liquidated, unliquidated, fixed,
contingent, matured, unmatured, disputed, undisputed,
legal, equitable, secured, or unsecured; or

(B) right to an equitable remedy for breach of
performance if such breach does not give rise to a
*830 whether or not such right
to an equitable remedy is reduced to judgment, fixed,

right to payment,

contingent, matured, unmatured, disputed, undisputed,
secured, or unsecured;

The discussion cited in Lubrizol is that the House intended a
claim to include “an equitable right to performance that does
not give rise to a right to payment.” (H.R.Rep. 95-595, p. 309,

U.S.Code Cong. & Admin.News 1978, p. 6266). 3

The Fourth Circuit states that the legislative history
“makes clear that the purpose of the provision is
to provide only a damages remedy for the non-
bankruptcy party.” The operative language that
the Fourth Circuit is depending on in the House
bill is “right to an equitable remedy for breach
of performance if such breach does not give rise
to a right to payment ..”” The final version of
the Code uses the phrase “right to an equitable
remedy for breach of performance if such breach
gives rise to a right to payment....” It is clear that
the House intended that a claim would be all-
inclusive and that if there was a right to payment,
that would be included in § 101(4)(A) and that
other equitable remedies would be included in §
101(4)(B). In this, the Fourth Circuit is correct that
the House of Representatives intended there to be
only a damages remedy for the non-debtor party.
However, the operative language in the House bill
was changed in the final version of the Code.

Some amendments were made to H.R. 8200 and it was passed
by the House and sent to the Senate on February 8, 1978.

Meanwhile the Senate was working on its own bill, S. 2266,
95th Cong., 2d Sess. (1977) which was favorably reported on

July 14, 1978 and was accompanied by its own comments.
The bill passed by the Senate defines a “claim” as follows:

(4) “claim”™—

(A) means right to payment, other than of an expense
allowable under section 503, whether or not such right
is reduced to judgment, liquidated, unliquidated, fixed,
contingent, matured, unmatured, disputed, undisputed,
legal, equitable, secured, or unsecured; and

(B) includes, except where specifically provided otherwise,
interest thereon provided by law or contract.

The Senate version does not discuss equitable rights under the
definition of claim and makes it clear that a claim must be a
right to payment. The Senate passed its version on September
22,1978.

Thereafter there were a series of conferences to work on
the differences in the two bills that had been passed. A
compromise was reached and the bill was passed by both
Houses of Congress in October, 1978 and sent forward to the
White House.

The compromises that were reached were reported in the
Congressional Record. 124 Cong.Rec. H11090 (daily ed.
Sept. 28, 1978) discusses the modification of § 101(4)(B). It
states as follows:

Section 101(4)(B) represents a modification of the House-
passed bill to include [in] the definition of “claim” a
right to an equitable remedy for breach of performance
if such breach gives rise to a right to payment. This
is intended to cause the liquidation or estimation of
contingent rights of payment for which there may be
an alternative equitable remedy with the result that the
equitable remedy will be susceptible to being discharged
in bankruptcy. For example, in some States, a judgment
for specific performance may be satisfied by an alternative
right to payment, in the event performance is refused; in
that event, the creditor entitled to specific performance
would have a “claim” for purposes of proceeding under title
11.

On the other hand, rights to an equitable remedy for a
breach of performance with respect to which such breach
does not give rise to a right to payment are not “claims”
and would therefore not be susceptible to discharge in
bankruptcy.
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The identical language was put forth in the Senate record, 124
Cong.Rec. S17406 (daily ed., Oct. 6, 1978).

[2] Therefore it is clear that the final version, as passed and
signed into law, is intended to include as a claim a right to an
equity remedy for breach of performance if the breach gives
rise to an alternative right to payment. 1f the only remedy

*831 allowed by law is non-monetary, the equitable remedy
is not transformed into a claim and it survives the rejection of
the executory contract.

The question to be dealt with is whether, as a matter of state
law, the non-breaching party to the contract has a right to
obtain a money judgment, even though he also has a right to
obtain an equitable judgment. If so, the remedy becomes a
contingent claim and can be discharged in the bankruptcy.

There are certain cases in which no money damages can be
awarded. For example, if the plaintiff is seeking to enforce his
right to vote on a Board of Trustees, no amount of money can
take the place of that right and that right cannot be estimated
by the Court in terms of dollars so as to create a contingent
claim. Because this is not the type of judgment which can be
converted into money, it is not a “claim” under the Bankruptcy
Code and cannot be discharged upon rejection of the contract.
Therefore rejection of such a contract would not be possible

and the statutory scheme of § 365 would not apply. 4

The Court is also aware of a possible situation
where rejection of the contract and discharge of the
claim would be in contravention of a state statute
that is meant to protect public health. In such a
situation it is probable that the reasoning of Mid-
Atlantic National Bank v. New Jersey Department
of Environmental Protection, 474 U.S. 494, 106
S.Ct. 755, 88 L.Ed.2d 859 (1986) would apply
and would at least require the Court to condition
the rejection on certain acts that would help to
accomplish the state purpose.

In the case of transfer of real property, specific performance
is allowed because courts have felt that real property is
unique and that a money judgment cannot fully equate to
the property itself. However, the law does allow the creditor
to choose between receiving money and receiving specific
performance.

Damages for rejection of an executory contract become a
claim dischargeable in the bankruptcy only if under state law
the creditor would have the choice of more than one possible
remedy, with one of the choices being a money claim. The
filing of the bankruptcy and the rejection of the contract under
the bankruptcy shifts the choice of remedy from one which is
solely in the hands of the creditor to a choice by the debtor,
upon approval of the Court. Thus, in California, an executory
contract for sale of real property can be rejected and the
potential action for specific performance will be transformed
into a pre-petition claim, which may be discharged in the
bankruptcy.

B [4]

Court must determine whether it should be allowed. The

However, before rejection actually can occur, the

Court must look at the harm to this creditor, weigh it against
the benefit or harm to other creditors, and look at the potential
harm to the debtor. In re Huang, 23 B.R. 798 (Bankr. 9th
Cir.1982). Good faith plays a part in this weighing, as is
shown by the recent opinion of /n re Chinichian, 784 F.2d
1440 (9th Cir.1986). In Chinichian the Court found that
the bankruptcy was filed for the sole purpose of preventing
consummation of the state court's specific performance
judgment and that no one except the debtors would benefit
from the rejection of the contract. Therefore rejection was not
allowed.

[S] This is not the situation concerning the Arcade Building.
There are consentual and judgment liens junior to Sycamore's
interest, there is potential value of $8 Million for the property,
and there are other properties. Some of the liens on the Arcade
Building are cross-collateralized by other property. By selling
the Arcade Building for $8 Million, liens would be removed
from other properties of the estate which could then be sold
to generate sufficient monies to pay all creditors in full,
including the “claim” of Sycamore.

Therefore the Court finds that the trustee's application to
reject meets the requirements of the business judgment test
and approves rejection upon receipt of a minimum cash bid
of $8 Million at a publicly noticed auction or some equivalent
offer or refinance that values the property at $8 Million or
more.

All Citations

65 B.R. 826, 15 Bankr.Ct.Dec. 136, Bankr. L. Rep. P 71,536

End of Document
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ORDER
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*1 This matter is before the Court on Defendants Sophos,
Inc., Sophos Limited, Sophos Group PLC, and Invincea, Inc.'s
(collectively, “Defendants’ ) Motion to Dismiss Vir2us'
Complaint, Doc. 34. For the reasons stated herein, the Court
GRANTS Defendants' Motion to Dismiss, IN PART, WITH
LEAVE TO AMEND.

CA-48

I. FACTUAL ALLEGATIONS !

“In considering a motion to dismiss, [the Court]
accept[s] as true all well-pleaded allegations and
view[s] the complaint in the light most favorable to
the plaintiff.” Venkatraman v. REI Sys., Inc., 417
F.3d 418, 420 (4th Cir. 2005) (citations omitted).
The Court cautions, however, that the facts alleged

by Plaintiff are recited here for the limited purpose
of deciding the instant Motion to Dismiss. The
recited facts are not factual findings upon which
the parties may rely for any other issue in this
proceeding.

This is an action brought by Plaintiff Vir2us, Inc. (“Plaintiff”
or “Vir2us”) to enforce the terms of a settlement agreement.

A. Parties

Plaintiff Vir2us is a California corporation that designs,
markets, and sells computer security software and services.
Compl. 4 17. It owns several patents that it has licensed
to Defendants. Compl. § 8. Defendant Invincea, Inc.
(“Invincea”) is a Delaware corporation that entered into
a settlement agreement with Vir2us (“Patent License
Agreement”) in 2016. Id. 9 1, 12.

Defendant Sophos Inc. (hereinafter, “Sophos MA”) is a
Massachusetts corporation that owns one hundred percent
(100%) of the shares of Invincea. Id. 9 9, 14. Sophos MA is a
wholly-owned subsidiary of Defendant Sophos Ltd. (“Sophos
UK?”). Id. Sophos UK has its principal place of business in
Oxford, U.K. Id. 9 10. Sophos UK, in turn, is a wholly-owned
subsidiary of Sophos Group PLC (“Sophos Parent”), which is
also located in Oxford, U.K. Id. § 11.

B. Patent License Agreement

Vir2us filed a complaint for patent infringement against
Invincea Inc. and Invincea Labs, LLC on April 15, 2015.
Doc. 1 (“Compl.”) § 19. Vir2us alleged that Invincea infringed
certain claims of U.S. Patent Nos. 7,392,541 and 7,536,598
(“asserted patents”) “by making, using, selling and offering to
sell certain Invincea products, including Invincea FreeSpace
which Invincea later sold as Invincea X Endpoint - Spearphish
Protection.” Id. On July 15, 2016, Vir2us and Invincea settled
the matter before this Court. Id.  20.
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As part of the settlement, Vir2us and Invincea entered into the

Patent License Agreement. Doc. 1 at Ex. A (“Agreement”). 2
Pursuant to this Agreement, this District is “[t]he exclusive
venue for disputes arising out of” the Agreement. Compl.
1; Agreement § 8.5. The Patent License Agreement grants
“Invincea and its Affiliates a fully paid, non-exclusive,
assignable (only as permitted in [the] license agreement),

worldwide license under the Licensed Patents> for the life of
the Licensed Patents ....” Agreement § 2.1. The Agreement
defines “Affiliate” as follows:

[[In relation to a Party [i.e. Vir2us
or Invincea], another legal entity that,
directly or indirectly, owns or controls,
or is owned or controlled by, or
is under common control with, such
Party during the Term of this License
Agreement. For the purposes of this
definition a first legal entity shall be
deemed to own or control a second
legal entity if (i) the first legal entity
holds, directly or indirectly, more
than fifty per cent [sic] (50%) of
the voting stock of the second legal
entity, ordinarily entitled to vote in
the meetings of shareholders of that
entity, or (ii) if there is no such stock,
the first legal entity holds, directly
or indirectly, more than fifty per cent
(50%) of the ownership or control in
the second legal entity, or (iii) the first
legal entity has the power, directly or
indirectly, to control the decision of the
second legal entity.

*2 Agreement § 1.

When evaluating a motion to dismiss, a court
“may consider the facts alleged on the face of
the complaint as well as matters of public record,
orders, items appearing in the record of the case,
and exhibits attached to the complaint... without
converting a Rule 12(b)(6) motion into a Rule
56 motion for summary judgment.” Spirito v.
Peninsula Airport Comm'n, 350 F. Supp. 3d 471,
480 (E.D. Va. 2018) (citing Pueschel v. United

States, 369 F.3d 345, 353 n.3 (4th Cir. 2004)). The
unsealed Agreement is located at Doc. 6, Ex. 1.

The Agreement defines “Licensed Patents” as all
patents and patent applications owned by Vir2us,
including the asserted patents, “any divisions,
continuations, continuations-in-part, reissues, re-
examinations, and foreign counterparts of any of
the foregoing and all related patents.” Agreement

§ 1.

In exchange for use of the Licensed Patents, the Patent
License Agreement imposes royalty and reporting obligations
on Invincea. It provides: “Invincea shall pay to Vir2us a
royalty of one dollar ($1.00) for each Container Products

and Services* Sold in the United States of America during
the Term of this Agreement.” Agreement § 3.1. Invincea
is responsible for the payment of “all Royalties due [under
the Patent License Agreement] for each of Invincea and
each Invincea Affiliate.” Id. q 4.2 (hereinafter, “royalty
obligations”). Invincea, “on behalf of itself and all Affiliates,”
must also deliver to Vir2us, within forty-five (45) days
following the end of each calendar quarter during the License
Term, “a written report of the previous quarter's transactions
by Invincea and any Invincea Affiliate regarding all Licensed
Products and Services” (hereinafter, “reporting obligations”).
Id. §4.1.

The Agreement defines “Container Products and
Services” as “the accused container products
currently called Invincea X Endpoint - Spearphish
Protection and formerly known as Invincea
FreeSpace, Invincea Enterprise, and Invincea
Advanced Endpoint Protection, as well as natural
evolutions and derivations of these products....”
Agreement § 1.

The Patent License Agreement additionally provides a record-
keeping requirement:

Each of Invincea and each Invincea
Affiliate separately shall keep accurate
and complete records and accounts
pertaining to the identity and quantity
of all Licensed Products and Services
Sold.

Id. § 4.4.
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C. Post-Agreement Compliance and Acquisition
Through Q1 2017, Invincea fulfilled the royalty and reporting
obligations. Compl. 4 32. On approximately February 8§,

2017, Sophos > announced via press release that it had
entered into an agreement to acquire Invincea from its current
shareholders “for a cash consideration of $100 million with
a $20 million earn-out.” Compl. § 25. Sophos allegedly
completed its acquisition on or around March 22, 2017, with
Sophos MA acquiring one hundred percent (100%) of the
shares of Invincea. Id. 9 28.

The Complaint generically refers to all Sophos
entities named in the Complaint as “Sophos.”

Beginning in Q2 2017, Sophos began delivering Quarterly
Reports to Vir2us “on behalf of Invincea, which Sophos stated
was ‘now a Sophos company.’ ” Id. § 33. Sophos also made
the royalty payments for the reported sales of the Licensed
Products and Services after its acquisition of Invincea. Id.

D. Alleged Breach

*3 Vir2us alleges that, “[o]n information and belief Sophos
integrated technology from the Invincea products covered
by the Patent License Agreement into the Sophos Intercept
X products, including technology from the X by Invincea,
Invincea X Endpoint - Spearphish Protection, Invincea
FreeSpace, Invincea Enterprise, and Invincea Advanced
Endpoint Protection line of products.” Compl. 9 29. It further
claims that “Sophos has advertised and represented to the
public that it has, in fact, integrated technology from the
Invincea products covered by the Patent License Agreement
into Sophos' Intercept X product.” Id. § 30. However, on April
16, 2018, Sophos announced “the immediate end of sale for
all Invincea-related products and support.” Id. § 31.

Since then, Sophos has continued to deliver Quarterly Reports
and make royalty payments for the sales of the Licensed
Products and Services. Id. § 34. However, “[n]oticeably
absent from the Quarterly Reports ... were any Sophos
products, including Sophos' Intercept X product, which, on
information and belief, contains technology from Invincea's
products covered by the Patent License Agreement.” Id. § 35.
Likewise, Vir2us alleges that “Sophos has failed to make any
Royalty payment for any Sophos product, including Sophos'
Intercept X product, containing technology from the Invincea
products covered by the Patent License Agreement.” Id.

As a result of Defendants' alleged failure to fully satisfy
the terms of the Patent License Agreement, Vir2us brings
two (2) counts for Breach of Contract. Count I alleges
that Defendants have breached their obligation to deliver,
from Q1 2017 onward, Quarterly Reports that include the
“quantity and description of all products sold and/or services
offered by Invincea and/or its Affiliates.” Id. § 42. Count II
alleges that Sophos sold products including “at least, Sophos'
Intercept X product,” that integrated “Invincea technology
from the listed Invincea products specified in the Patent
License Agreement.” Id.  48. Vir2us alleges that Defendants
breached the Patent License Agreement by failing to pay
royalties for these products. Id. 9 50-51.

II. PROCEDURAL HISTORY

Vir2us filed its Complaint on January 9, 2019. Doc. 1.
Defendants filed the instant Motion to Dismiss on March 15,
2019. The matter was fully briefed on April 4,2019. Doc. 48.

III. MOTION TO DISMISS

A. Legal Standard

“To survive a motion to dismiss, a complaint must contain
sufficient factual matter, accepted as true, to ‘state a claim
to relief that is plausible on its face.” ” Ashcroft v. Igbal,
556 U.S. 662, 678 (2009) (citing Bell Atl. Corp. v. Twombly,
550 U.S. 544, 570 (2007)); see also Venkatraman v. REI
Sys., Inc., 417 F.3d 418, 420 (4th Cir. 2005) (“In considering
a motion to dismiss, we accept as true all well-pleaded

allegations and view the complaint in the light most favorable
to the plaintiff.”). A complaint establishes facial plausibility
“once the factual content of a complaint allows the court
to draw the reasonable inference that the defendant is

liable for the misconduct alleged.” Nemet Chevrolet, Ltd. v.
Consumeraffairs.com. Inc., 591 F.3d 250, 256 (4th Cir. 2009)
(quoting Igbal, 556 U.S. at 678). Therefore, the complaint
need not include “detailed factual allegations,” as long as it

pleads “sufficient facts to allow a court, drawing on judicial
experience and common sense, to infer more than the mere
possibility of misconduct.” Id. Although a court must accept
as true all well-pleaded factual allegations, the same is not true
for legal conclusions. “Threadbare recitals of the elements of
a cause of action, supported by mere conclusory statements,
do not suffice.” Igbal, 556 U.S. at 678.
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B. Analysis

Defendants move to dismiss Sophos MA, Sophos UK, and
Sophos Parent (“Sophos Defendants”) from this action,
arguing that they are not parties to the Patent License
Agreement and therefore cannot be held liable under the
Agreement. Doc. 38 at 12. They further argue that the
products alleged to be missing from the Quarterly Reports and
royalty payments are not covered by the plain terms of the
Patent License Agreement. Doc. 38 at 14.

i. Legal Obligation of Sophos Defendants

*4 To state a claim for breach of contract in Virginia, a
plaintiff must allege facts to support: (1) a legally enforceable
obligation of the defendant to the plaintiff; (2) defendant's
breach of that obligation; and (3) damage to the plaintiff
as a result of the breach. Navar, Inc. v. Fed. Bus. Council,
784 S.E.2d 296, 299 (Va. 2016). Defendants first argue
that Vir2us fails to state a claim against Sophos Defendants

because the Patent License Agreement imposes no legally
enforceable obligation on them. Doc. 38 at 8. In response,
Vir2us contends that Sophos Defendants are liable under a
successor-in-interest theory, or as Affiliates under the terms
of the Patent License Agreement. Doc. 47 at 6, 8.

a. Piercing the Corporate Veil

Defendants assert that as non-parties to the Patent License
Agreement, they cannot be held liable under that agreement
because Vir2us has failed plead facts that would allow this
Court to disregard corporate formalities between Invincea and
Sophos Defendants. Doc. 38 at 14.

A corporation is a “legal entity separate and distinct from
the stockholders or members who compose it.” Federico v.
Lincoln Military Housing, LLC, 127 F. Supp. 3d 623, 647
(E.D. Va. 2015) (quoting Dana v. 313 Freemason, 587 S.E.2d
548, 553 (Va. 2003)). Therefore, “a parent corporation is not
generally liable on the contracts of its subsidiary.” Rhodes
v. Geeks on Call Holdings, Inc., No. 2:08CV575, 2009 WL
10688337, at *2 (E.D. Va. Feb. 6, 2009). A court may only
disregard the corporate entity and place liability on corporate

shareholders, known as “piercing the corporate veil,” under
extraordinary circumstances. See Dana, 587 S.E.2d at 553.
Although no single factor is determinative, Virginia courts
generally require three (3) elements to be present to pierce the
corporate veil: (1) undue dominion or control by the parent
corporation over the subsidiary; (2) the use of such control

to perpetrate a fraud or to gain an unfair advantage; and (3)
unjust loss or injury from such dominance unless the parent
corporation is held liable. Federico, 127 F. Supp. 3d at 647-48.

Defendants correctly argue, and Vir2us does not contest, that
is has failed to plead the requisite elements to support veil
piercing in the instant case. See Doc. 47 at 14. Namely, Vir2us
makes no allegations that any of the Sophos Defendants
have used the acquisition of Invincea to perpetrate a fraud
or gain an unfair advantage, nor has it pleaded that it would
suffer unjust loss if Sophos Defendants were dismissed from
the case. Cf. Dana, 127 F. Supp. 3d at 554 (affirming trial
court's decision to pierce the corporate veil in part because the
formation of the corporation was to avoid personal liability
of shareholders). Without such allegations, the Court cannot
pierce the corporate veil to hold Sophos Defendants liable.

b. Affiliate Liability
Vir2us instead argues that Sophos Defendants are liable under

the Patent License Agreement as Affiliates of Invincea. Doc.
47 at 12.

The Patent License Agreement defines an Affiliate as, inter
alia, a legal entity that “holds, directly or indirectly, more
than fifty per cent (50%) of the ownership or control in”
Invincea. Agreement § 1. The Agreement is explicitly binding
on Vir2us, Invincea, and Invincea's Affiliates. Agreement at
1. All Sophos Defendants are alleged to satisfy this definition
by holding, directly or indirectly, one hundred percent (100%)
of Invincea stock. See Compl. § 28. However, status as an
Affiliate is not sufficient to confer liability for Vir2us' breach
of contract claims.

Here, Sophos Defendants cannot be held liable as Affiliates
under the Patent License Agreement because Vir2us' breach
of contract claims do not correspond to legal obligations
imposed on Affiliates under the Agreement. Vir2us brings
claims for: (1) failure to deliver Quarterly Reports, Compl. at
10; and (2) failure to pay royalties, Compl. at 11. However, the
Agreement explicitly imposes these obligations on Invincea,
on behalf of itself and its Affiliates. See Agreement § 4.2
(“Invincea shall pay to Vir2us all Royalties due hereunder
for each of Invincea and each Invincea Affiliate.”); id.
§ 4.1 (“Invincea (on behalf of itself and all Affiliates)
shall deliver to Vir2us a written report of the previous
quarter's transactions by Invincea and any Invincea Affiliate
regarding all Licensed Products and Services.”); see also id.
§ 2.4 (“Invincea unconditionally and irrevocably guarantees
performance under this Agreement by all its Affiliates.”). In
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fact, it appears the Agreement requires few affirmative acts
by Affiliates. Cf. id. § 4.4 (requiring Affiliates to maintain
“accurate and complete records and accounts pertaining
to the identity and quantity of all Licensed products and
Services Sold”). Thus, although Sophos Defendants are
clearly Affiliates within the meaning of the Patent License
Agreement, this status cannot be the basis for their liability.

c. Successor-in-interest Liability

*5 Vir2us next insists that Sophos Defendants are bound
by the Patent License Agreement as successors-in-interest to
Invincea. Doc. 47 at 6.

“It is well settled that where one company sells or otherwise
transfers all its assets to another company, the latter is not
liable for the debts and liabilities of the transferor.” City
of Richmond v. Madison Mgmt. Grp., Inc., 918 F.2d 438,
450 (4th Cir. 1990); see also La Bella Dona Skin Care
Inc. v. Belle Femme Enters., LLC, 805 S.E.2d 399, 406-07
(Va. 2017) (“The general rule in Virginia is that a company

may acquire the assets of another company without assuming
responsibility for its debts and liabilities.”). In Virginia, there
are four (4) exceptions to this rule:

(1) [T]he purchasing corporation
impliedly  agreed
liabilities, (2)

the circumstances surrounding the

expressly  or
to assume such

transaction warrant a finding that
there was a consolidation or de facto
merger of the two corporations, (3)
the purchasing corporation is merely a
continuation of the selling corporation,
or (4) the transaction is fraudulent in
fact.

Harris v. T.L., Inc., 413 S.E.2d 605, 609 (Va. 1992). To state
a claim against any of the Sophos Defendants, Vir2us must

allege facts to support at least one of these factors.

Vir2us avers that “Sophos” is a successor-in-interest because
it “has complete control over Invincea and is merely a
continuation of Invincea.” Doc. 47 at 5. However, the Virginia
Supreme Court has clearly stated that “[w]hen ... the purchase
of all the assets of a corporation is a bona fide, arm's-
length transaction, the ‘mere continuation’ exception does

not apply.” Harris, 413 S.E.2d at 609 (citations omitted); see
also La Bella, 805 S.E.2d at 407 (noting that to establish the
“mere continuation” exception of successor liability, a litigant

“must ... establish that the asset transfer was not a bona fide,

arm's-length transaction”); In re SunSport, Inc., 260 B.R. 88,
106 (Bankr. E.D. Va. 2000) (“[A] new corporation is not a
mere continuation when the purchase of the seller's assets
occurred in a bona fide, arm's length transaction.”) (emphasis
in original).

Here, Vir2us has not alleged any facts to support a claim
that Sophos MA's acquisition of Invincea was not a bona

fide, arm's-length transaction. ® There are no facts to suggest
that Invincea and the Sophos Defendants had any relationship
prior to the acquisition that would cause a conflict of
interest. Moreover, Vir2us alleged that Sophos MA planned
to acquire Invincea for valuable consideration. See Compl.
9 25 (“Sophos announced ... that it had entered into an
agreement to acquire Invincea from its current shareholders
for a cash consideration of $100 million with a $20 million
earn-out.”). “[TThe acquisition of another company's assets
for adequate consideration is evidence of an arm's-length
transaction, and ... undermines any continuation claim.”
Waterford Inv. Servs., Inc. v. Bosco, No. 3:10CV548-REP,
2011 WL 3820723, at *19 (E.D. Va. July 29, 2011), aff'd
682 F.3d 348 (4th Cir. 2012); see also Taylor v. Atlas Safety
Equip. Co., 808 F. Supp. 1246, 1252 (E.D. Va. 1992) (finding
no evidence that a transaction was not arm's-length when,

inter alia, one party paid another valuable and adequate
consideration). Accordingly, Vir2us has failed to plead that
any of the Sophos Defendants were successors to Invincea
pursuant to a continuation theory of liability.

An “arm's-length transaction” is a “transaction
between two parties, however closely related
they may be, conducted as if the parties were
strangers, so that no conflict of interest arises.”
Fuisz v. Lynch, 147 F. App'x 319, 323 (4th Cir.
2005) (quoting Black's Law Dictionary 1535 (8th
ed.2004)).

*6 Although not explicitly advanced by Vir2us, Sophos
Defendants may be successors-in-interest to the Patent
License Agreement under an alternative theory. “A successor
corporation that expressly or impliedly agrees to assume
the liabilities of its predecessor will be liable for such
obligations.” Vianix Delaware v. Nuance Commc'ns, 637
F. Supp. 2d 356, 359 (E.D. Va. 2009) (citing Harris, 413
S.E.2d at 609); see also City of Richmond, 918 F.2d at
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451; States Roofing Corp. v. Bush Const. Corp., 426 S.E.2d
124, 127 (Va. Ct. App. 1993). For example, in Vianix,
this Court found that a plaintiff had sufficiently alleged
successor liability to a software license of a defendant-parent

company, even when the subsidiary continued to operate as
an independent company. 637 F. Supp. 2d 356. In support,
the Court observed that the parent company had: (1) added
the subsidiary's software to its existing portfolio; (2) sold
the software through its own website after the acquisition;
and (3) provided customer support for the software after the
acquisition. Id. at 360. Thus, by “adopting [the software]
as its own product,” the parent company implicitly assumed
responsibility for the software license. Id.

Vir2us has alleged sufficient facts to suggest that at least
one Sophos entity implicitly assumed Invincea's royalty and
reporting obligations under the Patent License Agreement.
According to the Complaint, “Sophos” integrated “Invincea's
products—including the Container Products and Services
covered by the Patent License Agreement—into Sophos'
flagship endpoint protection product (e.g., Sophos' Intercept
X).” Compl. § 5. Although Invincea survived the acquisition,
on April 16, 2018, “Sophos announced the immediate
end of sale for all Invincea related products.” Compl.
at Ex. D. According to Sophos' website, “[sJupport and
maintenance [for Invincea] will be available under existing
contracts through December 31st, 2019.” Invincea, Sophos
(July 29,2019, 4:07 p.m.), https://www.sophos.com/en-us/Ip/
invincea.aspx. After December 2019, a Sophos press release
“strongly encourage[s] customers to consider migrating
from Invincea to Sophos Intercept X,” which “features an
enhanced Invincea deep learning malware detection engine,
Sophos anti-exploit technology, specific anti-ransomware
functionality, and more.” Compl. at Ex. D. Most importantly,
following Sophos' acquisition of Invincea, it began making
royalty payments to Vir2us under the Patent License
Agreement and “delivering the Quarterly Reports to Vir2us
on behalf of Invincea, which Sophos stated was ‘now a
Sophos company.” ” Compl. § 33. These allegations, if
proven, suggest that one or more of the Sophos Defendants
implicitly assumed certain responsibilities of the Patent
License Agreement by incorporating Invincea's technology as
its own, discontinuing Invincea's products, and taking steps
to comply with the royalty and reporting terms of the Patent
License Agreement. Accordingly, Vir2us has alleged facts to
support successor liability for the claims at issue through an
implied assumption theory for at least one Sophos Defendant.

d. Failure to Distinguish Sophos Defendants

Defendants finally argue that the Court should dismiss Sophos
UK and Sophos Parent because “if any entity allegedly
‘succeeded’ Invincea, it would be Sophos [MA], not the
parent entities.” Doc.51 at 13. The Court agrees.

Vir2us' failure to distinguish among the Sophos Defendants
compels this result. A complaint must generally “identify
specific acts or conduct taken by each defendant to state
a claim.” Shinaberry v. Town of Murfreesboro, N.C., No.
2:17-CV-7-D, 2018 WL 1801417, at *5 (E.D.N.C. Apr. 16,
2018); Evans v. Chalmers, 703 F.3d 636, 661 (4th Cir.
2012). Moreover, the Court has an interest in respecting the

corporate formalities of the Sophos Defendants. See Dana 587
S.E.2d at 553 (“Stockholder immunity is a basic provision
of statutory and common law and supports a vital economic
policy underlying the whole corporate concept.”) (quotations
omitted). Vir2us addresses this concern in a single footnote
that describes case law on piercing the corporate veil. Doc.
47 at 13 n.6. However, as discussed in Section III.B.i.a.,
supra, the Complaint includes no allegations that support
a veil-piercing theory for any of the Sophos Defendants.
Nevertheless, the allegation that Sophos MA directly acquired
Invincea, in conjunction with the other allegations of the
Complaint, sufficiently states a claim for successor liability
against Sophos MA.

*7 The Court is cognizant that “dismissals prior to giving
the plaintiff ample opportunity for discovery should be
granted very sparingly.” Dickson v. Microsoft Corp., 309
F.3d 193, 220 (4th Cir. 2002) (quoting Hospital Bldg. Co.
v. Trustees of Rex Hosp., 425 U.S. 738, 747 (1976)). At
this stage, “discovery of information concerning successor

liability is likely within the sole knowledge and control
of [Defendants].” Azko Nobel Coatings Inc. v. Pearl Ave.
USA, Ltd., No. 2:09CV540, 2010 WL 11564918, at *2 (E.D.
Va. Feb. 23, 2010) (denying a motion to dismiss on this

basis). Sophos' press releases and website represent Sophos
Defendants as a single entity. See Sophos (July 29, 2019,
4:07 p.m.), https://www.sophos.com/en-us.aspx; Compl. at
Exs. B-D. Prior to discovery, it is unlikely Vir2us would have
the internal corporate information necessary to determine
whether the remaining Sophos Defendants succeeded
Invincea. Therefore, the Court GRANTS Defendant's Motion
to Dismiss, IN PART, with respect to Sophos UK and
Sophos Parent. However, the dismissal shall be WITHOUT
PREJUDICE. Vir2us may, based on information obtained
through discovery, request leave to amend the Complaint to
include Sophos UK and/or Sophos Parent at any time through
August 31, 2019.
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ii. Existence of Breach

Defendants next move to dismiss Sophos Defendants from
this matter because the alleged breach “is foreclosed by the
express terms of the License Agreement.” Doc. 38 at 14.

a. General Contract Terms

Defendants argue that “Sophos products, such as Sophos's
Intercept X,” are not covered by the Patent License
Agreement. Doc. 38 at 14. This conclusion is contradicted by
the plain terms of the Agreement.

As discussed in Section I.B., supra, the Agreement requires
Invincea to pay Vir2us royalties for “each Container Products
[sic] and Services Sold in the United States of America
during the Term of this Agreement.” Agreement § 3.1.
“Container Products and Services” are defined as “accused
container products currently called Invincea X Endpoint
— Spearphish Protection and formerly known as Invincea
FreeSpace, Invincea Enterprise, and Invincea Advanced

Endpoint Protection, as well as natural evolutions and
derivations of these products ....” Id. § 1 (emphasis added).

With respect the Agreement's reporting obligation, it provides
that Invincea shall periodically “deliver to Vir2us a written
report of the previous quarter's transactions by Invincea and
any Invincea Affiliate regarding all Licensed Products and
Services.” Id. § 4.2. “Licensed Products and Services,” in
turn, are defined as “products Sold and/or services offered
by Invincea or any of its Affiliates, with or without charge,
during the Term of the License Agreement.” Id. § 1. In

sum, the plain terms ' of the Agreement require Invincea
to periodically report the sales of all products by itself and
its Affiliates during the term of the Agreement, and to pay
royalties for the products, sold by itself and its Affiliates, that
incorporate technology covered by the Agreement.

“When the terms in a contract are clear and
unambiguous, the contract is construed according
to its plain meaning. Words that the parties used are
normally given their usual, ordinary, and popular
meaning.” RECP IV._WG Land Inv'rs LLC w.
Capital One Bank (USA) N.A., 811 S.E.2d 817,
825 (Va. 2018).

To state its claim for breach of contract, Vir2us alleges
that Sophos MA acquired one hundred percent (100%)

of the shares of Invincea. Compl. § 14. Therefore, all
Sophos Defendants are Affiliates pursuant to the Agreement.
See Section III.B.i.b., supra.; Agreement § 1. Vir2us next
alleges that “Sophos” integrated “technology from Invincea's
products—including the Container Products and Services
covered by the Patent License Agreement—into Sophos'
flagship endpoint protection product (e.g., Sophos' Intercept
X).” Id. § 5. It further alleges that the Quarterly Reports
required under the Agreement omitted mention of any Sophos
products, including Sophos' Intercept X product. Id. § 35.
Finally, it states that “Sophos has failed to make any Royalty
payment for any Sophos product, including Sophos' Intercept
X product, containing technology from the Invincea products
covered by the Patent License Agreement.” Id.

*8 Based on the above facts, Vir2us clearly alleges: (1)
the terms of the Patent License Agreement; (2) that Sophos
Defendants are Affiliates covered by the Agreement; (3)
that Sophos Defendants integrated technology covered by
the Agreement into their own products, including Intercept
X; and (4) that Invincea (or its successor-in-interest) did
not fulfill the reporting or royalty obligations on behalf
of Sophos Defendants for these products. If true, these
allegations are sufficient to state a claim for breach of contract
under the general terms of the Patent License Agreement.
Whether Sophos products, including Intercept X, are “natural
evolutions [or] derivations” of Vir2us technology presents a
question of fact.

b. Assignment provision

Defendants insist that Section 5 of the Patent License
Agreement creates a “carve-out” exception that applies
to Sophos Defendants' products that existed prior to its
acquisition of Invincea, including Intercept X. Doc. 38 at 14.

Section 5 is entitled “Assignment and Transferability.”
Agreement § 5. The sections relevant to Defendants' argument
are as follows:

§ 5.2. Except as set forth in Section 5.3 below, Invincea
may not assign this Agreement or any or all of its rights and
obligations under this License Agreement to a third party
(“Acquiring Entity”) without prior notice to and express
written consent of Vir2us.

§ 5.3. Notwithstanding Section 5.2, Vir2us' consent shall
not be required and Invincea may assign this Agreement
to a third party (“Acquiring Entity”), in connection with
the assignment by Invincea of all its rights and duties
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under this License Agreement to an Acquiring Entity

in connection with the acquisition by such Acquiring
Entity of Invincea, of all, or substantially all of the assets
relating to the Container Products and Services, and/or an
Affiliate (collectively, “Acquired Entities”), provided such
Acquiring Entity expressly agrees in writing prior to such

acquisition and assignment to assume and perform all of
Invincea's obligations under this Agreement, and to the

additional conditions and limitations in Section 5.3.1.

§ 5.3.1. The rights acquired by an Acquiring Entity as
permitted by this Section shall apply only to Licensed

Products and Services ® and natural evolutions of Licensed
Products and Services that were in existence as of the
consummation of the acquisition and shall not apply to

any other pre-existing or future products or services of the

Acquiring Entity or of any subsequent Acquiring Entity.

Id. (emphasis added).

Again, the Agreement defines “Licensed Products
and Services” as products sold and/or services
offered by Invincea or any of its Affiliates, with
or without charge, during the Term of this License
Agreement.

Defendants argue that Sophos MA is an “Acquiring Entity”
pursuant to Section 5. Doc. 38 at 8. They therefore aver
that some of their products, like Intercept X, are “pre-
existing” products that fall under the exception enumerated in
Section 5.3.1. Id. However, the Agreement does not support
Defendants' definition of Acquiring Entity. According to the
terms of the Agreement, Invincea may not assign “any or all”
of its rights or duties under the License Agreement to a third-
party, “Acquiring Entity” without Vir2us' written consent.
Agreement § 5.2. Vir2us does not allege that it gave such
consent. Accordingly, the Court must turn to Section 5.3. Cf.
TC MidAtlantic Dev., Inc. v. Comm., Dep't of Gen. Servs.,
695 S.E.2d 543, 547 (Va. 2010) (granting the defendant's
motion to dismiss because the plaintiff failed to allege a

condition precedent necessary to trigger the provision giving
rise to a cause of action).

Section 5.3 defines an “Acquiring Entity” as a third party
to whom Invincea assigns the Patent License Agreement: 1)
with express written consent of the Acquiring Entity; and
2) in connection with the assumption of all Invincea's rights
and obligations under the Agreement. Id. § 5.3. The Court
must afford these specifications meaning. See Condo. Servs.

Inc. v. First Owners' Ass'n of Forty Six Hundred Condo.,

Inc., 709 S.E.2d 163, 170 (Va. 2011) (“Contract language
will not be treated as meaningless where it can be given a
reasonable meaning.”) (quotations omitted); Hale v. Hale, 590
S.E.2d 66, 68 (Va. App. 2003) (“Where possible, meaning
must be given to every clause [of a contract].”). Neither party
suggests that these conditions have been satisfied. There is no
allegation that Sophos MA gave written consent to assume
the Patent License Agreement, nor does Vir2us allege that
the Sophos MA acquired all of Invincea's obligations under
the Agreement. Accordingly, the Complaint does not support
a finding that Sophos MA is an Acquiring Entity within the

meaning of Section 5.3, and Section 5.3.1. does not apply. ?

Likewise, the Court rejects Defendants' argument
that Section 5 addresses an entity's acquisition of
Invincea, while Section 2.1.1 addresses Invincea's
acquisition of another entity. See Doc. 38 at 12 n.7.
The text of the Patent License Agreement makes no
such distinction.

*9 Defendants contend that Section 5.3 provides specific
conditions for Affiliates that acquire Invincea, and that it
therefore governs over the more general terms of the Patent
License Agreement concerning Affiliates. Doc. 38 at 15-16.
However, Virginia law provides that a specific provision of a
contract governs over one that is more general in nature only
“where there are two clauses in any respect conflicting ....”
Condo. Servs., 709 S.E.2d at 170 (citing Mutual Life Ins.
Co. v. Hill, 193 U.S. 551, 558 (1904)). Here, Section 5
does not conflict with the remainder of the Patent License
Agreement. First, “Acquiring Entity” and “Affiliate” are
separately defined terms that contemplate distinct scenarios:
an entity may purchase more than fifty percent (50%)
ownership interest in Invincea, thereby becoming an Affiliate,
without assuming all rights and obligations of the Patent
License Agreement, as required to become an Acquiring
Entity. See Agreement §§ 1, 5. Second, the title of Section
5, “Assignment and Transferability,” suggests the terms of
that section are limited to circumstances in which Invincea
is divested of its obligations under the Agreement. See
Donnelly v. Donatelli & Klein, Inc., 519 S.E.2d 133, 138 (Va.
1999) (observing that contract labels, though not controlling,

“may be helpful in determining contractual intent.”); see also
Virginia Power Energy Mktg., Inc. v. EOT Energy, LLC, No.
3:11CV630, 2012 WL 2905110, at *6 (E.D. Va. July 16,
2012) (observing that the parties' choice to write a separate,

distinct paragraph... entitled “Non-Binding Effect” “must
have some meaning”). Third, the plain language of the “carve-
out” in Section 5.3.1. limits only the “rights” offered by the
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Vir2us, Inc. v. Sophos Inc., Slip Copy (2019)
2019 WL 8886440

Patent License Agreement to Licensed Products and Services
obtained through acquisition. No obligations are imposed on
an Acquiring Entity's pre-existing products, because no rights
are afforded to those products. Construed with the Agreement
as a whole, Section 5 logically imposes special limitations
on a third-party's use of Vir2us technology when it replaces
Invincea — the original party to the contract - under the
Agreement.

The Court's holding that Sophos MA may be a successor-
in-interest to Invincea's reporting and royalty obligations
does not, at this stage in the litigation, trigger the complete
assignment provision contemplated by Section 5. There is
no allegation that any of the Defendants agreed in writing
to a complete assignment of the Agreement. Moreover,
Virginia law and the Agreement itself reveal that assignment
of rights or obligations under the contract may be partial.
See § 5.2 (“Invincea may not assign ... any or all of
its rights and obligations under this License Agreement
to a third party ... without prior notice to and express

written consent of Vir2us.”); 10 Newton v. White, 80 S.E.
561, 563 (Va. 1914) (discussing partial assignments of
contracts). While neither party has offered case law on

partial contract succession, the divisibility of contract rights
and obligations through assignment suggests that partial
succession is also permissible. Accordingly, this Court's
finding that the Complaint supports successor-in-interest
liability for Sophos Defendants with respect to the reporting
and royalty obligations does not compel a finding that they
are Acquiring Entities under the Agreement.

10 If Sophos Defendants partially succeeded Invincea,

and such succession is deemed equivalent to an
assignment. Invincea may have breached Section
5.2 of the Patent License Agreement. However,

Vir2us does not state a claim for breach of contract
based on this provision.

Because Vir2us has alleged a breach of contract under the
general terms of the Patent License Agreement, and the
assignment provision does not apply, the Court DENIES
Defendants' Motion to Dismiss on this basis.

IV. PRETRIAL HEARING

The Court may hold a Markman-type hearing on the issue
of whether there is sufficient evidence to determine if the
accused products sold by Sophos MA utilize the patents that
are the subject of the Patent License Agreement. If the Court
determines such a hearing is necessary, it shall be scheduled
for Wednesday, September 25, 2019, at 11:00 a.m.

V. CONCLUSION

For the reasons stated herein, the Court GRANTS
Defendants' Motion to Dismiss, Doc. 34, IN PART, as to
Sophos Limited and Sophos Group PLC. The dismissal is
WITHOUT PREJUDICE, and Plaintiff may move to file an
amended complaint prior to August 31, 2019.

The Clerk is REQUESTED to deliver electronically a copy
of this Order to all counsel of record.

It is so ORDERED.

All Citations

Slip Copy, 2019 WL 8886440

End of Document
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310 B.R. 752
United States Bankruptcy Court,
E.D. California,
Modesto Division.

In re Michael HAT, dba Michael
Hat Farming Company, Debtor.
The Wine Group, Bank of the West and the Official
Committee of Unsecured Creditors, Movants,
V.
Sharon Diamante and Phoenix
Bio Industries, Inc., Respondents.

No. 01—92886—-A—11.

|
Feb. 6, 2004.

Synopsis

Background: Unsuccessful bidder at auction sale of Chapter
11 debtor's winery moved for reconsideration of order
approving sale of winery to non-debtor spouse in exercise of
her statutory right of first refusal.

Holdings: The Bankruptcy Court, Thomas C. Holman, J.,
held that:

[1] unsuccessful bidder had standing to challenge court order
approving sale;

[2] sales order would be set aside, and new auction sale would
be ordered, based on evidence of collusion between spouse

and two potential bidders; and

[3] spouse would not be barred from participating in second
sale.

Motion granted; sales order vacated.

[1]

2]

3]

[4]

CA-49

West Headnotes (8)

Bankruptcy @= Right of Review and Persons
Entitled; Parties; Waiver or Estoppel

Unsuccessful bidder, whose pecuniary loss is
the speculative profit it might have made had
it succeeded in purchasing property at auction,
usually lacks standing to challenge bankruptcy
court order approving sales transaction.

Bankr.Code, 11 U.S.C.A. § 363.

3 Cases that cite this headnote

Bankruptcy ¢= Right of Review and Persons
Entitled; Parties; Waiver or Estoppel

Unsuccessful bidder at auction sale of Chapter 11
debtor's winery had standing to challenge court
order approving sale, where its challenge was
based on equitable grounds related to intrinsic
structure of sale, i.e., on alleged collusion among
potential bidders and third party who held
statutory right of first refusal, which allegedly
tainted sale.

4 Cases that cite this headnote

Bankruptcy @= Setting Aside

Three factors that bankruptcy court had to
consider in deciding whether to set aside order
approving sale of Chapter 11 debtor's winery
based on alleged collusion among potential
bidders and third party holding a statutory right
of first refusal were as follows: integrity of sale,
third party's statutory right to purchase property
at price at which sale was consummated,
and preservation of best interests of estate.
Bankr.Code, 11 U.S.C.A. § 363(n).

Bankruptcy ¢= Setting Aside

Bankruptcy court order approving sale of
Chapter 11 debtor's winery to non-debtor spouse,
in exercise of her statutory right of first refusal,
would be set aside, and new auction sale would
be ordered, based on evidence of collusion
between spouse and two other potential bidders
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In re Hat, 310 B.R. 752 (2004)
43 Bankr.Ct.Dec. 65

[5]

[6]

(71

8]

to allow third bidder to set sales price without
any competitive bidding on their part, on
understanding that spouse would then exercise
her right of first refusal and resell property to
them. Bankr.Code, 11 U.S.C.A. § 363(n).

3 Cases that cite this headnote

Bankruptcy @= Manner and Terms

To come within terms of Bankruptcy
Code provision prohibiting agreements among
potential bidders that control price at which
estate property is sold, it must be potential
bidders' intention or objective in entering into
agreement to influence sales price; parties' acts
must cause more than an incidental or unintended
impact on sales price. Bankr.Code, 11 U.S.C.A.
§ 363(n).

1 Cases that cite this headnote

Bankruptcy @= Manner and Terms

As general matter, bidding at sale of
estate property is not improperly chilled
merely because persons have associated for
purposes of bidding; problem arises only when
this association has purpose and effect of
removing potential bidders from sales process.
Bankr.Code, 11 U.S.C.A. § 363(n).

Bankruptcy ¢= Encumbered Property;
Limited or Joint Interests

Bankruptcy ¢= Manner and Terms

Purpose of Bankruptcy Code provision
according non-debtor spouse or co-owner a
statutory right of first refusal to purchase estate
property at price at which sale would otherwise
be consummated is to give non-debtor spouse
the right to purchase property on same terms
and conditions as winning bidder, after auction
process has determined property's fair market
value. Bankr.Code, 11 U.S.C.A. § 363(1).

Bankruptcy ¢= Encumbered Property;
Limited or Joint Interests

Bankruptcy ¢= Manner and Terms

While evidence of collusion among two potential
bidders and spouse holding statutory right of
first refusal, whereby these potential bidders
would allow third bidder to set sales price
without any competitive bidding on their part, on
understanding that spouse would then exercise
her right of first refusal and resell property to
them, was such as to warrant setting sales order
aside, such collusion did not warrant prohibition
against spouse's participating in second sale,
as long as spouse fully disclosed identities of
all fellow investors and sources of financing,
and as long as, upon spouse's exercise of first
refusal right, high bidder be given opportunity
to increase its bid. Bankr.Code, 11 U.S.C.A. §
363(n).

Attorneys and Law Firms

*753 William W. Nolan, Sacramento, CA, for Michael Hat,
dba Michael Hat Farming Company.

Mary J. Martinelli, Sacramento, CA, Merle C. Meyers, San
Francisco, CA, for John Van Curen.

MEMORANDUM DECISION
THOMAS C. HOLMAN, Bankruptcy Judge.

Moving parties ask the court to reconsider an order (the
“Sale Order”) entered October 1, 2003 (Docket No. 2099)
approving the sale of property of the estate in Kern County,
California, consisting of a grape crush and winery facility on
approximately 20 acres of land, approximately 130 additional
acres planted to vineyard, approximately 170 additional acres
of open land and related personal property (collectively,
the “Capello Winery”). Sharon Diamante (“Diamante”), the
purchaser designated in the Sale Order, opposes the motion
to reconsider. For the reasons stated herein, the court grants
the motion, vacates the Sale Order and orders a new sale of
the Capello Winery.

*754 The court held an evidentiary hearing in Modesto,
California on January 22, 23, 29, and 30, and February
6, 2004. Appearances were noted on the record. At the
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conclusion of the evidentiary hearing, the matter was taken
under advisement.

This is a core proceeding and the court has jurisdiction over
this matter. 28 U.S.C. §§ 1334 and 157. Venue is proper in this
court under 28 U.S.C. § 1409. There is no dispute concerning
jurisdiction or venue.

The following constitutes the court's findings of fact and
conclusions of law pursuant to Fed. R. Bankr.P. 7052.

PROCEDURAL HISTORY

On July 20, 2001, Michael Hat (“Hat”) commenced the
above-captioned voluntary Chapter 11 case. Hat acted as
debtor in possession until April 11, 2003, when John Van
Curen, (the “Trustee”) was appointed Chapter 11 trustee.

On June 13, 2003, the Trustee filed Trustee's Motion For:
Authority To Sell The Capello Winery Free And Clear Of
Certain Interests In The Property With Contingent Lease,
Approval Of Overbid Procedures, And Authorization To Pay
A Breakup Fee In The Event Of Sale To Third Party, D.C. No.
LRP-6, (the “Sale Motion”) to sell the Capello Winery to The
Wine Group (“TWG”). A hearing on the Sale Motion was held
on July 8, 2003. The court granted the Sale Motion in part,
approving a requested one year lease of the Capello Winery
to TWG. The court continued the balance of the Sale Motion
to July 22, 2003 for further hearing. The court required the
Trustee to file and serve an executed sale agreement by July
11, 2003. An order reflecting the July 8, 2003 rulings was
entered July 14, 2003.

Another hearing on the Sale Motion was held on July 22,
2003. TWG increased its prior bid of $4.75 million by
the amount of $142,500, for a proposed purchase price of
$4,892,500. The break up fee requested in the Sale Motion
was approved by the court. There were no other bids.

The Court approved the sale to TWG. Diamante, the
former spouse of Hat, asserted that the Capello Winery was
community property and that she had the right under 11

U.S.C. §363(1) "o purchase the Capello Winery by matching
the TWG purchase price. 2

Unless otherwise noted, all statutory references are
to the Bankruptcy Code, 11 U.S.C. § 101 et seq.,

and all “Rule” references are to the Federal Rules
of Bankruptcy Procedure.

Whether or not Diamante possesses rights under
Section 363(i) is the subject of an adversary
proceeding currently pending in this court: 03—
9178—A. However, the Trustee conceded the
existence of Diamante's Section 363(i) rights for
purposes of the Sale Motion at the initial hearing
held July 8, 2003.

The Court approved the sale of the Capello Winery to
Diamante, as purchaser, at the purchase price of $4,892,500.

On August 29, 2003, TWG filed the present motion to
reconsider. The motion to reconsider included a request that
the court delay the entry of the Sale Order pending a hearing
on the motion to reconsider.

At a hearing on the motion to reconsider held September
30, 2003, the court denied the motion to reconsider in part,
specifically the request for a delay in the entry of an order
based on the ruling at the July 22, 2003 hearing. That request
was denied without prejudice to a motion seeking a stay of
the effect of the Sale Order. However, the effect of the Sale
Order was temporarily stayed until October 28, 2003 to allow
TWG to file and have its stay motion heard. The balance of the
motion to *755 reconsider was set for evidentiary hearing.
An interim order to the foregoing effect was entered October
6, 2003.

As noted above, the Sale Order approving the sale to
Diamante was entered October 1, 2003. On October 10, 2003,
TWG timely filed its motion for a stay of the effect of the Sale
Order (the “Stay Motion”).

On October 28, 2003, the court heard the Stay Motion and
stayed the effect of the Sale Order pursuant to Federal Rule
of Bankruptcy Procedure 7062 incorporating Federal Rule of
Civil Procedure 62(b), until such time as the court decided the
motion for reconsideration. The court entered an order on the
Stay Motion on November 5, 2003.

The Trustee withdrew his opposition to the motion for
reconsideration on October 24, 2003, after obtaining a
written offer from TWG to purchase the Capello Winery for
$5,250,000 should the motion be granted and the prior sale
vacated.
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After a discovery period, a pre-trial conference was held
December 18, 2004. Diamante's oral motion to exclude
testimony on all issues other than whether Phoenix Bio
Industries (“PBI”) was a potential bidder at the sale was
denied. The Trustee and Jerry Rava were dismissed as parties.
The parties stipulated to a single list of exhibits and to
their admission into evidence. There were also stipulations
regarding allocation of time and to limiting the number of
times that the same witness would be called to testify. The
court set this matter for a four day trial on January 22, 23, 29,
and 30, 2004.

The court heard from a total of twelve witnesses on the first
three days of trial. When the matter recommenced on January
30,2004, the parties notified the court that they had concluded
presentation of their cases in chief. The trial was continued to
February 6, 2004 for closing arguments after the conclusion
of which, the matter was taken under submission.

FACTS

The Capello Winery consists of approximately 320 acres of
land on which a grape crush and winery facility occupies
20 acres; approximately 130 acres are planted to vineyard,;
and 170 acres is open land. The crush and winery facility
also houses a distillery. The facility contains one hundred
seven (107) stainless steel storage tanks of various capacities
ranging from 350,000 gallons to 2,500 gallons. The total tank
capacity is approximately 8.97 million gallons.

In 2002, PBI was in the business of producing non-food grade
grain alcohol. It believed that the stainless steel tanks on the
winery portion of the Capello Winery could be converted
into fermentation tanks for grain and that those tanks could
produce enough grain mash to keep the distillery busy around
the clock, seven days a week.

In May, 2002, while Hat was debtor in possession in this
bankruptcy case, PBI and Hat entered into a lease of the
Capello Winery; however, no bankruptcy court approval of
the lease was sought or obtained. PBI invested approximately
$514,574.00 in the Capello Winery in the belief that its lease
was valid. In March 2003, prior to appointment of the Trustee,
PBI submitted to Hat a written offer to purchase the Capello
Winery for $2.5 million. That offer was rejected.

After his appointment on April 11, 2003, the Trustee began
actively marketing the Capello Winery. The Trustee thought

time was short because Yosemite Land Bank, the holder of the
first deed of trust on the property, had not been paid for some
time and was about to seek relief from the automatic stay
to foreclose. The *756 Trustee's analysis indicated that the
estate needed at least $4.5 million from the property to cover
the Yosemite Land Bank lien, costs of sale, estate attorneys
fees relating to a sale transaction, potential capital gains taxes
and a return for other estate creditors.

PBI learned that its lease was potentially vulnerable because
it had not been approved by the bankruptcy court.

On or around April 20, 2003, Richard Eastman (“Eastman’)
of PBI contacted the Trustee about acquiring the Capello
Winery. PBI was motivated by the desire to protect its
investment in the facility and by the desirability of the facility
for its business. PBI made an oral offer to the Trustee to
purchase the Capello Winery for $4.1 million. The Trustee
told Eastman that a purchase offer would have to be more than
$4.5 million.

PBI began the process of putting together a combination of
financing and investors to acquire the Capello Winery. PBI
got a commitment from Mark Wheeler, one of the principals
of PBI, to invest up to $2.5 million for the acquisition.
Wheeler's limit for the investment was $2.5 million. PBI
also sought additional financing of between $3.0 million
and $4.0 million from Wells Fargo Bank and other financial
institutions. In a letter to Wells Fargo Bank, Eastman stated
that he had offered the Trustee $4.1 million for the Capello
Winery. PBI also sought investors for additional funds. PBI's
efforts to find funds to acquire the Capello Winery continued
until mid-June, 2003.

TWG entered the picture at the beginning of May 2003.
Kenneth Ford (“Ford”), president of winery operations for
TWG, had contacted the Trustee on May 5, 2003. Ford and
the Trustee met in person on May 6, 2003 and, after some
negotiation, agreed that TWG would purchase the Capello
Winery for $4.75 million.

In the latter half of May 2003, PBI first learned that TWG was
interested in the Capello Winery. On May 15, 2003, Ford and
others from TWG toured the Capello Winery with the Trustee.
During the tour, Eastman, who was on the property that day,
introduced himself to Ford. Through general knowledge of
the industry, PBI believed that TWG had far greater resources
than PBI and that TWG could outbid PBI in a competitive
sale.
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On June 5, 2003, Eastman contacted Kenneth Ford of
TWG for a meeting. PBI wanted to work out a deal
with TWG to avoid competitive bidding. In preparation for
the meeting, Eastman generated a proposed agenda. That
document explicitly states in item Al: “Purchase price can
be kept down by avoiding serious overbid situation.” Ford
initially agreed to meet with Eastman, but after consulting
with counsel, he cancelled the meeting on June 9, 2003.

On or about June 10, 2003, Hat informed Eastman that
Diamante had a right of first refusal under the Bankruptcy
Code. Eastman followed up with Hat in a letter attaching the
same agenda he had prepared for the cancelled TWG meeting.
The meeting with Hat was successful. The parties agreed in
principal to a deal whereby Diamante would exercise her
rights under Section 363(i) in exchange for a three percent
(3%) commission on the sale. Immediately after the sale
closed, Diamante would assign her rights to the Capello
Winery to PBI subject to a future right of her or her assignee
to re-purchase a 50% interest in the property. However, the
parties agreed that Diamante was serving as a middle person
for a fee and would ultimately have no ownership of the
property because any final agreement would require her to
assign her rights to Hat.

*757 Upon reaching the foregoing agreement, PBI ceased its
efforts to secure financing and investors to bid on the Capello
Winery.

As ultimately drafted, the Memorandum of Understanding
Concerning the Capello Winery (“MOU”) provided that
Diamante would be paid $72,500 from PBI and $72,500 from
the Hat Group to exercise her Section 363(i) rights. PBI
agreed to provide one-half of the funds for both the deposit
and the final purchase price. The other half of the funding was
to come through the so called Hat Group.

Diamante and Hat approached various relatives and business
associates. They obtained an informal commitment from her

and Hat's nephew, Lance loppini, to loan up to $2 million. 3
The Ravas, who had no interest whatsoever in running a
winery, agreed to lend Hat (but not Diamante) $250,000
because Hat made it a condition of obtaining his help on
another matter. They wished to purchase other estate property
located in Monterey county, then involved in a pending
foreclosure, and thought they needed Hat to sign off on the
purchase. Hat first broached the idea of the loan the day before
the July 22 hearing. The Ravas agreed to loan Hat the money

for 45 days in exchange for him signing off on the Monterey
county properties. The money would be non-refundable if Hat
signed off on the purchase.

The testimony is inconsistent as to which of
Diamante or Hat actually spoke with Mr. Ioppini.
Mr. loppini stated in his testimony that he spoke
only with Diamante. Diamante, in her deposition
testimony, answered “No” when asked whether she
“had any idea at all of who these investors might
be.”

The remainder of the Hat group's portion of the funding was
to come through either an assumption or refinance of the
debt owed to the first deed of trust holder, Yosemite Land
Bank, FLCA. The court notes that an assumption of existing
debt was outside the scope of the sale agreement between the
Trustee and TWG.

The MOU was executed by PBI, Diamante, and Hat on July
22, 2003, immediately prior to the hearing on the proposed
sale of the Capello Winery. At the same time, an assignment
of rights between Hat and the Ravas was signed by Hat,
Diamante, and PBI. Neither of the Ravas signed the document
despite the fact that it contained lines for their signatures. No
evidence was presented of an assignment between Diamante
and Hat.

The method by which Diamante proposes to fund her
purchase of the Capello Winery has changed significantly
since the entry of the Sale Order on October 1, 2003.
Neither PBI nor the Ravas are willing to finance or otherwise
participate in the purchase. PBI is no longer operating and has
no assets with which to fund the purchase. The Ravas allege
they were defrauded by Hat and have demanded return of their
$250,000.

Diamante testified that she proposed to form a limited liability
company (“LLC”) which would own the Capello Winery.
Thirty percent (30%) of the LLC would be owned by a Dr.
Paregian in exchange for a $1.5 million investment. Thirty
Percent (30%) would be owned by a Mr. Pistoresi who would
also invest $1.5 million. The final forty percent (40%) would
be owned by Diamante. She proposes to fund her portion of
the purchase through a $1.1 million loan from Hat's sister and
the estate of Hat's mother as well as investing an undisclosed
amount of crop proceeds from other properties owned by
Diamante. The last $500,000 consists of the monies already
placed in escrow by PBI and the Ravas.
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*758 Analysis

The motion is granted to the extent set forth herein. The sale
of the Capello Winery has been tainted by collusion between
Diamante and potential bidders, and the order approving the
sale of the Capello Winery to Diamante is vacated.

Standing

As an initial matter, Diamante raises the issue of TWG's
standing to bring this motion. Diamante argues that this
motion is really a motion under Section 363(n) and actions
under that section may only be brought by a trustee.
Diamante's argument is unpersuasive.

1 12
is the speculative profit it might have made had it succeeded in
purchasing property at an auction—usually lacks standing to
challenge a bankruptcy court's approval of a sale transaction.”
Kabro Associates v. Colony Hill Associates (In re Colony
Hill Associates), 111 F.3d 269, 273 (2nd Cir.1997) (citation
omitted). However this rule is not absolute.

“Courts ... properly entertain suits
challenging the equity of a bankruptcy
sale transaction, on the assumption
that sales tinged by fraud, mistake
or unfairness would generally result
in an accepted bid below that which
might have been expected in a fair,
free market situation. Thus, when
an unsuccessful bidder attacks a
bankruptcy sale on equitable grounds
related to the intrinsic structure of the
sale, he brings himself within the zone
of interests which the Bankruptcy Act
seeks to protect and to regulate.”

Id. at 274 citing In re Harwald Co., 497 F.2d 443, 444-45
(7th Cir.1974) (internal citations omitted). See also Ross v.
Kirschenbaum (In re Beck Industries, Inc.), 605 F.2d 624, 634
n. 13 (2nd Cir.1979).

This is one such instance. TWG is attacking the sale not
because it lost a bidding contest with another party but

“[A]n unsuccessful bidder—whose pecuniary loss

because it alleges that two potential bidders colluded with
a third party who held a statutory right of first refusal thus
tainting the sale. The court finds that TWG has standing to
bring this motion for reconsideration.

Propriety of the Capello Winery Sale

Diamante correctly argues that she is not a bidder, holding
(for purposes of the Sale Motion and this motion) a right of
first refusal, but that does not exclude her from the scrutiny
of the court. The very existence of her rights under Section
363(i) leads to certain chilling of the bid process. This fact
was known and acknowledged by Congress at the time it
enacted Section 363(i). By implication, it is therefore not
grounds, in and of itself, for setting aside the sale. However,
in this instance, the bidding has been further chilled by
the agreement between Diamante and at least two potential
bidders. The latter chilling is not inherent in the statute and
is not permitted.

[3] [4] This court agrees with the bankruptcy court in /n re
Fehl, 19 B.R. 310, 311-12 (Bankr.N.D.Cal.1982) regarding
the three factors to consider in circumstances such as this:

1. The integrity of the trustee's sale.
2. The 363(i) rights of the [spouse].

3. The preservation of the best interests of the estate.

The agreement between Diamante, PBI and Hat directly and
negatively affects the first and third factors, and it goes
beyond the legitimate interest acknowledged by the second
factor.

Sale Integrity

The evidence shows that the sale of the Capello Winery
was tainted. Bidding was *759 chilled through collusion
between Diamante and two potential bidders: PBI and Hat.
The conclusion that bidding has been impermissibly chilled
dictates a new sale. Beck Industries, 605 F.2d at 637.

As conceded by all parties in pre-trial briefing, potential
bidders are “all persons who are contemplating making an
offer to purchase property of a bankrupt estate that the trustee
seeks to sell, whether such sale be private or at public
auction.” Ramsay v. Vogel, 970 F.2d 471, 473 (8th Cir.1992).
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The court specifically notes that the definition is not limited
to parties who believe they will necessarily be the successful
bidder at the sale. PBI was not merely a potential bidder.
The evidence shows that PBI actually made an offer of $2.5
million in March 2003 and an offer of $4.1 million in April

2003.* PBI continued to look for independent financing
and investment totaling at least $5.5 million to $6.5 million
through mid-June, 2003; ceasing its search only after it had
entered into the agreement with Diamante and Hat. PBI was
at least a potential bidder for the Capello Winery.

Eastman's testimony at trial that PBI did not make
the $4.1 million offer is not credible in light of the
contemporaneous documents executed by him and
sent to Wells Fargo Bank.

Likewise, the evidence shows that Hat was also a potential
bidder. Hat was the driving force behind the non-PBI half of
the purchase. While at first blush it might seem that Hat was
serving as Diamante's agent in the transaction, a review of
actions taken by Hat directly contrary to Diamante's interests
shows that Hat was acting for himself. Hat sought to arrange
the transaction so that Diamante would serve as a middle
person whose sole function was to exercise her Section 363(i)
rights for a fee. While that may not have been Diamante's
intent, that was the structure of the agreement.

Hat made all contacts with potential investors. It was Hat
who first contacted PBI. Hat first contacted the Ravas. He
structured the financing in place at the time of trial, and while
he allegedly would not hold an ownership interest, he would
run the Capello Winery for a “hefty salary.” There can be no
doubt of Hat's interest in retaining control of the property.
Other than being a party to the contract, there is no reason for
Hat to sign the July 22, 2003 Memorandum of Understanding.

[5] There is no disputing that Diamante, PBI and Hat
colluded. The evidence also shows that their collusion
controlled the price at which the Capello Winery sold. “[T]he
term ‘control’ implies more than acts causing an incidental
or unintended impact on the price; it implies an intention
or objective to influence the price.” Lone Star Industries,
Inc. v. Compania Naviera Perez Companc, et al. (In re New
York Trap Rock Corp.), 42 F.3d 747, 752 (2nd Cir.1994).
The June 10, 2003 meeting agenda is particularly damning
in that it expressly sets forth an intent to minimize the price.
Ultimately, TWG was the only actual bidder at the sale. Both
Hat and PBI sat on the sidelines behind Diamante's right of
first refusal. Their control results from their ability to utilize

Diamante's rights to obtain the property without having to bid
at all.

Diamante's Section 363(i) Rights

The Trustee conceded the existence of these rights as to the
Capello Winery at the initial hearing on the Sale Motion. The
court takes no issue with Diamante's desire to utilize her right
of first refusal to purchase the Capello Winery, provided that
her rights are properly exercised.

*760 [6]
those rights while obtaining financing from a lender that is

The holder of Section 363(i) rights may exercise

not a potential bidder. Similarly, as a general matter, “bidding
is not improperly chilled by the mere fact of an association
of persons formed for the purpose of bidding at a sale
since this may be not only unobjectionable but oftentimes
meritorious, if not necessary to enable the persons associating
themselves to participate in the bidding, rather than to shut out
competition.” Beck Industries, 605 F.2d at 635-36 (internal
quotes and citation omitted).

A problem arises when, as here, the financing and/or
association has the purpose and effect of removing potential

bidders from the sale process. > In such circumstances, the
Section 363(i) rights are not properly exercised.

The court need not address either an improper
purpose or an improper effect, standing alone, as
both are clearly present here.

Preservation of the Best Interests of the Estate

[71 The best interests of the estate were directly and
negatively impacted by Diamante's collusion with PBI and
Hat and the way in which Diamante exercised her Section
363(i) rights in this instance. The purpose of Section 363(i)
is to give a non-debtor spouse the right to purchase property
under the same terms and conditions as the winning bidder
after the auction process has determined the fair market value.
If the procedure works correctly, the estate is not harmed
because it still receives the highest price the market will bear.
The non-debtor spouse benefits by being able to retain the
community property.

Here, there were only three potential bidders for the Capello
Winery. Diamante entered into an agreement with two of the
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three. As a direct result, there was no competitive bidding. 6
The auction was improperly restrained and therefore could
not determine the fair market value for the Capello Winery.
No one can state with certainty what the ultimate price would
have been had competitive bidding taken place. However,
the facts that PBI attempted to put together its own financial
package in excess of $5.0 million before it learned of
Diamante's rights, and that TWG is now willing to bid at
least $5,250,000, $357,500 more than the present sale price,
create a strong indication that an auction with true competitive
bidding would produce a higher price. Diamante's agreement
has harmed the estate.

The court acknowledges that TWG did overbid
itself but it is clear that the only purpose was to
become eligible to receive the negotiated break-
up fee. In essence, TWG was to be repaid the bid
increase.

TWG's Request for Future Restrictions on
Diamante's Exercise of Section 363(i) rights

[8] TWG requests that Diamante be barred from any
exercise her Section 363(i) rights in any future sale of the
Capello Winery. In connection with that request and assuming
that it is granted, TWG seeks an order that no potential bidders
(Diamante included) may collude or cooperate in bidding on
the sale. Those requests are denied.

TWG has provided no authority for this court to strip
Diamante of her Section 363(i) rights. Beck Industries is
factually distinguishable. That case involved a right of
first refusal (“ROFR”) in an employment contract made
during a bankruptcy case with court approval. The decision
suggests that the court's actions regarding the ROFR holder's
participation in the new sale were based on the court's
supervisory role over the court approved contract. Beck
Industries, *761 605 F.2d at 637. More importantly, the
court in Beck Industries did not strip the holder of the ROFR
of his rights. Rather, the court directed and suggested certain
restrictions on the exercise of those rights. /d.

Beck Industries clearly stands for the proposition that the
court may fashion equitable remedies for misconduct in
connection with a sale that subjects the bankruptcy estate to
expense and delay, the objective being to maximize bidding,
not restrict it. Thus, the court in Beck Industries said:

We also direct that [the holder of the ROFR] shall not be
allowed, after all that has here transpired, to interpose his
[ROFR] on the [assets on which the ROFR was held] as
a bar to the sale of the package [the assets on which the
ROFR was held and other assets] and require a separation.

k sk sk

Any legitimate interest of [the ROFR holder] can

be protected by the bankruptcy judge's giving him a

reasonable opportunity to meet any bid for the package,

with the bidder then having an opportunity to make a still

higher bid.

1d.
This court is indifferent to the identity of the purchaser of
the Capello Winery, whether it is TWG, Diamante, or some
other third party, so long as the sale process remains within
the boundaries set by the Bankruptcy Code and the estate
receives the highest price possible. To those ends, the court
orders two things. First, Diamante shall make full disclosure
in writing at the commencement of the subsequent sale of the
identities of all investors, co-owners and sources of financing
in connection with any bid or exercise of Section 363(i) rights
that she may make at the subsequent sale of the Capello
Winery. The court has previously ordered similar disclosure
by Diamante on other sale motions, and the disclosure allows
the Trustee, the Creditors Committee and other parties in
interest to examine any arrangements before confirmation of
the sale. Second, the high bidder prior to Diamante's first
exercise of her Section 363(i) rights may thereafter raise its
bid, the process to continue until either the bidder fails to raise
its bid or Diamante fails to exercise her Section 363(i) rights.
These provisions will ensure the highest price for the estate
while preserving Diamante's right to meet, but not exceed, the
highest bid.

The court will not place any additional restrictions on
potential bidders. Collusion between or among bidders and
potential bidders to control the price at a sale is already
proscribed. 11 U.S.C. § 363(n). The court need not duplicate
that proscription.

Conclusion

Based on the forgoing, the motion for reconsideration
pursuant to Federal Rule of Bankruptcy Procedure 9023
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incorporating Federal Rule of Civil Procedure 59(e) is
granted. The Sale Order is vacated and the Trustee shall
conduct another sale of the Capello Winery in a manner
consistent with this ruling.

The court will issue a separate order.

All Citations

310 B.R. 752, 43 Bankr.Ct.Dec. 65

End of Document

WESTLAW

© 2020 Thomson Reuters. No claim to original U.S. Government Works.


http://www.westlaw.com/Link/Document/FullText?findType=L&pubNum=1004365&cite=USFRCPR59&originatingDoc=I2efbbb076e6211d99d4cc295ca35b55b&refType=LQ&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.FindAndPrintPortal)

LEGAL AUTHORITY CA-50



CA-50

UNITED STATES DISTRICT COURT
FOR THE DISTRICT OF COLUMBIA

UNITED STATES OF AMERICA,
United States Department of Justice
Antitrust Division

450 Fifth Street, NW, Suite 8000
Washington, DC 20530

Plaintiff, Civil Action No.

V.

Case: 1:10-cv-00120

Assigned To : Huvelle, Ellen S.
Assign. Date : 1/21/2010
Description: Antitrust

SMITHFIELD FOODS, INC.,
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Smithfield, Virginia 23430

and

PREMIUM STANDARD FARMS, LLC,
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c/o P.O. Box 194

Princeton, Missouri 64673

Defendants.
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COMPLAINT

The United States of America, by its attorneys, acting under the direction of the Attorney
General of the United States, brings this civil antitrust action to obtain civil penalties against
Smithfield Foods, Inc. (“Smithfield””) and Premium Standard Farms, LLC, the successor in
interest to Premium Standard Farms, Inc., (collectively “Premium Standard”) and alleges as

follows:



I. NATURE OF THE ACTION

1. The United States brings this action to recover civil penalties from the defendants
for the violation of Section 7A of the Clayton Act, as amended, 15 U.S.C. § 18a, also commonly
known as the Hart-Scott-Rodino Antitrust Improvements Act of 1976 (“Section 7A” or the “HSR
Act”). On May 7, 2007, Smithfield acquired Premium Standard, Inc. Prior to the expiration of
the statutory waiting period applicable to Smithfield’s acquisition of Premium Standard,
Smithfield exercised operational control over Premium Standard’s hog procurement and thereby
acquired beneficial ownership of a significant segment of Premium Standard’s business. This
conduct, called “gun jumping,” is prohibited by Section 7A.

II. JURISDICTION AND VENUE

2. This Court has jurisdiction over this action and the defendants under 15 U.S.C.
§ 18a(g), and 28 U.S.C. §§ 1331, 1337(a), 1345, and 1355(a).

3. Defendants Smithfield and Premium Standard are engaged in interstate commerce
and in activity substantially affecting interstate commerce.

4, Defendant Smithfield is incorporated under the laws of the Commonwealth of
Virginia, with its principal place of business in Smithfield, Virginia.

5. At all times relevant to this Complaint, Premium Standard Farms, Inc. was
incorporated under the laws of Delaware, with its principal place of business in Kansas City,
Missouri. On May 7, 2007, Smithfield acquired Premium Standard Farms, Inc. and Premium
Standard Farms, Inc. became a wholly-owned subsidiary of Smithfield. On August, 2, 2007,
Premium Standard Farms, Inc. was merged with and into PSF LLC, with the surviving entity

being named Premium Standard Farms, LLC. Defendant Premium Standard Farms, LLC is the
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successor in interest to Premium Standard Farms, Inc. and is incorporated under the laws of
Delaware, with its principal place of business in Princeton, Missouri.

6. Defendants waive any objection to venue and personal jurisdiction in this judicial

district for the specific and limited purpose of this Complaint.
III. THE DEFENDANTS

7. Smithfield is the largest pork packer and processor and the largest hog producer in
the United States. Prior to the merger, it had seven pork packing plants in the United States.

8. Premium Standard was the sixth-largest pork packer and processor, with two pork
packing plants, and the second-largest hog producer in the United States.

9. At all times relevant to this Complaint, Smithfield and Premium Standard
purchased and raised hogs for slaughter and sold fresh and processed pork throughout the United
States, in competition with each other.

10.  Until May 7, 2007, Smithfield and Premium Standard were each engaged in
commerce or activity affecting commerce within the meaning of Section 1 of the Clayton Act, 15
U.S.C. § 12, and Section 7A(a)(1) of the Clayton Act, 15 U.S.C. § 18a(a)(1).

IV. WAITING PERIOD REQUIREMENTS OF
SECTION 7A OF THE CLAYTON ACT

11.  Section 7A establishes a waiting period that allows federal antitrust agencies to
investigate certain mergers and to file suit to enjoin those acquisitions that violate the antitrust
laws. When Section 7A applies, it requires parties to file premerger notifications with the
Department of Justice and the Federal Trade Commission and to supply additional information

and documents to the investigating agency upon request. Section 7A requires that the merging



parties observe a designated waiting period before the acquiring person may hold, directly or
indirectly, the voting securities or assets of the acquired person. A purpose of this waiting period
is to preserve the acquired firm as an independent company in case the proposed acquisition is
blocked or otherwise not consummated so that the competition that the antitrust laws protect
does not suffer.

12. The notification and waiting period requirements of Section 7A apply to direct or
indirect acquisitions that meet the HSR Act’s thresholds. At all times relevant to this Complaint,
the HSR Act’s reporting and waiting period requirements applied to certain transactions that
would have resulted in the acquiring person holding more than $56.7 million, and all transactions
where the acquiring person would hold more than $226.8 million of the acquired person’s voting
securities and/or assets except for certain exempted transactions.

13. Section 801(c)(1) of the Premerger Notification Rules, 16 C.F.R. § 800 et seq.,
defines “hold” to mean to have “beneficial ownership.” The Statement of Basis and Purpose that
accompanied the issuance of Section 801(c)(1), 43 Fed. Reg. 33450, 33458 (July 31, 1978),
states that “the existence of beneficial ownership is determined in the context of the particular
case with reference to the person or persons that enjoy the indicia of beneficial ownership.”

14.  Section 7A(g)(1) of the Clayton Act, 15 U.S.C. § 18a(g)(1), provides that any
person, or any officer, director, or partner thereof, who fails to comply with any provision of the
HSR Act is liable to the United States for a civil penalty for each day during which such person
is in violation. For the time period relevant to the Complaint, the maximum amount of civil
penalty is $11,000 per day, pursuant to the Debt Collection Improvement Act of 1996, Pub. L.

104-134, § 31001(s) (amending the Federal Civil Penalties Inflation Adjustment Act of 1990, 28



U.S.C. § 2461 note), and Federal Trade Commission Rule 1.98, 16 C.F.R. § 1.98, 61 Fed. Reg.
54548 (Oct. 21, 1996).
V. THE MERGER

15. The notification and waiting period requirements of Section 7A applied to
Smithfield’s acquisition of Premium Standard. On September 17, 2006, Smithfield and Premium
Standard entered into an Agreement and Plan of Merger (the “Merger Agreement”). Under the
Merger Agreement, Smithfield agreed to acquire Premium Standard for approximately $693
million in stock and cash and assume $117 million of Premium Standard’s debt for a total
purchase price of about $810 million. On October 6, 2006, Smithfield and Premium Standard
filed premerger Notification and Report Forms required by Section 7A, marking the beginning of
the Section 7A waiting period. The statutory 30-day waiting period was extended when the
Antitrust Division issued requests for additional information on November 6, 2006. The waiting
period expired on March 7, 2007, thirty days after both parties certified compliance with the
requests. Smithfield completed its acquisition of Premium Standard on May 7, 2007.

16. The Merger Agreement contained certain customary interim “conduct of business”
provisions limiting Premium Standard’s operations during the Section 7A waiting period to
protect Smithfield’s legitimate interests in maintaining Premium Standard’s value without
impairing Premium Standard’s independence. These included provisions regarding Premium
Standard’s rights to assume new debt or financing, issue new voting securities and sell assets, as
well as requirements that Premium Standard “carry on its business in the ordinary course

consistent with past practice.” The Merger Agreement also conditioned the closing of the

transaction on the absence of any material adverse effect, as such agreements customarily do.



VI. DEFENDANTS’ CONDUCT

17. Prior to its acquisition, Premium Standard purchased hogs from independent hog
suppliers pursuant to contracts that ranged in length from one to five years. Procurement of hogs
from independent hog suppliers was a focus of the Antitrust Division’s investigation and Request
for Additional Information. For 2008, Premium Standard projected purchasing hogs from about
eleven independent hog producers.

18. After executing the Merger Agreement, Premium Standard needed to continue to
purchase hogs from independent hog producers in order to carry on its business in the ordinary
course consistent with its past practice.

19. After executing the Merger Agreement, Premium Standard stopped exercising
independent business judgment in its hog purchases. Instead, beginning on or about September
20, 2006, Premium Standard submitted for Smithfield’s consent each of the three contracts for
hog purchases from an independent hog producer that arose during the Section 7A waiting period,
including one contract accounting for less than one percent of Premium Standard’s annual
slaughter capacity. Together, the three multi-year contracts obligated Premium Standard to
purchase, on an annual basis, between 400,000 to 475,000 hogs at a total cost ranging from
approximately $57 million to $67 million. These hog procurement contracts were necessary to
Premium Standard’s ongoing business and entered into in the ordinary course. Each time
Premium Standard sought consent, it provided Smithfield with the proposed contract terms,

including the price to be paid, quantity to be purchased, and length of the contract.



VII. VIOLATION OF SECTION 7A OF THE CLAYTON ACT

20.  Through the conduct described in Paragraphs 17 through 19, Smithfield exercised
operational control over a significant segment of Premium Standard’s business prior to the
expiration of the waiting period required by Section 7A. By controlling a significant segment of
Premium Standard’s business operations while having agreed to acquire Premium Standard,
Smithfield acquired beneficial ownership of that significant segment of Premium Standard’s
business, and thus acquired and held those assets, valued in excess of the $56.7 million threshold
then in effect, within the meaning of Section 7A on or about September 20, 2006.

21. Smithfield and Premium Standard were continuously in violation of Section 7A

from on or about September 20, 2006, through the expiration of the statutory waiting period on

March 7, 2007.
VIII. PRAYER FOR RELIEF
The United States requests:
1. That the Court adjudge and decree that Smithfield and Premium Standard violated

Section 7A of the HSR Act during the period beginning on September 20, 2006, and ending on
March 7, 2007,

2. That each defendant pay to the United States an appropriate civil penalty as
provided under Section 7A(g)(1) of the Clayton Act, 15 U.S.C. § 18a(g)(1), and 16 C.F.R.
§ 1.98(a);

3. That the United States have such other relief as the nature of the case may require

and the Court may deem just and proper; and



4. That the United States recover its costs of this action.
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Smithfield Foods and Premium Standard Farms Charged with lllegal Premerger
Coordination

Companies Required to Pay $900,000 Civil Penalty

WASHINGTON — The Department of Justice today announced a settlement with Smithfield Foods Inc. and Premium
Standard Farms LLC that requires the companies to pay a total of $900,000 in civil penalties for violating premerger
waiting period requirements.

The Department’s Antitrust Division today filed a civil antitrust lawsuit in U.S. District Court for the District of Columbia,
along with the proposed settlement that, if approved by the court, would resolve the lawsuit.

According to the complaint, after Smithfield and Premium Standard announced their proposed merger in September
2006, Smithfield exercised operational control over a significant segment of Premium Standard’s business without
observing the premerger waiting period requirement in violation of federal antitrust law. Such conduct, commonly known
as "gun jumping" violates the Hart-Scott-Rodino (HSR) Act of 1976.

After entering into the merger agreement, Premium Standard stopped exercising its independent business judgment
with respect to hog procurement. Instead, Premium Standard sought Smithfield’s consent for all of the hog procurement
contracts that arose during the waiting period, providing Smithfield with the contract terms, including price, quantity and
duration. The hog procurement contracts were necessary to Premium Standard’s ongoing business and were entered
into in the ordinary course. Requiring a buyer’s approval of the seller’s ordinary course contracts can prematurely
transfer operational control, violating premerger notification requirements, the Department said.

"Merging companies must remain independent in their ordinary business operations, including purchasing decisions,
until the end of the premerger waiting period," said Christine Varney, Assistant Attorney General in charge of the
Department’s Antitrust Division. "Observing the waiting period ensures that the marketplace remains competitive which
ultimately benefits consumers."

The HSR Act requires companies planning mergers or acquisitions that meet certain threshold requirements to file
premerger notifications with the Department of Justice and Federal Trade Commission. The Act gives the federal
antitrust agencies an opportunity before the parties merge to investigate the proposed transactions and determine
whether they would violate the antitrust laws. When the HSR Act applies, it requires that companies observe a waiting
period before the acquisition occurs. A purpose of the waiting period is to preserve the companies as independent
companies in case the proposed merger or acquisition is blocked so that the competition that the antitrust laws protect
does not suffer.

Federal courts can assess civil penalties for premerger notification or waiting period violations under the HSR Act in
lawsuits brought by the Department of Justice. During the time period relevant to this case, the maximum civil penalty
for a party in violation of the HSR Act is $11,000 for each day it is in violation. The Department’s complaint does not
challenge the underlying merger, which the companies announced they had closed on May 7, 2007.
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Smithfield is headquartered in Smithfield, Va. Premium Standard, now a subsidiary of Smithfield, maintains its principal

offices in Princeton, Mo.
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Synopsis

After mortgagee foreclosed deed of trust on leased premises,
mortgagee sued tenant, which was a partnership, and
guarantors for breach of commercial lease. The Superior
Court, Los Angeles County, No. LC026408, Stephen D.
Petersen, J., entered judgment for mortgagee. Guarantors
appealed. The Court of Appeal, Godoy Perez, J., held
that: (1) foreclosure of deed of trust did not constitute
rescission of junior lease, but instead extinguished the lease,
and thus, mortgagee could enforce attornment provision in
lease as third-party beneficiary of attornment provision; (2)
attornment provision was not too vague or uncertain to be
enforced; (3) mutuality of obligation doctrine did not preclude
mortgagee from enforcing attornment provision; (4) guaranty
was enforceable after lease was extinguished by foreclosure,
as attornment renewed the lease and guaranty covered lease
renewals; (5) breach of lease was chargeable to departing
partner after partnership dissolution; and (6) partnership did
not relieve departing partner of his lease obligations.

Affirmed.

Procedural Posture(s): On Appeal.
Attorneys and Law Firms

**481 *1474 Jerry L. Freedman and Gail V. Phillips for
Defendant and Appellant Jerry L. Freedman.

Robert J. Vars, in pro. per., and James V. Jordan, Los Angeles,
and Michael R. Hambly for Defendants and Appellants
Robert J. Vars and Robert J. Vars, PC.

Peterson & Ross and Karl W. Kime, Los Angeles, for
Defendants and Appellants James W. McCord, Robert M.
Pave, Robert M. Pave, PC, and J. Patrick Jacobs.

Allen, Matkins, Leck, Gamble & Mallory, Patrick E. Breen
and Rebecca Gilbert Gundzik, Los Angeles, for Plaintiff and
Respondent.

Opinion
GODOY PEREZ, Associate Justice.

Defendants Jerry L. Freedman and Robert J. Vars appeal from
the judgment entered on behalf of plaintiff Principal Mutual
*1475 Life Insurance Company in its action for breach of a
commercial lease. For the reasons set forth below, we affirm
the judgment.

FACTS AND PROCEDURAL HISTORY !

In May 1985 the law firm of Vars, Pave, McCord & Freedman
(VPMF) signed a lease **482 for office space (the lease)
in an Encino office building owned by 16030 Associates
(the landlord). VPMF was a general partnership formed by
lawyers Robert J. Vars, Robert Pave, James W. McCord and
Jerry L. Freedman. The lease, which each partner personally
guaranteed, ran for five years, starting August 1, 1985. The
lease included an option to be renewed for another five years.

Relevant to this appeal are the following lease terms:
Paragraph 31a, which stated that the lease would be deemed
subordinate to all existing and future liens and mortgages on
the landlord's property; and paragraph 31c, which stated that
if the landlord sold the building or lost it in foreclosure, the
tenant would attorn to the landlord's successor in interest upon
request, and be bound by a new lease on the same terms as

the old one. >

*1476 On June 11, 1986, plaintiff and respondent Principal
Mutual Life Insurance Company (Principal) recorded a trust
deed to secure a loan which it made to the landlord. In
May 1990, VPMF exercised its option to renew the lease
for another five years through February 1996. In February
1992, at the instigation of Freedman, Vars was asked to leave
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the firm. The VPMF partnership dissolved and carried on as
Freedman, Pave, McCord & Jacobs. Vars moved his practice
to a new location. In February 1993, Freedman voluntarily
left the new partnership, which dissolved and carried on as

Pave McCord & Jacobs. > Freedman also moved his practice
to a different location. Neither Freedman nor Vars paid any
rent after their respective departures from the firm.

On April 7, 1993, Principal recorded a document styled
as a “Subordination Agreement” by which it purported to
subordinate its trust deed to the leases of various tenants at
the landlord's property, including VPMF. The stated purpose
of the document was to prevent a foreclosure of the property
from extinguishing those leases. The so-called subordination
agreement was signed only by officers of Principal, not by any
of the tenants. Principal acquired legal title to the building by
way of foreclosure on August 13, 1993.

On September 15, 1993, Principal sent a letter to the firm
stating that it had acquired the property, that pursuant to
the terms of the lease Principal had assumed all of the
landlord's lease obligations, and that it was “pleased to have
you as a continuing tenant ... under the terms of the Lease.”
McCord **483 wrote back on behalf of the firm in a letter
dated September 29, 1993, taking the position that Principal's
foreclosure of its senior encumbrance extinguished the lease,
leaving the firm as a month-to-month tenant. Principal
responded in an October 15, 1993, letter, pointing out that
it had subordinated its trust deed to the lease before the
foreclosure. Principal also contended that the firm was
obligated by paragraph 31c of the lease to enter upon request
a new lease under the same terms as the old one and asked
that the firm do so.

The firm paid rent from August 1993 to December 1, 1993,
then stopped. On March 22, 1994, the firm notified Principal
it was vacating the office *1477 space and moved out on
April 16, 1994. Principal then sued the firm and the individual
partners—Vars, Pave, McCord and Freedman—for breach of the
lease and to enforce the partners' personal lease guarantees.

After a bench trial in July 1996, the trial court found that
the lease and guarantees were enforceable for two reasons:
First, because Principal had subordinated its trust deed to
the lease before the foreclosure; and second, because the
attornment clause in paragraph 31c of the lease obligated the
firm to recognize Principal as its landlord under the terms
of the original lease. The court also found that the landlord
had not agreed to release Vars or Freedman from their lease

and guarantee obligations. 4 Principal was awarded more than
$460,000, plus attorney's fees and costs of approximately
$99,000.

The main issue on appeal is whether the firm was required
to attorn to Principal and recognize it as the new landlord,
or whether Principal's foreclosure of the landlord's property
extinguished the lease, including the obligation to attorn. Vars
and Freedman also contend that the attornment provision was
unenforceable because it was vague, because it vested full
control over whether the lease would continue with Principal
and therefore lacked mutuality of obligation, and because
Principal was a stranger to the lease with no right to enforce
the guarantee. Freedman also contends that he was released
from his lease and guarantee obligations by the conduct of the

landlord and Principal. >

STANDARD OF REVIEW

Interpretation of a lease presents a question of law which
we independently review using principles of contract law.
(Miscione v. Barton *1478 Development Co. (1997) 52
Cal.App.4th 1320, 1325-1326, 61 Cal.Rptr.2d 280, hereafter
Miscione.) In doing so, we apply certain well known rules of
contract interpretation. A contract must be interpreted to give
effect to the mutual intention of the parties at the time the
contract was made. (Civ.Code, § 1636.) Courts will not adopt
a strained or absurd interpretation to create an ambiguity
where none exists. A contract extends only to those things
concerning which it appears the parties intended to contract.
Our function is to determine what, in terms and substance, is
contained in the contract, not to insert what has been omitted.
We do not have the power to create for the parties a contract
which they did not make and cannot insert language which
one party now wishes were there. Finally, words used in a
certain sense in one part of a contract are deemed to have been
used in the **484 same sense elsewhere. (Levi Strauss &
Co. v. Aetna Casualty & Surety Co. (1986) 184 Cal.App.3d
1479, 1485-1486, 237 Cal.Rptr. 473.)

DISCUSSION

1. Attornment, Subordination And Nondisturbance Clauses

Title to real property which is conveyed after foreclosure by
a trustee's deed relates back to the date the trust deed was
executed. The title passed is that held by the trustor at the time
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of execution. Liens which attached after the foreclosed trust
deed was executed are extinguished and the purchaser takes
title free of those junior or subordinate liens. (Dover Mobile
Estates v. Fiber Form Products, Inc. (1990) 220 Cal.App.3d
1494, 1498, 270 Cal.Rptr. 183, hereafter Dover:)

This rule applies to tenants who have leased property which
is later sold through foreclosure. A lease made before the
foreclosed trust deed was executed survives the foreclosure
and the purchaser takes the property subject to the lease.
A subordinate lease, which was made after a trust deed
was executed, is wiped out by the foreclosure of that deed,
along with the tenant's rights and obligations under the lease.
(Dover, supra, 220 Cal.App.3d at p. 1498, 270 Cal.Rptr. 183.)
If the tenant remains, he does so only as a holdover tenant. If
the purchaser of the foreclosed property accepts rent from the
tenant, a month-to-month tenancy is created. (/d. at p. 1501,
270 Cal.Rptr. 183.)

Commercial landlords, their tenants and their lenders
sometimes attempt to adjust their respective rights in the event
of foreclosure by three types of lease clauses—subordination,
nondisturbance and attornment (SNDA). All three are at issue
here.

The parties to a real estate transaction may contractually
agree to alter the priorities of encumbrances otherwise
fixed by law. *1479 (Miscione, supra, 52 Cal.App.4th
at p. 1326, 61 Cal.Rptr.2d 280.) A lease may be deemed
subordinate to an otherwise junior trust deed through a

T3N3

subordination agreement, which is “ ‘often used to adjust
the priorities between commercial tenants and the mortgagee
of the real estate ... Absent such an adjustment, priorities
will be governed by the recording acts and related common
law principles.” [Citation.]” (Dover, supra, 220 Cal.App.3d
at p. 1498, 270 Cal.Rptr. 183.) Some leases include so-
called “automatic subordination” clauses, by which the tenant
agrees that its lease will become subordinate to any liens or
encumbrances on the landlord's property which attach after
the lease is executed. (6 Matthew Bender, Cal. Real Estate
Law & Practice (1998) Creation of Tenancies, § 153.50, pp.
153-92-153-93.) The firm's lease included such an automatic
subordination clause.

In order to protect itself from the loss of its lease through
foreclosure of the landlord's property, a tenant asked to
subordinate its lease to any future encumbrances may
negotiate with the landlord to obtain a nondisturbance
agreement from any future lenders. Such an agreement

provides that a foreclosing lender with a superior lien will not
disturb the tenant's possession so long as the tenant has not
defaulted on the lease. (6 Matthew Bender, Cal. Real Estate
Law & Practice (1998) Creation of Tenancies, § 153.50 [2],
p- 153-94; Miscione, supra, 52 Cal.App.4th at p. 1327, 61
Cal.Rptr.2d 280.) McCord, who negotiated the lease on behalf
of the firm in 1985, testified that: he wanted a nondisturbance
clause; he was told it was not negotiable; and that such a
provision was not so important that he was unwilling to sign
the lease without it.

Attornment is a real property concept as old as the law itself.
As originally practiced it was “ ‘the act of feudatory, vassal,
or tenant by which he consents upon the alienation of the
estate to receive a new lord or superior and transfers to him his
homage and service.” ” (Fisher & Goldman, The Ritual Dance
Between Lessee and Lender—Subordination, Nondisturbance,
and Attornment (Fall 1995) 30 Real Property, Prob. and
Trust J. 355, 361-362, fn. omitted.) Attornment is not a
fossilized concept, however, or one preserved in amber.
Instead, it continues to have vitality in the commercial

[73N3

leasing **485 area as “ ‘a corollary agreement addressing
foreclosure.” [Citation.]” (Miscione, supra, 52 Cal.App.4th at
p. 1327, 61 Cal.Rptr.2d 280.) In its present form, it simply
means that the tenant has agreed, or will agree, to recognize
its landlord's successor in interest as its new landlord. (/d. at

pp. 1327-1328, 61 Cal.Rptr.2d 280.)

While few reported decisions have considered the operation
and effect of SNDA's, they have attracted more attention in
recent years. Critical to our decision are two of these—Dover
and Miscione.

*1480 2. The Dover And Miscione Decisions

In Dover, supra, 220 Cal.App.3d 1494, 270 Cal.Rptr. 183,
tenant Fiber Form entered a five-year lease which contained
an automatic subordination clause. That clause stated the
lease would be subordinate to any trust deeds or mortgages
encumbering the property unless the lender elected to have
the lease be superior. After Fiber Form entered the lease, a
second trust deed was placed on the property. That lender
later foreclosed and the property was bought by Dover at the
foreclosure sale. The lender never elected to have the lease
be superior to its second trust deed. When Fiber Form moved
out, Dover sued for breach of the lease.

Citing the general rule that foreclosure by a senior
encumbrancer extinguishes the lease, the appellate court held
that Fiber Form's lease had been extinguished, leaving it free
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to vacate the property. (Dover, supra, 220 Cal.App.3d at pp.
1499-1500, 270 Cal.Rptr. 183.) This holding comports with
basic notions of priorities and notice, the court said. If a trust
deed is recorded before the lease, the tenant enters the lease
with notice that the lease will be subordinate. If the tenant
and landlord agree that the lease should be subordinate, then
the tenant is aware that its lease could be extinguished by
foreclosure. Since Fiber Form expressly agreed to take that
risk, it made no difference that Fiber Form, not Dover, wanted
the lease extinguished after the foreclosure. (/d. at p. 1500,
270 Cal.Rptr. 183.)

The court rejected Dover's argument that instead of
terminating the lease, foreclosure gave the buyer the option
of doing so. Such a rule would let the buyer do whatever
was most profitable, depending on whether rental values had
gone up or down since the lease was executed. Even though
the lease had been extinguished, however, “the tenant and
purchaser are not precluded from entering into a new lease
agreement.” (Dover, supra, 220 Cal.App.3d at p. 1500, 270
Cal.Rptr. 183.) Finally, the court noted that the tenant under
a subordinate lease could gain some protection by requiring
a nondisturbance clause. In addition, the tenant could bargain
with its landlord for the right to cure the landlord's default.
(Ibid.)

In Miscione, tenant Barton Development (Barton) entered
a lease of commercial property which contained both
attornment and subordination clauses. The attornment clause
stated that in the event of foreclosure, the tenant shall attorn
to the new owner and recognize it as landlord under the
lease, provided that the new owner acquires and accepts
the property subject to the lease. The subordination clause
provided that any first trust deed holder had the right to
request that the tenant subordinate its lease, so long as
*1481 the tenant could first require the lender to sign a
nondisturbance agreement and also provided that the holder
of any security interest in the property could, upon written
notice to the tenant, elect that the lease be superior to its
security interest.

The property was eventually foreclosed upon by the holder
of a first trust deed which predated the lease. While the
foreclosing lender and its successor-in-interest each sought to
enforce the lease against Barton, Barton took the position that
the lease had been extinguished by the foreclosure pursuant
to the rule in Dover: The trial court granted Barton summary
judgment, in part on the basis that the foreclosing first trust

deed holder failed to elect under the lease to have the lease
become senior to the trust deed.

The Miscione court reversed, distinguishing Dover in several
respects. It first noted that the subordination clause had
no effect because the foreclosing lender's first trust deed
predated and was therefore senior to the lease by operation
of law. Since the **486 lender had no reason to insist
on subordination of the lease, and since the tenant could
only demand a nondisturbance clause if it were asked to
subordinate under the lease terms, then the nondisturbance
clause was also of no effect, the court reasoned. (Miscione,
supra, 52 Cal.App.4th at p. 1328, 61 Cal.Rptr.2d 280.)
The only potentially operative portion of the subordination
provisions was the one which permitted the lender to elect
that its lien become junior to the lease. That did not happen
and the seniority of the lender's trust deed was therefore fixed
by law. (/bid.) This left the attornment clause, an issue not
discussed or considered in Dover, and the determinative issue
for the Miscione court. (Id. at p. 1329, 61 Cal.Rptr.2d 280.)

Barton contended that the foreclosing lender failed to satisfy
a condition precedent to invoking the attornment provision—
the lease provision which required it to acquire and accept the
property subject to the lease. Barton interpreted this provision
to include the exercise of the lender's option to subordinate its
deed to Barton's lease, an option which was part of the lease's
subordination clause.

The court rejected this contention, in part because the
subordination and attornment clauses were separate from and
independent of each other. The subordination clause could
have applied to several different parties, the court noted, and
could have been used to alter the priorities of the parties
with respect to insurance awards and condemnation proceeds
as well as competing encumbrances. (Miscione, supra, 52
Cal.App.4th at p. 1330, 61 Cal.Rptr.2d 280.) “However, the
creation of an obligation for the tenant to attorn to a new
landlord is quite different. The tenant presumably negotiated
the lease with the landlord, and, *1482 for consideration,
contracted to attorn to a new landlord under the described
conditions. A landlord could want such a provision in the
lease for a number of reasons, not the least of which is
that the landlord could show the lease to others with whom
it deals to demonstrate that its tenants are bound to new
landlords. Such a provision could be a persuasive argument
to a lender who was considering the financial condition of
the landlord or the landlord's position vis-a-vis other parties
involved with the real property. Thus, an attornment clause
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is not just gratuitously given in a vacuum, but has a meaning
that can impact upon the rights and obligations of parties
other than the immediate parties to the lease.” (Id. at p. 1330,
61 Cal.Rptr.2d 280, italics added.)

The court gave an additional reason for rejecting Barton's
contention that the foreclosing first trust deed holder had to
exercise its option to subordinate its deed to Barton's lease as
a condition precedent to invocation of the attornment clause:
Requiring the foreclosing lender to subordinate its senior
encumbrance to the lease before the foreclosure occurs would
simply make no sense. “As noted above, prior to the trustee's
sale, [the lender] could not know whether it would be the
successful bidder. It is illogical to expect [a lender], as a
prospective purchaser at the foreclosure sale, to exercise some
option provided in a separate clause of the lease. It is common
to have all three parts of SNDA clauses included in leases. If
we were to support the rule proposed by defendant, all lenders
similarly situated ... would have to ‘exercise their option’ to
subordinate their position to that of the tenant before they bid
in at a foreclosure sale. There is neither logic nor fairness in
such a rule, and we will not promulgate it here.” (Miscione,
supra, 52 Cal.App.4th at p. 1331, 61 Cal.Rptr.2d 280.)

Instead, all the foreclosing lender had to do was acquire and
accept the premises subject to the lease, which it did on the
day of acquisition by notifying Barton that it was the new
owner and directed that all future rent payments be made to
it. (Miscione, supra, 52 Cal.App.4th at pp. 1331-1332, 61
Cal.Rptr.2d 280.) The court concluded that the attornment
clause was an agreement by the tenant to alter the priorities
between its lease and the first trust deed, making the lease
a senior encumbrance which was not extinguished by the
foreclosure. (Id. at pp. 1328, 1330-1332, 61 Cal.Rptr.2d

280.)6

*%487 Appellants contend that Dover governs and that their
duty to attorn was extinguished along with the lease upon
foreclosure. Principal asks that we follow Miscione and hold
that the attornment clause was enforceable after it obtained
the landlord's building through foreclosure.

*1483 3. The Attornment Clause Was Enforceable

A. The Attornment Clause Survived Extinguishment Of
The Lease
We begin by noting the utility of attornment clauses. They
“assist[ ] the mortgagee and tenant in clarifying their rights
and responsibilities in the event of foreclosure. By preserving

the economic terms of the lease, attornment boosts and fosters
certainty. And certainty is vitally important, not only to
tenant entrepreneurs, but to portfolio-balancing mortgagees
as well.” (Feinstein & Keyles, Foreclosure: Subordination,
Non-Disturbance and Attornment Agreements (Aug.1989)
3 Prob. & Property 38, 39, hereafter, Foreclosure, accord,
Miscione, supra, 52 Cal.App.4th at p. 1330, 61 Cal.Rptr.2d
280.) As the Miscione court observed, such clauses are “not
just gratuitously given in a vacuum, but [have] a meaning that
can impact upon the rights and obligations of parties other
than the immediate parties to the lease.” (Miscione, supra, 52
Cal.App.4th at p. 1330, 61 Cal.Rptr.2d 280.)

The attornment provision at issue here was part of the bargain
struck between the firm and the landlord which, by its terms,
was specifically intended to come into play after (and in
the event) the property was obtained by another through
foreclosure. To hold that Principal's foreclosure extinguished
the firm's duty to attorn would render that clause meaningless,
a violation of long-established rules of contract interpretation.
(Civ.Code, § 1641; Miscione, supra, 52 Cal.App.4th at pp.
1329-1330, 61 Cal.Rptr.2d 280.)

Appellants contend that under Dover it would be unfair to
give Principal or any other foreclosing lender the unfettered
option of either holding a tenant to its lease or forcing it to
move out. While the Dover court held that strict application
of the rule of automatic extinguishment would avoid such
an inequitable result, we agree with the Miscione court
that Dover's failure to discuss and consider the effect of
an attornment clause on the status of a subordinate lease
after foreclosure by a senior encumbrancer renders Dover
inapplicable here.

Dover focused on the terms of the lease and the tenant's
reasonable expectations in the event of foreclosure. Since
the automatic subordination clause meant the tenant in
Dover agreed that its lease would be extinguished upon
foreclosure, the court held the purchaser after foreclosure
to the bargain struck between landlord and tenant. (Dover,
supra, 220 Cal.App.3d at p. 1500, 270 Cal.Rptr. 183.) Nor
did Dover hold, as appellants suggest, that a nondisturbance
clause is essential to the validity of an attornment provision.
The court merely noted that the tenant could “obtain some
protection by requiring the landlord to obtain from its lender
a nondisturbance agreement.” (/bid.) The *1484 authority
cited for this proposition (Johnson & Moskovitz, Cal. Real
Estate Law & Practice, § 153.50, p. 153-94) makes clear
that a nondisturbance provision should be negotiated at the
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inception of the lease. (/bid.) As noted earlier, while the firm
wanted such a provision, it did not believe the clause so
important that it would not agree to enter the lease without
one.

We part company, however, with Miscione's blanket
pronouncement that an attornment clause alters the priorities
between lease and trust deed and therefore prevents the lease
from being extinguished.

The apparent authority for this holding is a passage from
Foreclosure cited in Miscione: “Under an attornment clause,
a ‘tenant covenants with the mortgagee that, in the event
of foreclosure, the lease will not be extinguished but will
continue as a lease between the mortgagee (or any successor
to it) and the tenant. The tenant, in other words, agrees to
recognize that another party who **488 would not otherwise
have privity may enforce the lease agreement as though the
third party were originally a beneficiary of the agreement.” ”
(Miscione, supra, 52 Cal.App.4th at p. 1328, 61 Cal.Rptr.2d

280, quoting Foreclosure, supra, at p. 39.)

Foreclosure was not a comprehensive law review article
which was supported by underlying case authority. Instead,
it was an overview of SNDA practice which set forth
general principles applicable to all 50 states regardless of
whether they followed the automatic extinguishment rule of
California or the so-called “pick-and-choose” rule followed
in some states, where the mortgagee must take certain actions

during foreclosure in order to wipe out a subordinate lease. 7
(Foreclosure, supra, at p. 39.) When viewed in this context,
the statement that a lease containing an attornment clause
will not be extinguished cannot be considered a rule of
general application, particularly in California where the law
has long since been that foreclosure by a senior encumbrancer
extinguishes a subordinate lease. (See, e.g., McDermott v.
Burke (1860) 16 Cal. 580, 589-590.)

We think the better definition of attornment is one cited by
both the majority and the dissent in Miscione: That attornment
is the act of a tenant by which he agrees to become the
tenant of the property's new owner. (Miscione, supra, 52
Cal.App.4th at pp. 13271328, and at p. 1335, 61 Cal.Rptr.2d
280 (dis. opn. of Hollenhorst, Acting P.J.), both quoting
Black's Law Dict. (6th ed.1990) p. 130, col. 1.) When a lease
obligates a tenant to attorn to a new *1485 landlord in the
event of a foreclosure by a senior encumbrancer, the terms of
the attornment provision will govern how that is to occur and
its effect on the existing lease.

In Miscione, the tenant agreed to attorn to the new owner
and recognize that party “under this Lease” so long as the
new owner acquired and accepted the property “subject to
this Lease.” The bargain struck between landlord and tenant
therefore contemplated the continued existence of their lease
even after foreclosure. Based on this, the Miscione court
correctly reasoned that the original lease was intended to

survive the foreclosure sale.

The attornment clause at issue here is far different. Instead of
providing for the continued existence of the current lease even
after foreclosure by a senior encumbrancer, the firm agreed
with the landlord that the tenant would, upon request, “enter
into a new lease, containing all of the terms and provisions of
this Lease ... or at the election of such successor in interest,
this Lease shall automatically become a new lease ... upon
all of the terms and conditions hereof....” (Italics added.)
This language is significant. Reading paragraph 31 of the
lease as a whole, even though the firm agreed to enter a
new lease with the landlord's successor in interest, the firm
and the landlord also agreed that the firm's lease would
be automatically subordinated to any future encumbrances,
including Principal's trust deed. Unlike the lease in Miscione,
there was no intent that the current lease survive. By operation
of law, therefore, the lease would be extinguished in the event
of foreclosure. How then could the firm be required to attorn
to Principal? We hold that the answer lies in the contract law
doctrine of third-party beneficiaries.

B. Principal Was A Third Party Beneficiary Of The

Lease's Attornment Provision
California law permits third-party beneficiaries to enforce
the terms of a contract made for their benefit. Civil Code
section 1559 states: “A contract, made expressly for the
benefit of a third person, may be enforced by him at any
time before the parties thereto rescind it.” The third party
need not be identified by name. It is sufficient **489 if
the claimant belongs to a class of persons for whose benefit
it was made. *1486 (Marina Tenants Assn. v. Deauville
Marina Development Co. (1986) 181 Cal.App.3d 122, 128,
226 Cal.Rptr. 321.) A third party may qualify as a contract
beneficiary where the contracting parties must have intended
to benefit that individual, an intent which must appear in the
terms of the agreement. (Harper v. Wausau Ins. Co. (1997) 56
Cal.App.4th 1079, 1087, 66 Cal.Rptr.2d 64.)
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Appellants raise only one challenge to the applicability
of third-party beneficiary law. In order for a third-party
beneficiary to enforce an agreement made by others, there

3

must be a “valid and subsisting obligation between the
promisor and the promisee.” (1 Witkin, Summary of Cal. Law
(9thed. 1987) § 662, p. 601.) Since the lease was extinguished
by the foreclosure, appellants contend that Principal's rights
under the attornment clause vanished along with it. This
argument misapprehends the circumstances under which a
third-party beneficiary may lose its right to enforce an

agreement.

Civil Code section 1559 provides that a third-party
beneficiary may enforce a contract at any time before it is
rescinded. The principles governing rescission of third-party
beneficiary contracts are those applicable to the rescission of
contracts generally. (R.J. Cardinal Co. v. Ritchie (1963) 218
Cal.App.2d 124, 149, 32 Cal.Rptr. 545.) Civil Code section
1689 governs the rescission of contracts. Under subdivision
(a), both parties may consent to a rescission. (Civ.Code,
§ 1689, subd. (a).) Under subdivision (b), one party may
unilaterally rescind based on a variety of grounds, including
fraud, mistake or duress, if there has been a failure of
consideration, if the contract is unlawful, or if the public
interest will be prejudiced by leaving the contract intact. (See
Civ.Code, § 1689, subd. (b)(1)-(7).)

If rescission has not occurred according to the statutory
procedures, but the contract is instead terminated for some
other reason, a third-party beneficiary may still enforce the
agreement. In Pearsall v. Townsend (1935) 7 Cal.App.2d 162,
45 P.2d 824 (hereafter Pearsall ), a real estate broker entered
into a real estate development agreement with Parkford
and the broker hired Pearsall to do the surveying work.
When a dispute arose between the broker and Parkford, the
broker assigned all his interest in the subdivision to Parkford,
by which Parkford agreed to pay the broker's outstanding
expenses incurred for work done on the project. The broker
later sued Parkford for fraud and Parkford raised the broker's
fraud as an affirmative defense. The trial court found that
Parkford properly terminated its contracts with the broker due
to fraud and ordered the broker to pay damages. Pearsall then
sued Parkford to recover for the cost of his surveying services,
contending he was a third-party beneficiary of the broker's
assignment agreement.

*1487 The appellate court affirmed the judgment for the
surveyor, rejecting Parkford's contention that the assignment
had been rescinded and was therefore unenforceable. Instead

of being rescinded, the contract was “merely terminated.”
(Pearsall, supra, 7 Cal.App.2d at p. 166, 45 P.2d §824.)

In Mannon v. Pesula (1943) 59 Cal.App.2d 597, 139 P.2d 336,
hereafter Mannon, the conditional buyers of certain sawmill
equipment promised to pay the sellers' creditor instead of the
sellers. The contract impliedly provided that in the event the
buyers defaulted, the sellers and their creditor would have a
security interest in the items sold. When the buyers defaulted,
the creditor claimed it was entitled to the proceeds from the
later sale of the equipment. The appellate court confirmed
that the creditor was a third-party beneficiary of the sales
agreement. The court rejected the buyers' contention that their
default effected a rescission which terminated the contract,
along with the creditor's third-party rights. First, the court
held, termination by way of the buyer's default was not a
rescission. Second, the contract provided that in the event
of default, the creditor would have a security interest in the
repossessed property. “The default by [the buyers] was the
very event which brought this implied term of the contract
into operation. Even a formal rescission would not affect that
provision.” (Mannon, **490 supra, 59 Cal.App.2d at pp.
608-609, 139 P.2d 336, italics added.)

We find Mannon and Pearsall highly analogous. The
firm's lease was not rescinded. There was no attempt by
either party to restore the consideration obtained under the
lease. (Civ.Code, § 1691, subd. (b).) Instead, the lease was
extinguished by operation of law when Principal foreclosed.
Much as in Mannon, however, the lease contained a provision
which was specifically designed to take effect upon its
extinguishment by foreclosure: the attornment provision
which obligated the firm to enter a new lease with Principal
on the same terms as the preexisting lease with the landlord.
As discussed ante, a contrary holding would violate well-
established rules of contract interpretation by rendering the
attornment clause meaningless. (Civ.Code, § 1641; Miscione,
supra, 52 Cal.App.4th at pp. 1329-1330, 61 Cal.Rptr.2d

280.)°

After Principal acquired the property at foreclosure, it was
therefore entitled to enforce its rights as a third-party
beneficiary of the attornment clause and require that the firm
enter a new lease on the same terms as the *1488 original
lease. The firm's failure to do so and concomitant departure
from the premises were a breach of this obligation.

C. Other Contract Defenses Are Not Applicable
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Appellants also challenge the attornment provision on the
following grounds: (1) because it does not specify who is
to enforce the provision or the manner in which it shall be
invoked, the clause is fatally vague and uncertain; (2) because
Principal was free to pick and choose when or whether it
invoked the attornment clause, the provision lacked mutuality
of obligation and therefore failed for a lack of consideration;
and (3) even if the attornment clause were enforceable by
Principal, the partners' personal guarantees were not.

Paragraph 31c of the lease states if the property is sold or
acquired by foreclosure, the tenant “shall, upon request, attorn
to such successor in interest and, upon request, enter into a
new lease, containing all of the terms and provisions of this
Lease, with such successor in interest ... or at the election
of such successor in interest, this Lease shall automatically
become a new lease between Tenant and such successor in
interest....” This provision is designed to give the new owner
the choice whether to have the tenant attorn. While it could
have been made more explicit, when viewed in this context
it seems clear to us that the landlord's successor in interest
would be the party to make that request. Though the provision
is silent as to how that request must be made, appellants do
not contend that a written request in the form of a letter, as
occurred here, is insufficient.

As to the failure to specify a deadline for such a request, a
reasonable time will be implied. (Civ.Code, § 1657.) What
constitutes a reasonable time presents a question of fact
which depends on the circumstances of the particular case.
(Eidsmore v. RBB, Inc. (1994) 25 Cal.App.4th 189, 198,
30 Cal.Rptr.2d 357.) Appellants have not addressed this
issue at all and we therefore deem it waived. (Unilogic,
Inc. v. Burroughs Corp. (1992) 10 Cal.App.4th 612, 624, 12

Cal.Rptr.2d 741.) 10

Next, mutuality of obligation is necessary only in bilateral
contracts where there are mutual promises. The doctrine states
that the promises on both sides must be binding obligations
in order to be consideration for each other. Problems arise in
two instances: illusory agreements where no obligation at all
is assumed; and where the promise states a definite obligation,
but the
withdraw at his pleasure. (1 Witkin, Summary of Cal. Law
(9th ed. 1987) § 228, pp. **491 236-237.) Appellants
contend the doctrine applies because Principal was free to

*1489 promisor has an election to perform or

choose for itself whether to require that the firm attorn. This
contention fails to recognize that Principal was a third-party
beneficiary of the lease between the firm and the landlord,

not a party to the lease. A third-party beneficiary need not
supply any consideration to enforce an agreement made for
its benefit. (Macaulay v. Norlander (1992) 12 Cal.App.4th
1, 8, fn. 3, 15 Cal.Rptr.2d 204.) There is no dispute that
the lease was supported by ample consideration, consisting
of, among others, the landlord's promise to place the firm
in possession of the premises and the firm's promise to pay
rent. Where sufficient consideration is present, mutuality is
not essential. (Brawley v. Crosby etc. Foundation, Inc. (1946)
73 Cal.App.2d 103, 113, 166 P.2d 392.)

Finally, the partners' personal guarantee was made an exhibit

to the lease and specifically provided that it would apply to the
landlord's successors in interest and continue during the term
of the lease or any renewals of the lease. It also provided that:
the guarantee would not be affected by any modifications,
alterations or extensions of the lease; and that the lease
provisions could be changed by agreement or course of
conduct between the landlord or its successors and the tenants
and that the guarantee “shall guarantee the performance of
the Lease as changed.” We believe this encompassed a new
lease on the same terms as the previous one which would
result from an attornment. On these facts, we conclude that
the partners' personal guarantee of the lease obligations was
enforceable by Principal.

4. Freedman Was Not Relieved Of Liability

Freedman contends that he was not liable for the firm's breach
of the lease because it was not an act necessary to wind
up the affairs of the dissolved partnership or to complete
unfinished partnership transactions. (Corp.Code, §§ 15029,
15030, 15033.) Instead, he contends, the firm could only bind
him to its breach of the lease under Corporations Code section
15035, which states, in relevant part: “(1) After dissolution
a partner can bind the partnership except as provided in
paragraph three, [] (a) By any act appropriate for winding
up partnership affairs or completing transactions unfinished
at dissolution; []] (b) By any transaction which would bind
the partnership if dissolution had not taken place, provided,
the other party to the transaction: [] I. Had extended credit
to the partnership prior to dissolution and had no knowledge
or notice of the dissolution; or [f] II. Though he had not so
extended credit, had nevertheless known of the partnership
*1490 prior to dissolution, and, having no knowledge or
notice of dissolution, the fact of dissolution had not been
advertised in a newspaper of general circulation....” Freedman
then points to evidence that the landlord knew the original
partnership had dissolved after he and Vars left and accepted
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rent from the successor firms, thus relieving him of further
liability under the lease.

This argument must fail because the firm's conduct in
breaching the lease is chargeable to Freedman as an act within
the scope of winding up the firm's affairs. “In general a
dissolution operates only with respect to future transactions;
as to everything past the partnership continues until all pre-
existing matters are terminated. [Citations.] The dissolution
does not destroy the authority of a partner to act for his former
associates in matters in which they still have a common
interest and are under a common liability. [Citations.]”
(Cotten v. Perishable Air Conditioners (1941) 18 Cal.2d 575,
577, 116 P.2d 603, italics added.) The lease was a partnership
obligation which came into being before dissolution and was
a matter in which all the partners had a common interest and
were under a common liability. Accordingly, Freedman is

bound by the firm's breach of the lease. 1

Finally, Freedman contends that his partners, the landlord
and Principal released him from his lease obligations by
operation **492 of Corporations Code section 15036, which
states, in relevant part: “(1) Effect of dissolution alone. The
dissolution of the partnership does not of itself discharge
the existing liability of any partner. []] (2) Agreement
to discharge. A partner is discharged from any existing
liability upon dissolution of the partnership by an agreement
to that effect between himself, the partnership creditor and
the person or partnership continuing the business; and such
agreement may be inferred from the course of dealing
between the creditor having knowledge of the dissolution and
the person or partnership continuing the business.”

While Freedman again points to evidence which he contends
shows an agreement to release him from his lease obligations,
the evidence on this point was highly conflicting. Freedman
testified that at some point after he left the firm, McCord
offered to assume his lease obligations in exchange for a

$50,000 reduction of the firm's debt to Freedman, an offer
which Freedman rejected. This alone is substantial evidence
that the firm never agreed to release Freedman from his
lease obligations under Corporations Code section 15036,
subdivision (2).

*1491 5. The Lender Could Not Unilaterally Subordinate
Its Trust Deed

One alternative ground for the trial court's judgment
was Principal's unilateral recordation of a “subordination
agreement” purporting to alter the priority of its trust deed and
thereby make it junior to the firm's lease. The priority rights
fixed by a subordination agreement are strictly limited by the
terms of that agreement. (Miller v. Citizens Sav. & Loan Assn.
(1967) 248 Cal.App.2d 655, 663, 56 Cal.Rptr. 844; Bank
of America v. Hirsch Merc. Co. (1944) 64 Cal.App.2d 175,
182-183, 148 P.2d 110.) While the lease at issue in Miscione
contained a provision by which a lender could elect to undo
the automatic subordination of a tenant's lease to the lender's
trust deed, the lease at issue here did not. Instead, it is silent on
that topic. Because the firm's lease provides only that it was
automatically subordinated to Principal's trust deed, Principal
could not unilaterally reverse those priorities.

DISPOSITION

For the reasons set forth above, the judgment for Principal is
affirmed. Respondent to recover its costs on appeal.

TURNER, P.J., and ARMSTRONG, J., concur.
All Citations

65 Cal.App.4th 1469, 77 Cal.Rptr.2d 479, 98 Cal. Daily Op.
Serv. 6334, 98 Daily Journal D.A.R. 8723

Footnotes

* Kennard, J., dissented.

1 The parties stipulated at trial to most of the essential facts. As to the remaining facts, to the extent resolution
of this matter turns on the existence of substantial evidence to support the judgment, we state them in
the manner most favorable to the judgment, resolving all conflicts and drawing all inferences in favor of
respondent. (Aceves v. Regal Pale Brewing Co. (1979) 24 Cal.3d 502, 507, 156 Cal.Rptr. 41, 595 P.2d 619.)
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Paragraph 31a states: “This Lease is, and at all times hereafter shall be, subject and subordinate (i) to any
and all ground and underlying leases which now exist or may hereafter be executed affecting the Building or
the land upon which the Building is situated or both, and (ii) to the lien of any mortgages or deeds of trust in
any amount or amounts whatsoever now or hereafter placed on or against said land and Building or either of
them or on Landlord's interest or estate therein, or on or against any ground or underlying lease, and to all
renewals, consolidations, replacements and extensions thereof, and to all loans or advances heretofore or
hereafter made upon the security thereof, all without the necessity of the execution and delivery of any further
instruments on the part of Tenant to effectuate said subordination. Notwithstanding the foregoing, Tenant
shall execute and deliver to Landlord such further instrument or instruments evidencing such subordination
of this Lease as Landlord or its successors in interest may from time to time request.”

Paragraph 31c states: “In the event that Landlord at any time sells or conveys its estate in the Building and/
or the related land and real property, or any part thereof, to any other party, or in the event Landlord's estate
therein is at any time acquired by any other party upon the foreclosure of any mortgage or deed of trust, or
upon any termination of any ground or underlying lease to which this Lease is subordinated as provided in
Section 31a hereof, or by reason of any merger or consolidation or otherwise by operation of law, (i) Tenant
shall, upon request, attorn to such successor in interest and, upon request, enter into a new lease, containing
all of the terms and provisions of this Lease, with such successor in interest for the remainder of the term
hereof, or at the election of such successor in interest, this Lease shall automatically become a new Lease
between Tenant and such successor in interest, upon all of the terms and conditions hereof, for the remainder
of the term hereof, and (ii) Landlord shall be relieved of any further obligations hereunder, provided that such
successor in interest assumes all of such obligations of Landlord, but such successor in interest shall not
become liable for any default hereunder theretofore committed by Landlord.”

Because the distinctions between these reconstituted versions of the original VPMF are irrelevant to our
decision, for ease of reference we will hereafter refer to all of them as “the firm.”

At the close of the trial on the lease obligations, the court suggested that the individual partners file cross-
complaints for indemnity and contribution in order to sort out their respective liabilities. The parties did so,
and the cross-complaints of the firm and Freedman included causes of action for an accounting of all the
partnership assets and liabilities. The trial court then separated the trial of the lease indemnification issue
from the trial of the other causes of action in those cross-complaints with the intent of rendering an appealable
judgment on only that portion of the cross-complaints. The court found that Vars was entitled to total indemnity
from his former partners and determined the liability percentages of the remaining partners. Freedman also
appealed from that portion of the judgment, contending that he was entitled to total indemnity as well and
that the partners' indemnification obligations needed to be otherwise adjusted. By order dated August 12,
1998, we dismissed that portion of the appeal because there was not yet one final and appealable judgment
on the various cross-complaints. (Morehart v. County of Santa Barbara (1994) 7 Cal.4th 725, 736—744, 29
Cal.Rptr.2d 804, 872 P.2d 143.)

Only Vars and Freedman appealed from the judgment. We will sometimes refer to them collectively as
“appellants.”

Justice Hollenhorst filed a strong dissent from the majority decision, believing that under Dover the lease and
its concomitant obligation to attorn were extinguished by the foreclosure. (Miscione, supra, 52 Cal.App.4th
at pp. 1332-1340, 61 Cal.Rptr.2d 280 (dis. opn. of Hollenhorst, Acting P.J.).)

We found Foreclosure a helpful guide to understanding the interplay between the various components of
SNDAs and intend no slight to the article or its authors. Instead, we merely believe that the passage relied
on by the Miscione court was not reliable precedential authority for the blanket proposition stated.

We therefore disagree with the Miscione court's conclusion that the attornment clause altered the priorities
between Barton's lease and the first trust deed. Instead, it appears to us the parties simply contracted that
the lease would not be extinguished by the foreclosure.

Also, rescission may not be allowed if a third party beneficiary has acted in reliance on the promises made for
his benefit. (Dick v. Woolson (1951) 106 Cal.App.2d 415, 419, 235 P.2d 119.) While there is no evidence that
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Principal's trust deed was made in reliance on the attornment provision, if that were the case, then rescission
could not have occurred.
10 The better practice, however, would be to set forth a more detailed mechanism and timetable for attornment.
11 Our holding does not consider whether the firm's breach was wrongful as to Freedman or Vars, an issue which
bears only on the previously dismissed portion of the appeal from the partners' various cross-complaints for
indemnity and an accounting.
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Opinion
MANELLA, J.

*1 Appellant Ade Oyeyemi (Pastor Oyeyemi) challenges
a judgment for conversion and negligent interference with
prospective economic relations in favor of respondent
Mountain of Fire and Miracles Ministries, Hayward Branch.
He contends that respondent lacked standing to assert claims
against him, and that it had no property interest in the
assets underlying the claims; in addition, he maintains that
respondent did not establish certain elements of the claims.
We conclude that the interference claim fails as a matter of
law on the evidence presented at trial, and that the conversion

CA-53

claim is similarly defective insofar as it targeted assets in
which respondent had no property interests. We thus reverse
the judgment, and remand for a new trial on the conversion
claim.

FACTS

A. Background
Mountain of Fire and Miracles Ministries (MFMM) is an
international ministry founded by Dr. Daniel K. Olukoya. Its
headquarters is in Lagos, Nigeria, where Dr. Olukoya holds
the position of General Overseer. Pastor Oyeyemi participated
in MFMM and had a personal relationship with Dr. Olukoya.

In the early 2000's, using the business name, “Mountain of
Fire and Miracles Ministries,” Pastor Oyeyemi founded a
church in Los Angeles and acted as its pastor. Following
the creation of Pastor Oyeyemi's church in Los Angeles,
respondent was established in Hayward. Respondent's pastor
was Grace Ugeh.

On November 28, 2002, Pastor Oyeyemi executed a form
agreement with MFMM that provided in part: “I hold this
church in trust for and on behalf of Mountain of Fire
and Miracles Ministries.” On September 19, 2003, Pastor
Oyeyemi filed articles of incorporation for a California
nonprofit corporation named, “Mountain of Fire and Miracles
Ministries, Inc.” (Mountain). Pastor Oyeyemi was initially
identified as Mountain's agent for service of process; in
addition, he served as its first chief executive officer.

In late 2004 and early 2005, MFMM begin implementing
an organizational plan that divided the United States into
regions. Region 4, which contained both Mountain and
respondent, was placed under the oversight of Pastor Paul
Campbell, whose headquarters was in Houston, Texas. A
dispute soon arose between Pastor Oyeyemi and Pastor
Campbell regarding Mountain's compliance with MFMM's
financial reporting requirements.

In November 1, 2005, Pastor Campbell sent Pastor Oyeyemi a
notice requiring him to meet with Dr. Olukoya in Lagos within
72 hours. The notice further stated that Pastor Oyeyemi's
failure to attend the meeting would be deemed his termination
from MFMM. On November 6, 2005, Pastor Oyeyemi agreed
to return MFMM's property to a designated agent. He became
pastor of a new church named “Blood of Jesus Prayer and
Deliverance” (Blood of Jesus).
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B. Underlying Action

1. Initial Proceedings
The underlying action against Pastor Oyeyemi commenced
in May 2006. The original and first amended complaints
identified Mountain as the plaintiff, and alleged that Pastor
Oyeyemi had engaged in misconduct while acting as a
fiduciary of Mountain, including diverting its members and
assets to a new church. Pastor Oyeyemi demurred to the
first amended complaint, contending that Mountain lacked

standing to act as plaintiff in the action. The trial court

overruled the demurrer. !

In October 2006, Pastor Oyeyemi filed a cross-
complaint for libel against MFMM, Pastor
Campbell, and Dr. Olukoya. Pastor Oyeyemi
abandoned his cross-claims during the trial on
respondent's second amended complaint.

*2 In August 2008, a trial began on the first amended
complaint. Following an initial bifurcated bench trial on
the issue of Mountain's standing, the court concluded that
Mountain lacked standing to pursue the action. The court
continued the trial to permit respondent to substitute in as
plaintiff and file an amended complaint.

Prior to the filing of respondent's amended complaint, Pastor
Oyeyemi challenged respondent's standing to assert claims
against him. Respondent replied that MFMM's November
2002 agreement with Pastor Oyeyemi impressed a trust on the
assets of his church in favor of MFMM, and that respondent
was the assignee of MFMM's right to collect its property from
Pastor Oyeyemi. Following a hearing, the trial court rejected
Pastor Oyeyemi's objection to respondent's standing.

On February 17, 2009, respondent filed a second amended
complaint for conversion and interference with economic

relations.> The complaint alleged that beginning May 25,
2005, Pastor Oyeyemi converted respondent's property for
use in his new church, Blood of Jesus, and that in establishing
the new church, he had improperly diverted respondent's
members and their donations to the new church.

The complaint also contained a claim for

defamation and requested injunctive relief.

Respondent abandoned its defamation claim during
the trial on its second amended complaint.

2. Trial

The three-day jury trial on respondent's claims began on
April 20, 2009. Pastor Oyeyemi testified that the church
he established in Los Angeles in the early 2000's, although
independent of MFMM, was “loosely affiliated” with MFMM
in view of his personal relationship with Dr. Olukoya and
longstanding participation in MFMM. After starting the Los
Angeles church, he used some of MFMM's religious materials
and paid ten percent of the offerings he received from
churchgoers to the division of MFMM located in the United
States.

In April 2002, Pastor Oyeyemi filed a fictitious business
name statement that listed himself and Dr. Olukoya as doing
business as “Mountain of Fire and Miracles Ministries.”
Later, in November 28, 2002, Pastor Oyeyemi executed an
agreement with MFMM that provided: “I ... [ Jhereby affirm
my loyalty to the Mountain of Fire & Miracles Ministries
worldwide. [{] 1. I will not do anything that would jeopardize
the unity of the church, Mountain of Fire & Miracles
Ministries in Los Angeles, California. []] 2. I hold this church
in trust for and on behalf of Mountain of Fire & Miracles
Ministries and it is not a personal property. [] 3. I will not
take any action that would split the church, seize its assets or
change the name of the Church. []] 4. Any action taken in that
direction shall make it haste [sic ] to prosecutions.”

In connection with Mountain's incorporation in September
2003, filed articles
corporation's “specific purpose” as “organiz [ing] a Christian

Pastor Oyeyemi identifying the
fellowship and a church congregation[ | to develop mental
health programs for the public and to provide social services
to the poor and the needy.” The bylaws also provided that
“[t]he Senior Pastor of the Church shall operate under the
guidance of the General Overseer of [MFMM] and the
Board of Directors.” After Mountain's incorporation, Pastor
Oyeyemi reported frequently to Dr. Olukoya. When Mountain
purchased a building for use as a church, Pastor Oyeyemi
invited Dr. Olukoya to the dedication ceremony.

*3 In January 2005, Pastor Oyeyemi attended the first
MFMM Region 4 conference in Houston. At the conference,
he signed the following declaration: “I undertake to be
bound by the rules and regulations governing [MFMM]
and subsequent rules and regulations which may, thereafter,
from time to time, be made by the council of the church.”
MFMM's new organizational plan was announced during the
conference. According to Pastor Oyeyemi, when Mountain's
board of directors learned that Mountain and other California



Mountain of Fire and Miracles Ministries v. Oyeyemi, Not Reported in Cal.Rptr.3d (2012)

2012 WL 2373003

churches were to be supervised by a regional supervisor in
Houston, the board decided to complain to Dr. Olukoya.
Pastor Oyeyemi also believed that Mountain should not be

placed under Pastor Campbell's supervision. 3

In addition, Pastor Oyeyemi testified that he
was offered a supervisory position regarding the
California churches, but he refused the offer.

When Pastor Campbell introduced a new financial reporting
system, Pastor Oyeyemi—who had worked as an accountant
—concluded that the required forms were defective under
United States tax law. Although Dr. Olukoya urged Pastor
Oyeyemi to use the forms, Pastor Oyeyemi refused to do
so, but offered to draft adequate forms. Despite the dispute,
Pastor Oyeyemi attended the second Region 4 conference in
April 2005.

In May 2005, Pastor Campbell asked Pastor Oyeyemi
to provide copies of Mountain's financial records. After
Pastor Oyeyemi forwarded some financial documents, Pastor
Campbell informed him that the showing was inadequate. In
October 2005, at Pastor Campbell's request, Pastor Oyeyemi
substituted Dr. Olukoya for himself as Mountain's agent for
purposes of service of process.

On October 30, 2005, a group of pastors, including Pastors
Campbell and Ugeh, appeared at Mountain's church to discuss
Pastor Oyeyemi's financial showing with him. According
to Pastor Oyeyemi, all but one member of the group left
when churchgoers became angry at them; the remaining
member engaged in a prayer service with Pastor Oyeyemi. On
November 2, 2005, Pastor Oyeyemi received the notice from
Pastor Campbell, dated November 1, 2005, requiring him to
appear in Lagos, Nigeria, within 72 hours of the date of the
notice.

According to Pastor Oyeyemi, on November 5, 2005, he
and Mountain's board of directors decided to establish a new
church. The board devised a plan to pay off Mountain's
existing debts and transfer its assets—including the proceeds

from a sale of the church building—to the new church. *
On November 6, 2005, Pastor Oyeyemi responded to the
notice by a letter to Dr. Olukoya, which stated: “In reference
to [the notice], which instructed me with [an] ultimatum
... within 72 hours (November 3, 2005), or
consider myself terminated effective immediately as pastor

to be in Lagos

of Mountain of Fire and Miracles [,] Los Angeles chapter][,]
[] --- [] and arrange for the handover of all church properties

to a designated coordinator[,] [] ... [{] I hereby inform you
that the church's properties under my care are ready to be
handed over to the designated coordinator.” Pastor Oyeyemi
testified that the only MFMM property in his or Mountain's
possession were approximately 100 books that had been sent
from Houston.

The church building had been purchased shortly
before Mountain's board decided to establish a new
church. Although Pastor Oyeyemi acknowledged
that he held title to Mountain's church building
in his own name, he testified that he did so
because Mountain lacked the credit to obtain a
loan. According to Pastor Oyeyemi, Mountain's
board approved his holding title to the building,
Mountain's members provided the funds for the
building's purchase, and the proceeds from the sale
of the building were used to buy a new building for
Blood of Jesus.

*4 Pastor Oyeyemi denied that he misappropriated any
assets belonging to Mountain. According to Pastor Oyeyemi,
Mountain's board of directors transferred its assets to a
nonprofit corporation established for Blood of Jesus. On
March 26, 2007, a certificate of dissolution was filed for
Mountain.

Pastor Ugeh testified that Pastor Oyeyemi was her senior

pastor within California. 3 According to Pastor Ugeh, Pastor
Oyeyemi viewed Pastor Campbell as unfit to act as regional
overseer; in addition, he viewed Pastor Ugeh as incompetent
to act as a pastor because she was a woman. Pastor Oyeyemi
also refused to comply with Pastor Campbell's financial
reporting requirements.

Pastor Ugeh further testified that Pastor Oyeyemi
opened a bank account for her church using
Mountain's tax identification number, and that
donations from her churchgoers were deposited
in it. In view of Pastor Oyeyemi's conduct, she
believed that respondent was included within
Mountain until Mountain was dissolved as a
corporation in 2007.

On October 30, 2005, at Dr. Olukoya's request, Pastors
Ugeh and Campbell, along with three other ministers,
appeared at Mountain's church to resolve Pastor Oyeyemi's
noncompliance with the requirements. When the group of
pastors spoke with Pastor Oyeyemi and Mountain's board
of directors, angry churchgoers entered the meeting room
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and “chased” them off the church property. Later, at Dr.
Olukoya's request, Pastor Campbell asked Pastor Ugeh to
recover MFMM's assets from Pastor Oyeyemi's church. As all
but three of Mountain's churchgoers had become members of
Pastor Oyeyemi's new church, Pastor Ugeh also established a
new MFMM church in Los Angeles.

Pastor Campbell testified that his conflict with Pastor
Oyeyemi arose when Pastor Campbell found what he
regarded as serious deficiencies in Pastor Oyeyemi's financial
records. After the events in early November 2005, he
designated Pastor Ugeh to recover MFMM property because
she was the most senior pastor in California after Pastor
Oyeyemi.

Michael Rosen, an accounting expert, testified that he
had examined the records for two bank accounts used in
connection with Pastor Oyeyemi's church beginning in 2002.
He estimated that from 2002 through November 2005, there
had been withdrawals from the accounts totaling $546,610
for which there was no adequate documentation. He also
calculated that absent the disruptive events in November
2005, Mountain would have collected a total of $283,786 in
offerings from November 2005 to the end 0of 2007. As the new
MFMM church in Los Angeles had collected only $72,872
during that period, he estimated that its shortfall in collections

amounted to $210,913. 6

At our request, respondent has provided us with
copies of exhibits A and B, which summarized
Rosen's testimony and were admitted at trial. We
hereby augment the record to include the exhibits.
(Cal. Rules of Court, rules 8.122(a)(3), 8.155(a)(1)

(A).)

3. Judgment
The jury found that Pastor Oyeyemi had engaged in
conversion and negligent interference with prospective
economic relations, and awarded respondent $99,786.78 in

damages. 7 On May 20, 2009, judgment was entered in favor
of respondent and against Pastor Oyeyemi in accordance with
the jury's special verdicts. Later, the trial court denied Pastor
Oyeyemi's post-trial motions for a new trial and judgment
notwithstanding the verdict.

Although the parties refer to the latter tort
as “negligent interference with an economic
relationship,” the jury was instructed with former

CACI No. 2204, which defines the elements of a
tort called “negligent interference with prospective
economic relations” or “negligent interference
with prospective economic advantage.” (Venhaus
v. Shultz (2007) 155 Cal.App.4th 1072, 1077.)
For clarity, we use the name found in the CACI
instruction.

DISCUSSION

*5 Pastor Oyeyemi contends that respondent's claims
against him fail because respondent had no standing to assert
the claims and no property interest in Mountain's assets,
which respondent sought to recover at trial. In addition,
he contends that respondent never sufficiently specified the
funds he allegedly converted or the independently wrongful
conduct required for negligent interference with prospective
economic relations.

As explained below, we reject Pastor Oyeyemi's contention
that respondent lacked standing to assert claims against him.
We nonetheless agree that respondent's claims, as elaborated
at trial, were defective insofar as they were predicated
on Mountain's assets and income. Although the crux of
respondent's claims was that Pastor Oyeyemi, in establishing
Blood of Jesus, wrongfully converted Mountain's assets and
diverted Mountain's prospective income to Blood of Jesus,
respondent failed to show that MFMM had any property
interest in Mountain's assets and prospective income.

A. Standing

We begin by examining whether respondent established
its standing to assert claims for conversion and negligent
interference with prospective economic relations against
Pastor Oyeyemi. Generally, standing presents a “threshold
question of law” when the material facts are undisputed.
(People v. Superior Court (Plascencia ) (2002) 103
Cal.App.4th 409, 424.) Lack of standing is a jurisdictional
defect to an action that mandates dismissal (Cummings
v. Stanley (2009) 177 Cal.App.4th 493, 501), unless the
complaint can be amended to substitute the proper plaintiff
(Cloud v. Northrop Grumman Corp. (1998) 67 Cal.App.4th
995.1004-1011 (Cloud )). Because the defect is not forfeited
by a failure to object, it may be raised at any time in an action,
including on appeal. (Common Cause v. Board of Supervisors
(1989) 49 Cal.3d 432, 438-439.)
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The demand for standing is founded on Code of Civil
Procedure section 367, which requires that “[e]very action
must be prosecuted in the name of the real party in interest,
except as provided by statute.” Under this statute, “[a] real
party in interest is one who has ‘an actual and substantial
interest in the subject matter of the action and who would be
benefited or injured by the judgment in the action.” ” (Martin
v. Bridgeport Community Assn., Inc. (2009) 173 Cal.App.4th
1024,1031-1032, quoting Friendly Village Community Assn.,
Inc. v. Silva & Hill Constr. Co. (1973) 31 Cal.App.3d 220,
225.) For this reason, “a complaint by a party lacking standing
fails to state a cause of action by the particular named plaintiff,
inasmuch as the claim belongs to somebody else. [Citation.]
A more accurately stated rationale would be that there is a
defect in the parties, since the party named as plaintiff is not
the real party in interest.” (Cloud, supra, 67 Cal.App.4th at
p. 1004.)

In rejecting Pastor Oyeyemi's objections to respondent's
standing, the trial court accepted respondent's theory of
standing, which relied on two premises. The first premise is
that Pastor Oyeyemi held at least some of his church's assets
in trust for MFMM. Before the trial court and on appeal,
respondent has placed special emphasis on Pastor Oyeyemi's
November 2002 agreement, in which he stated, “T hold this
church in trust for and on behalf of [MFMM].” The second
premise is that Pastor Campbell designated respondent “under
the pastorship of Grace Ugeh” to recover MFMM's assets
from Pastor Oyeyemi. Before the trial court and on appeal,
respondent has maintained that Pastor Campbell's designation
assigned to respondent MFMM's right to recover its assets
from Pastor Oyeyemi.

*6 We conclude that respondent demonstrated its standing to
assert claims for conversion and interference with prospective
economic relations. Regarding the first premise, the parties
do not dispute that as early as April 2002, Pastor Oyeyemi
operated his church under a registered fictitious business
name or “d.b.a.,” and that in November 2002, while he used
the d.b.a., he entered into an agreement with MFMM to hold
the assets of his church in trust for MFMM. These facts
were sufficient to show that after November 2002, Pastor
Oyeyemi personally held the assets of his church in trust for
MMEFA, to the extent the assets fell within the scope of the

November 2002 agreement. 8 Furthermore, as the beneficiary
of the trust, MFMM was entitled to assert claims that Pastor
Oyeyemi had misappropriated or diverted the assets that he
held in trust for MEMM. (McElroy v. McElroy (1948) 32
Cal.2d 828, 831.)

courts have concluded that the
“d.b.a.”
individual indicates that the individual operates

Generally,

designation in connection with an
a business and is liable for its obligations. (See
Providence Washington Ins. Co. v. Valley Forge
Ins. Co. (1996) 42 Cal.App.4th 1194, 1200;
Pinkerton's, Inc. v. Superior Court (1996) 49
Cal.App.4th 1342, 1348-1349 and the cases cited
therein.)

Regarding the second premise, respondent established that
it had been assigned MFMM's claims for conversion and
interference with prospective economic relations. To begin,
we observe that claims of this type are assignable. Generally,
the assignment of a cause of action passes title to it from
one person to another. (McDermott, Will & Emery v. Superior
Court (2000) 83 Cal.App.4th 378, 382.) Claims arising out
of “an obligation, breach of contract, violation of a right
of property, or damage to personal or real property” are
ordinarily assignable, unlike claims arising “from a wrong
done to the person, the reputation, or the feelings of the
injured party, and from breaches of contracts of a purely
personal nature ( [such as] promises of marriage).” (Curtis
v. Kellogg & Andelson (1999) 73 Cal.App.4th 492, 504.)
Under these principles, a claim for conversion is assignable.
(Staley v. McClurken (1939) 35 Cal.App.2d 622, 625.)
We reach the same conclusion regarding a claim for
negligent interference with prospective economic relations,
as determinable interests in future earnings and profits are
subject to assignment (Bank of California v. Connolly (1973)
36 Cal.App.3d 350, 367-368; H.S. Mann Corp. v. Moody
(1956) 144 Cal.App.2d 310, 318; see Superior Gunite v.
Ralph Mitzel, Inc. (2004) 117 Cal.App.4th 301, 305-306,
316 [affirming damages awarded in connection with assigned
claims for negligence and negligent interference with an
economic relationship] ).

Furthermore, respondent established that MFMM had
assigned its claims to respondent. “[A]n assignment, to be
effective, must include manifestation to another person by the
owner of his intention to transfer the right, without further
action, to such other person or to a third person. [Citation.]
It is the substance and not the form of a transaction which
determines whether an assignment was intended. [Citations.]
I1],] from the entire transaction and the conduct of the parties
it clearly appears that the intent of the parties was to pass title
to the [cause of action], then an assignment will be held to
have taken place. [Citations.]” (McCown v. Spencer (1970) 8
Cal.App.3d 216, 225.) Here, Pastors Ugeh and Campbell each
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testified that MFMM had authorized Pastor Ugeh to recover
its assets from Pastor Oyeyemi.

Pastor Oyeyemi suggests that this testimony showed no
assignment of MFMM's claims to respondent. We disagree.
As noted above, the existence of an assignment must be
discerned on the basis of all the circumstances, including
the parties' conduct; moreover, the assignee of a cause
of action may assign it to another party (see Miller v.
Bank of America (1942) 52 Cal.App.2d 512, 515-516). As
both Pastors Campbell and Ugeh voiced no objection to
respondent's status as plaintiff during the trial, their conduct
unequivocally showed that respondent had been assigned
MFMM's claim through a direct assignment by MFMM or a
subsequent reassignment by Pastor Ugeh. In sum, respondent
had standing to assert its claims for conversion and negligent
interference with prospective economic relations.

B. No Property Interest in Mountain's Assets

*7 We turn to Pastor Oyeyemi's contention that respondent's
claims, as elaborated at trial, were defective as a matter
of law because respondent established no property interest
in Mountain's assets. We agree. Although respondent
had standing as MFMM's assignee to assert claims for
conversion and negligent interference with prospective
economic advantage against Pastor Oyeyemi (see pt. A.,
ante ), the primary damages respondent sought at trial were
related to Mountain's assets, which respondent maintained
Pastor Oyeyemi held in trust for MFMM. However, absent a
showing that MFMM had a property interest in Mountain's
assets, MFMM's assignment of its claims against Pastor
Oyeyemi to respondent did not authorize respondent's claims
regarding Mountain's assets. (See Judelson v. American
Metal Bearing Co. (1948) 89 Cal.App.2d 256, 261-266,
[assignment of claims against incorporator does not, by
itself, entitle assignee to assert claims against pertinent
corporation].) As explained below, respondent failed to show
that MFMM had any such interest in Mountain's assets.

1. Governing Principles
There is no dispute that Mountain was a nonprofit religious

corporation (Corp.Code, § 9111 et seq.).9 As such, it was
a charitable trust required to use its assets for the purpose
stated in its articles of incorporation. (In re Metropolitan
Baptist Church of Richmond, Inc. (1975) 48 Cal.App.3d 850,
856—857; 9 Witkin, Summary of Cal. Law (10th ed. 2005)
Corporations, §§ 252, 383, pp. 1016-1017, 1120-1121.)
As is typical for such corporations, the evidence at trial

established that its assets “consisted of gifts, or the proceeds
and increment of gifts.” (/n re Metropolitan Baptist Church
of Richmond, Inc., supra, 48 Cal.App.3d at p. 857.) Mountain
obtained funds from churchgoers, which were placed in
bank accounts and withdrawn for various reasons, including
the purchase of a church building. Mountain's articles
of incorporation specified its purpose as “organiz[ing] a
Christian fellowship and a church congregation[ | to develop
mental health programs for the public and to provide social
services to the poor and the needy.” In addition, Mountain's
bylaws identified its purpose as “organiz[ing] a Teaching and
a Praying Church and ... provid[ing] Social and Charitable
Services to the public.”

All further
Corporations Code.

statutory citations are to the

In asserting that Pastor Oyeyemi misappropriated or
wrongfully diverted assets belonging to MFMM after
Mountain's incorporation, respondent necessarily maintained
that Mountain held its assets for MFMM. In Episcopal
Church Cases (2009) 45 Cal.4th 467, 478—485, our Supreme
Court elaborated how California courts should resolve
“internal church disputes” of this type regarding the
ownership of church property. There, a local church that
operated as a religious corporation disaffiliated itself from the
national church, resulting in a property dispute regarding the
ownership of the local church's building. (/d. at pp. 474—476.)

As explained in Episcopal Church Cases, the United States
Supreme Court has held that state courts may resolve church
property disputes in accordance with state law, provided
the method of resolution does not contravene the First
Amendment to the United States Constitution. (Episcopal
Church Cases, supra, 45 Cal.4th at p. 478.) The United
States Supreme Court has approved two such methods. (/d.
at p. 480.) Under the first method, which is often called the
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principle of government’ ” approach, a court examines
whether the general church manifested a hierarchical
organization in which the local church subordinated itself to
higher church authorities on questions of faith, discipline,
or other matters; if so, the court, in resolving the property
dispute, places special emphasis on the decisions of the higher
church authorities. (/d. at p. 480.) In contrast, if the general
church does not display a hierarchical organization, the court
resolves the dispute in accordance with ordinary principles
applicable to voluntary associations. (/bid.) Under the second
method, which our Supreme Court called the “neutral
principles of law” approach, a court resolves the dispute by
examining the constitutions, articles of incorporation, and
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other governing rules of the local and general churches,
viewed in light of relevant state statutes, including suitably
“neutral” laws concerning religious property. (/d. at pp. 480—
485.)

*8 California courts have long applied the neutral principles

approach. (Episcopal Church Cases, supra, 45 Cal.4th 467.)
In Episcopal Church Cases, our Supreme Court dispelled
residual doubts regarding this matter, holding that to the
extent property disputes involve no point of religious
doctrine, California courts must apply neutral principles
of law. (/d. at p. 485.) Under this approach, “[t]he court
should consider sources such as the deeds to the property
in dispute, the local church's articles of incorporation, the
general church's constitution, canons, and rules, and relevant
statutes, including statutes specifically concerning religious
property, such as ... section 9142.” (Ibid.)

Regarding religious property, subdivision (c) of section 9142
provides: “No assets of a religious corporation are or shall be
deemed to be impressed with any trust, express or implied,
statutory or at common law unless one of the following
applies:

“(1) Unless, and only to the extent that, the assets were
received by the corporation with an express commitment by
resolution of its board of directors to so hold those assets in
trust.

“(2) Unless, and only to the extent that, the articles or bylaws
of the corporation, or the governing instruments of a superior
religious body or general church of which the corporation is
a member, so expressly provide.

“(3) Unless, and only to the extent that, the donor expressly
imposed a trust, in writing, at the time of the gift or donation.”

The neutral principles approach, insofar as it relies on
section 9142, overlaps in some measure with the principle of
government approach. (Episcopal Church Cases, supra, 45
Cal.4th at pp. 484, 492.) Thus, in Episcopal Church Cases, the
court concluded that under subdivision (c)(2) of section 9142,
a hierarchically organized general church can unilaterally
impress a trust upon the assets of a subordinated local
religious corporation when the general church's governing
instruments expressly provide for a trust. (Episcopal Church
Cases, supra, at pp. 491-492.) Nonetheless, under the neutral
principles approach, the mere existence of a hierarchical
organization is insufficient to create such a trust, absent

provisions regarding the disposition of local church property
in the governing documents of the general or local church.
(Iglesia Evangelica Latina, Inc. v. Southern Pacific Latin
American Dist. of the Assemblies of God (2009) 173
Cal.App.4th 420, 443.)

In resolving issues arising under the neutral principles
approach, we apply two standards of review. To the extent
our inquiry hinges on the interpretation of the articles
of incorporation, bylaws, and other governing documents
of MFMM and Mountain, we apply neutral principles of
law de novo. (Concord Christian Center v. Open Bible
Standard Churches (2005) 132 Cal.App.4th 1396, 1408—
1409.) However, to the extent the application of the
governing documents hinges on factual questions regarding
the underlying circumstances, we examine the record for
substantial evidence favorable to the judgment. (/bid.) Under
this standard, “we must consider all the evidence in the
light most favorable to the prevailing part[y], giving [it] the
benefit of every reasonable inference, and resolving conflicts
in support of the judgment.” (Ibid.)

2. Analysis
We conclude that respondent failed to show that a trust
had been impressed in MFMM's favor on Mountain's
assets. As explained above (see pt. B.1, ante ), Mountain's
assets were not subject to any trust—whether “express or
implied, statutory or at common law”—unless respondent
demonstrated that at least one of the provisions of section
9142, subdivision (c), had been satisfied. This respondent did

not do. '°

10 We note that Pastor Oyeyemi never expressly

directed the trial
neutral principles approach during the underlying

court's attention to the

proceedings. Nonetheless, we conclude that

he has not forfeited his contention, as he
challenged respondent's standing on the ground
that respondent had not shown that a trust had been
impressed on Mountain's assets under section 9142,

subdivision (c).

*9 At trial, respondent presented evidence that MFMM is
a hierarchical church. Pastor Campbell testified that MFMM
imposed requirements on its pastors regarding conduct and
salaries, and financial reporting requirements on its local
branches to ensure that MFMM was “seen ... by the public
to be accountable.” In addition, Pastor Ugeh testified that
Dr. Olukoya had ordered local churches that incorporated
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to provide in its articles and bylaws that pastors and their
relations could not be members of the board of directors.

There was also evidence that Mountain and Pastor Oyeyemi
had subordinated themselves to MFMM's authority in various
respects. Mountain's bylaws provided that “[t]he Senior
Pastor of the Church shall operate under the guidance of
the General Overseer of [MFMM] [1] ... [{] and the Board
of Directors.” In addition, Mountain paid ten percent of its
churchgoers' offerings to the division of MFMM located
in the United States. There was also evidence that Pastor
Oyeyemi had personally subordinated himself on certain
matters, as his November 2002 agreement required him to
remain loyal to MFMM and hold the assets of his church in
trust for MFMM, and his January 2005 agreement subjected
him to MFMM's directives.

Although this evidence shows that Mountain was a local
religious corporation within a hierarchical church, it fails to
establish the existence of a trust on Mountain's assets under
any of the three provisions of section 9142, subdivision (c).
The record discloses no resolution by Mountain's board of
directors expressly placing its assets in trust for MFMM, for
purposes of section 9142, subdivision (c)(1). Nor is there
evidence that Mountain's articles and bylaws or MFMM's
“governing documents” expressly provided for a trust on
Mountain's assets, for purposes of section 9142, subdivision
(c)(2). Finally, nothing in the record suggests that MFMM
was the “donor” of the assets it sought to recover or that it
imposed a trust on any such assets “at the time of the gift or
donation,” for purposes of section 9142, subdivision (c)(3).

Respondent contends that Pastor Oyeyemi's November 2002
agreement operated to impose a trust in MFMM's favor
on Mountain's assets. Pointing to Episcopal Church Cases,
respondent argues that the November 2002 agreement,
coupled with MFMM's hierarchical organization, was
sufficient to create a trust. We disagree. As explained in
Episcopal Church Cases, under section 9142, subdivision
(c)(2), a general church with a hierarchical organization
can unilaterally impress a trust only when its governing
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instruments “ ‘so provide.
45 Cal.4th at p. 492.)

(Episcopal Church Cases, supra,

The November 2002 agreement cannot be regarded as an
MFMM “governing instrument” that impressed a trust on
Mountain's assets, as it was executed nearly a year before
Mountain was created, and was signed by Pastor Oyeyemi as
an individual while he operated his church under a “d.b.a.”

Generally, a corporation is not bound by contracts executed
by its incorporator prior to the corporation's creation absent
ratification or adoption by the corporation itself. (Chapman v.
Sky L'Onda etc. Water Co. (1945) 69 Cal.App.2d 667, 675.)
As noted above, once incorporated, Mountain never ratified
or adopted Pastor Oyeyemi's personal trust obligations. For
this reason, the November 2002 agreement encompassed
only those assets held by Pastor Oyeyemi while he operated
his church under a “d.b.a.,” but not the assets that accrued
to Mountain after its creation. To hold otherwise would
be to disregard the neutral principles of law central to

the method for resolving property disputes mandated in

Episcopal Church Cases. 1

1 In a related contention, respondent maintains that

the November 2002 agreement between MFMM
and Pastor Oyeyemi rendered Mountain an agent
of MFMM. This contention also fails, as Mountain
never ratified or adopted the November 2002
agreement.

*10 Furthermore, MFMM had considerable opportunity
to impose a trust unilaterally on Mountain's assets before
the critical events in November 2005, but failed to do so.
Under the doctrine of estoppel, when a corporation takes
over its incorporator's business, a third party's claims against
the incorporator may attach to the corporation when the
third party was denied notice of the incorporation. (Judelson
v. American Metal Bearing Co., supra, 89 Cal.App.2d at
pp. 263-264.) However, no evidence at trial suggested
that Pastor Oyeyemi hid Mountain's incorporation from
MFMM or that MFMM was unaware of it. On the contrary,
the evidence showed that Pastor Oyeyemi communicated
frequently with Dr. Olukoya, that Pastors Campbell and
Ugeh knew that Mountain had been incorporated, that several
churches in Region 4 had been incorporated, and that MFMM
propounded some general requirements for incorporated
churches. Nonetheless, after Mountain's incorporation in
September 2003, MFMM took no action to ensure that

Mountain held its assets in trust for MFMM. 12

12 - . .
For similar reasons, we reject any contention

that the November 2002 agreement imposed a
trust on Mountain's assets under section 9142,
subdivision (¢)(3). Respondent never showed that
any assets held in trust by Pastor Oyeyemi
under the November 2002 agreement were given
or donated to Mountain. However, assuming
deciding—that this

—without occurred, the
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November 2002 agreement was executed over
a year before Mountain was incorporated, and
thus the agreement was not executed “at the time
of the gift or donation” (§ 9142, subd. (c)(3));
furthermore, MFMM never executed any other
written document expressly impressing a trust on
any such assets, despite ample opportunity to do so.

Respondent also contends that the provision in Mountain's
bylaws that “[t]he Senior Pastor of the Church shall operate
under the guidance of the General Overseer of [MFMM] [1] ...
[1] and the Board of Directors,” coupled with the other facts
regarding Mountain's subordination to MFMM, operated to
create a trust in MFMM's favor on Mountain's assets. We
find guidance on this contention from Protestant Episcopal
Church v. Barker (1981) 115 Cal.App.3d 599 (Protestant
Episcopal Church ), a leading case in the application of
the neutral principle approach to church property disputes.
There, four local religious corporations affiliated with a
national church fell into property disputes with the national
church when they severed their relationship with it. (/d.
at pp. 604—605.) The articles of incorporation for each
local corporation stated that it was a “constituent part” of
the national church or an organizational subunit (diocese)
of the national church, but only one corporation operated
under articles expressly providing that its assets would
be surrendered to the national church upon disaffiliation.
(Id. at pp. 606-611, 625.) The appellate court concluded
that only the latter held its assets in trust for the national
church, even though the other three corporations had declared
themselves to be “constituent parts” of the national church
or its subunits and had voluntarily submitted to the national
church's financial reporting requirements. (Id. at pp. 625—
626.) In view of Protestant Episcopal Church, we conclude
that Mountain's articles of incorporation did not impose an
express trust on Mountain's assets, as they merely obliged its
pastor to find guidance from Dr. Olukoya. In sum, respondent
established no ownership interest in Mountain's assets as
MFMM's assignee.

3. Prejudice
The remaining issues concern whether respondent's failure
to establish MFMM's interest in Mountain's assets was
prejudicial to Pastor Oyeyemi, and, if so, what remedy is
appropriate. As explained below, the effect of the failure was
to permit respondent to litigate its claims on the incorrect
theory that Mountain's corporate existence was irrelevant
to Pastor Oyeyemi's liability for conversion and negligent

interference with prospective economic relations. As a result,

the failure cannot be regarded as harmless. 13

13 Generally, an error or defect at trial “is usually

deemed harmless ... unless there is a ‘reasonabl[e]
probablility]’ that it affected the verdict.” (College
Hospital, Inc. v. Superior Court (1994) 8 Cal.4th
704, 715, quoting People v. Watson (1956) 46
Cal.2d 818, 836.) In this context, “a ‘probability’ ...
does not mean more likely than not, but merely
a reasonable chance, more than an abstract
possibility. [Citations.]” (College Hospital, Inc. v.
Superior Court, supra,at p. 715, italics omitted.)

*11 Here, the special verdict form asked the jury to make
specific findings with respect to the elements of each tort, with
the exception of damages. Regarding damages, the special
verdict form requested the jury to render only a consolidated
finding regarding the total amount of damages arising from
the torts. After determining that the elements of each tort had
been established, the jury found the total amount of damages
to be $99,786.78.

Respondent's interference claim is incapable of supporting
the award of damages: because the claim relied entirely
on Mountain's assets, the claim is fatally defective. To
establish this tort, respondent was obliged to show that
“an economic relationship existed between [MFMM] and
[Mountain] which contained a reasonably probable future
economic benefit or advantage to [MFMM],” and that
Pastor Oyeyemi had wrongfully disrupted the relationship.
(Venhaus v. Shultz, supra, 155 Cal.App.4th at p. 1077.) In
an effort to carry this burden, respondent maintained that the
creation of Blood of Jesus improperly diverted churchgoers'
contributions from Mountain to Blood of Jesus. Because
MFMM had no ownership interest in these contributions to
Mountain, respondent did not establish the requisite economic
relationship between MFMM and Mountain.

We also conclude that the award of damages cannot be
affirmed on the basis of respondent's conversion claim.

[T

Generally, conversion is any act of dominion wrongfully

exerted over another's personal property in denial of or

LRI T}

inconsistent with his rights therein.

Fulwider(1988) 199 Cal.App.3d 1324, 1329.) ' To establish
conversion, respondent maintained that Pastor Oyeyemi had

(Messerall v.

withdrawn funds in his church's bank accounts without
adequate documentation. Respondent relied on its accounting
expert, Michael Rosen, who testified that he had examined
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the records for two bank accounts used in connection with
Pastor Oyeyemi's church beginning in 2002. The first account
was opened in early 2002, and the second was opened in
January 2005. Some of the suspect withdrawals from the
first account may have occurred before Mountain came into
existence; however, Rosen was not asked to differentiate
between withdrawals occurring before and after Mountain's

incorporation. 15

14 . L .
The remedies for conversion include specific

recovery of the property, damages, and a quieting
of title. (5 Witkin, Summary of Cal. Law (10th ed.
2005) Torts, § 700, pp. 1024-1205.) Respondents'
claim sought damages and “other and further relief
as the [cJourt ... deem[ed] proper.”

15 Although respondent has

suggested that its
conversion claim against Pastor Oyeyemi involved
items of property other than the bank accounts,
the record establishes that the conversion claim
hinged on Rosen's testimony. During the closing
arguments at trial, respondent's counsel maintained
that Pastor Oyeyemi engaged in conversion
with respect to his church's building, which
was purchased shortly before the disruptive
events in October 2005. However, respondent's
counsel identified no specific damages from this
misconduct other than a $139,786 withdrawal in
October 2005 from the church's accounts to pay for
the building's purchase, which Rosen had included
among the suspect withdrawals from the accounts.
On appeal, respondent argues that its conversion
claim was also predicated on chairs, books, and
other tangible items that were transferred to Blood
of Jesus. This contention finds no support in
the record. Aside from the monetary damages
respondent asserted at trial, the only evidence
that Pastor Oyeyemi or Mountain held items of
property belonging to MFMM came from Pastor
Oyeyemi, who testified that he and Mountain
possessed approximately 100 books from MFMM
that he had offered to return. Although respondent's
counsel briefly referred to these books during
his closing argument, respondent never included
the restoration of these items or their monetary
value within the remedies it sought. Respondent
did not request the recovery of any specific
items of property, and the special verdict form
asked the jury solely to assess monetary damages

for conversion. During a conference on jury
instructions, respondent's counsel acknowledged
that no evidence had been admitted regarding the
fair market value of items of property, for purposes
of a conversion claim.

*12 The remaining issue concerns the appropriate remedy.
Because the conversion claim was tried on an incorrect
legal theory that impaired full development of the evidence
relevant to conversion, we remand the matter for a new
trial on respondent's conversion claim, limited to whether
Pastor Oyeyemi converted bank account funds entrusted to
him by MFMM under the November 2002 agreement prior
to Mountain's incorporation. (See 7oscano v. Greene Music
(2004) 124 Cal.App.4th 685, 695-697.)

C. Pastor Oyeyemi's Contention of Instructional Error
For the guidance of trial court upon remand, we address Pastor
Oyeyemi's remaining contention regarding respondent's
conversion claim. He maintains that during the underlying
trial, the court improperly rejected a special instruction that he
requested. As explained below, we see no error in the ruling.

Generally, “[a] party is entitled upon request to correct,
nonargumentative instructions on every theory of the
case advanced by him which is supported by substantial
evidence.” (Soule v. General Motors Corp. (1994) 8 Cal.4th
548, 572.) However, “[i]n order to complain of failure to
instruct on a particular issue the aggrieved party must request
the specific proper instructions. [Citations.] ... [T]he court
has no duty to modify erroneous instructions submitted to
it, and there is no error if it simply rejects such instructions.
[Citation.] ... [Y]] Furthermore, the duty of the court is fully
discharged if the instructions given by the court embrace all
the points of the law arising in the case. [Citations.]” (Hyatt
v. Sierra Boat Co. (1978) 79 Cal.App.3d 325, 335.)

Pastor Oyeyemi contends that although the jury was
instructed with a modified version of CACI No. 2100,
which sets forth the general elements of conversion, an
additional instruction was needed to guide the jury regarding
respondent's conversion claim, which focused on the funds
in the two bank accounts. Generally, “[a] cause of action
for conversion of money can be stated only where a
defendant interferes with plaintiff's possessory interest in
a specific, identifiable sum, such as when a trustee or
agent misappropriates the money entrusted to him.” (Kim
v. Westmoore Partners, Inc. (2011) 201 Cal.App.4th 267,
284, italics omitted.) Nonetheless, although “a specific sum
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capable of identification” must be involved, “it is not
necessary that each coin or bill be earmarked.” (Haigler
v. Donnelly (1941) 18 Cal.2d 674, 681.) Thus, in Fischer
v. Machado (1996) 50 Cal.App.4th 1069, 1072-1074,
the appellate court affirmed the plaintiffs' judgment for
conversion against the plaintiff's agents, reasoning that the
plaintiffs had sufficiently identified the amount of money due
them, even though the agents had commingled the funds they
received on the plaintiffs' behalf with other money in a bank
account.

Here, Pastor Oyeyemi's proposed instruction stated: “Where
the relationship of debtor and creditor only exists[,]
conversion of the funds representing the indebtedness is not
actionable against the debtor unless the debtor is required
to return to the owner the identical money. In other words,
dollars which are deposited in a general bank account with
other dollars are not the subject of an action for conversion.”
This instruction was derived from Watson v. Stockton Morris
Plan Co. (1939) 34 Cal.App.2d 393, 403, in which the
appellate court explained that a creditor cannot assert a
conversion claim based on an amount of money against
a debtor unless the debtor holds the funds in a fiduciary
capacity.

*13 Under the principles regarding instructions described
above, the trial court properly rejected the proposed
instruction, as the record was devoid of evidence that Pastor
Oyeyemi's relationship with MFMM was merely that of a
debtor to a creditor. On the contrary, the undisputed evidence

at trial established that he became a trustee for MFMM under
the November 2002 agreement. Nor did the CACI instruction,
viewed in context, fail to “embrace all the points of the
law arising in the case” (Hyatt v. Sierra Boat Co., supra,
79 Cal.App.3d at p. 335), as respondent apprised the jury
that it sought specific sums in bank accounts that Pastor
Oyeyemi purportedly held for MFMM under the November
2002 agreement. In sum, there was no instructional error.

DISPOSITION

The judgment is reversed, and the matter is remanded to the
trial court for a new trial on respondent's claim for conversion
in accordance with this opinion, limited to whether Pastor
Oyeyemi converted bank account funds entrusted to him
by MFMM under the November 2002 agreement prior to
Mountain's incorporation. Pastor Oyeyemi is awarded his
costs on appeal.

We concur:
EPSTEIN, P.J.
SUZUKAWA, J.
All Citations

Not Reported in Cal.Rptr.3d, 2012 WL 2373003
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Synopsis

The United States District Court for the Western District of
Virginia, James C. Turk, Chief Judge, affirmed bankruptcy
judge's order that trustee in bankruptcy was entitled to cash
surrender value of policy on life of president and sole
stockholder of bankrupt, and appeal was taken. The Court
of Appeals, K. K. Hall, Circuit Judge, held that lenders'
security interest in policy, which was intended to serve merely
as secondary security to be drawn upon only in event of
deficiency after applying proceeds from real estate, was
discharged when real estate was sold at foreclosure at price
in excess of first lien debt, that policy, although validly
assigned to lenders, was nevertheless asset of bankrupt, and
that trustee, who was not aware of insurance fund or its
amount at time of abandonment, did not intend to abandon
anything other than bankrupt's equity in land and building.

Affirmed.

West Headnotes (3)

[1] Insurance @= Rights of Creditors

Where policy on life of bankrupt's president
and sole stockholder was intended to serve
merely as secondary security for construction
loan and was to be drawn upon only in event
of deficiency after applying proceeds from real
estate, and lenders elected not to foreclose
under deed of trust but instead allowed holder

2]

31

CA-54

of subordinated deed of trust to foreclose and
assume first lien indebtedness, there was no
deficiency and consequently no right in lenders
to policy proceeds in view of discharge of their
security interest as result of sale of real estate at
foreclosure at price in excess of their lien debt.

3 Cases that cite this headnote

Bankruptcy ¢= Insurance Policies and
Liabilities Thereon

While insurance policy on life of president
and sole stockholder of bankrupt was validly
assigned to lenders as security for construction
loan to bankrupt, policy was nevertheless
an asset of bankrupt and, following filing
of involuntary petition and adjudication of
bankruptcy, title to such asset vested in trustee
of bankrupt subject to interest of lenders.
Bankr.Act, § 70, 11 U.S.C.A. § 110.

3 Cases that cite this headnote

Bankruptcy = Concealed or Undiscovered
Assets

Trustee, who was not aware at time of
abandonment of value and amount of policy on
life of bankrupt's president and sole stockholder
that had been assigned to lenders as additional
security for construction loan, did not surrender
his title to policy, which constituted separate
asset of bankrupt estate, as part of his
abandonment of bankrupt's real estate and thus,
since lenders' security interest was discharged
when real estate was sold at foreclosure to realty
company for price in excess of their lien debt and
since realty company's subordinate deed of trust,
which was foreclosed, was not secured by policy,
neither lenders nor realty company had present
interest in policy proceeds.

5 Cases that cite this headnote
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Attorneys and Law Firms

*813 John K. Taggart, III, Charlottesville, Va. (Lloyd T.
Smith, Jr., Tremblay & Smith, Charlottesville, Va., on brief),
for appellants.

T. Munford Boyd, Charlottesville, Va. (Paxson, Smith, Boyd,
Gilliam & Gouldman, Charlottesville, Va., on brief), for
appellee.

Before BRYAN, Senior Circuit Judge, and WIDENER and
HALL, Circuit Judges.

Opinion
K. K. HALL, Circuit Judge:

This is an appeal by Jackson Park Realty Company,
Inc. (hereinafter Jackson Park), Fidelity Bankers Life
Insurance Company (hereinafter Fidelity) and Philadelphia
Life Insurance Company (hereinafter Philadelphia) from an
adverse ruling in a bankruptcy case. The district judge
affirmed an order entered by the bankruptcy judge in the
bankruptcy of O'Neill Enterprises, Inc. The case involves
conflicting claims to the cash surrender value of a life
insurance policy on the life of Mr. Frank A. O'Neill. It
was held below that the trustee in bankruptcy for O'Neill
Enterprises, Inc., was entitled to the fund. This appeal was
filed pursuant to the Bankruptcy Act. Title 11 U.S.C. s 47
specifically gives jurisdiction to this court.

For purposes of securing financing for an office building
it planned to construct at 2007 Earhart Street in the City
of Charlottesville, Virginia, O'Neill Enterprises entered into
a loan agreement in January 1967 with Philadelphia and
Fidelity whereby the two insurance companies agreed to
make a $750,000 loan to O'Neill Enterprises. Pursuant to
that loan, two notes of $375,000 each were executed by
O'Neill Enterprises on June 15, 1967. Security for these
notes included a first deed of trust on the property at 2007
Earhart Street. As additional collateral security for the loan,
the bankrupt O'Neill Enterprises was required to furnish an
assignment of rents effective upon any default and six life
insurance policies with a total face value of $1,000,000. The
policy which is subject of this appeal is a $250,000 policy on
the life of Frank A. O'Neill, the president and sole stockholder

of O'Neill Enterprises.]
value of $25,715.70.
1

This policy has a cash surrender

The other five insurance policies insured the
lives of Mr. O'Neill's wife and children. The

bankruptcy judge denied Jackson Park's claim to
these policies on grounds that they had been issued
to a party not having an insurable interest in
the lives of the insured for the mere purpose of
assignment which was in violation of Virginia
law. Cash surrender value of these five policies is
approximately $3,000; however, their appeal was
abandoned during appeal to the district court.
In January of 1968, O'Neill Enterprises executed a
subordinate deed of trust on the same property to secure a
$100,000 loan by Jackson Park. The insurance policies which
served the first lien debt were not involved in any way as
security for this loan.

O'Neill Enterprises was adjudicated bankrupt on January
5, 1972, following a filing of an involuntary petition in
bankruptcy. A receiver, and subsequently a trustee, took over
the estate of the bankrupt. In the schedules filed by the trustee
in behalf of the bankrupt, the six insurance policies were
listed in Schedule B-3, Choses in Action, with the notation
that the policies were believed to have no cash value. % This
information was garnered from Mr. O'Neill. After institution
of the bankruptcy
companies surrendered the six life insurance policies for

*814 proceeding the two insurance

their cash value. The policies had lapsed for nonpayment of
premiums, but while their worth was unbeknown to the trustee
or bankrupt, they were surrendered for their cash value of

$28,789.66. 3 The trustee was not informed of this figure until
October 4, 1972.

2 Title 11 U.S.C. s 25(a)(8) requires the bankrupt
to file such a schedule of property and its money
value.

3

Of this amount, $25,715.70 was the cash surrender
value of the only policy in question in this appeal,
i. e. the policy on the life of Mr. O'Neill.

The trustee continued to hold and operate the Earhart Street
building until June 9, 1972, when the property was ordered
abandoned by the bankruptcy judge. An attempted sale failed
to produce a bid which appeared sufficient to produce any
equity for the estate and general creditors. Thus abandonment
seemed proper. The order of abandonment referred only to
the real estate at 2007 Earhart Street; it did not refer to the
additional security (insurance policies). The trustee was not
then aware of the intention to abandon anything but the real
estate. Had the trustee known of the $28,789.66 credit to the
first lien indebtedness, all indications are that there would not
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have been an abandonment and a bid for the property would

have been accepted. 4

4 By letter of July 13, 1972, sent to O'Neill

Enterprises, it was disclosed that the insurance
policies were worth something and Philadelphia
and Fidelity intended to surrender the policies for
their cash value and hold the proceeds as security
for the debt. The trustee sent a reply letter within a
week, indicating that the bankrupt had no interest
in “maintaining” the insurance policies, and the
trustee inquired as to the “amount of the cash
value of each such policy which has been paid on
the indebtedness for which the policies constituted
security.”

By letter dated October 4, 1972, four months after
abandonment of the Earhart property, Philadelphia
responded to the trustee's inquiry and disclosed the
cash surrender value of the six policies.

Following abandonment, Philadelphia and Fidelity entered
into an agreement with Jackson Park whereby Jackson Park
would be allowed to foreclose under its second deed of trust,
and if it were the successful bidder at the foreclosure sale, it
would purchase the property subject to assumption of the first
lien debt and certain other incidental expenses. In exchange
for Jackson Park's promise to bring the first lien debt current
and to assume the debt, Philadelphia and Fidelity agreed to
transfer to Jackson Park, along with their interest in the rentals
collected during the bankruptcy administration, their rights in
the six insurance policies once they were satisfied that the first
lien debt was otherwise adequately secured. Therefore, the
two insurance companies, Philadelphia and Fidelity, refused
to devote the insurance proceeds to reduction of the debt,
but instead continued to hold the fund as further security for
Jackson Park's performance of its obligation to them.

These negotiations and the final arrangement between the
insurance companies and Jackson Park were carried out
entirely without the knowledge or notice to the trustee or the
bankruptcy court.

At a foreclosure sale on July 10, 1972, Jackson Park
purchased the property, subject to the first deed of trust for

$84,000. > Thereafter, on June 4, 1973, the trustee filed a
petition in the bankruptcy court to recover the cash value of
the insurance policies which were still held by Philadelphia
and Fidelity. Following a hearing, the bankruptcy judge
entered a decision in favor of the trustee, which was affirmed
by the district court. We are in agreement.

> This was the approximate amount of indebtedness

then due Jackson Park from the secondary loan to
O'Neill Enterprises.

[1] The life insurance policies securing the first lien debt
were initially intended by O'Neill Enterprises and the first
lien noteholders to serve merely as secondary security “to
be drawn upon only in the event of a deficiency after
applying proceeds from the real estate.” Philadelphia and
Fidelity elected not to foreclose under their deed of trust,
but instead allowed Jackson Park to foreclose under the
second deed of trust and assume the first lien indebtedness.
There was no deficiency and consequently no right in
*815 against the
insurance policies. Their security interest in the insurance

Philadelphia or Fidelity to proceed

policies was discharged when the real estate was sold, by
virtue of their agreement, at foreclosure for a price in excess
of the first lien debt.

21 3]
O'Neill was validly assigned to Philadelphia and Fidelity,

While the insurance policy on the life of Mr.

it was nevertheless an asset of the bankrupt. By operation
of law under s 70 of the Bankruptcy Act, title to this asset
vested in the trustee of the bankrupt, subject to the interest
of Philadelphia and Fidelity. The trustee was not a party
to the agreement between the two insurance companies and
Jackson Park regarding this insurance fund, nor did the
trustee acquiesce in that agreement. Although he abandoned
the real estate, there was no abandonment of the insurance
fund, which remains an asset of the bankrupt estate. The
agreement between Philadelphia and Fidelity and Jackson
Park regarding the insurance fund cannot be given effect.
Jackson Park, by its agreement aforementioned, assumed
the position of the bankrupt with regard to the primary
indebtedness on the property by virtue of the property having
been abandoned by the trustee. However, there can be no
claim by Jackson Park to the insurance fund as additional
security because it remains a separate asset of the bankrupt
estate.

Appellants' primary contention in this appeal is that when
the trustee abandoned the real property, the insurance fund as
additional security was abandoned also, leaving it to be freely
assigned by Philadelphia and Fidelity. We find this claim to
be totally without merit.

In petitions for abandonment of the real estate filed by the
insurance companies, they made no mention of the insurance.
Nor did the abandonment order of the bankruptcy court
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contain any provision relating to the policies of any other
collateral security. When the real property was ultimately sold
on foreclosure of Jackson Park's second lien deed of trust, its
bid was exclusively for real estate, and only real estate was
sold.

It is clear that the trustee did not intend to abandon anything
other than the equity in the land and building at 2007 Earhart
Street when he moved to abandon the property. He was
not aware of the insurance fund or its amount at that time.
Although the trustee had inquired of the policies' worth, it
was four months after abandonment that the cash surrender

value was disclosed. © Without possessing full knowledge of
all the facts regarding the value and amount of the insurance
proceeds and without ever intending to abandon that property,
the trustee may not properly be deemed to have surrendered
his title to the insurance as a part of his abandonment of the

real estate. In re Humeston, 83 F.2d 187 (2nd Cir. 1936). 7
6 See n. 3, supra.

In the Humeston case, a mortgagee had
appealed a bankruptcy referee's order forbidding
abandonment of real estate. The mortgagee
asserted that if the property had been abandoned,
the abandonment would have carried with it the
rents which the trustee had collected from the
property. In affirming the action of the referee, and
denying the mortgagee's contention, Judge Learned
Hand said,

“In the first place the trustee never meant to

abandon the rents and as abandonment is always a

matter of intent, he should not have been forced to
abandon them in invitum when he was mistaken in
the consequences of his act. Moreover, even if the
trustee did abandon the equity, he did not include
the rents; the two were not inseparably linked.”

In furtherance of the lack of abandonment, this court
enunciated in Textile Banking Company v. Widener, 265 F.2d
446 (4th Cir. 1959), that a decision of abandonment by the
trustee in bankruptcy “is to be made in the exercise of a sound
judgment under the approval of the Court.” The bankruptcy
judge in the instant case neither approved of abandonment
of the insurance fund, nor did he have any knowledge of its

existence. 8

8 Rule 608 of the Rules of Bankruptcy Procedure

requires that, generally, abandonment of property
by the trustee of the bankrupt must be with approval
of the bankruptcy court, preferably by express
order.

*816 Therefore, we agree that neither of the insurance
companies nor Jackson Park have any present claim to this
insurance fund. The fund no longer exists for the purpose of
additional security for the first lien indebtedness.

The decision of the district court is accordingly affirmed.
AFFIRMED.
All Citations

547 F.2d 812
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inaccurate

adjective

https://www.merriam-webster.com/dictionary/inaccurate 1
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in-ac-cu-rate |\ ()i-'na-kya-rat @ , -k(a-)rat\
Definition of inaccurate

: not accurate : faulty inaccurate information

Other Words from inaccurate Synonyms & Antonyms More Example Sentences

inaccurate

Keep scrolling for more

Other Words from inaccurate

inaccurately \ (,)i- ‘na-kya-rat-1& @ , -k(a-)rat- , -kyart- \ adverb
Synonyms & Antonyms for inaccurate

Synonyms

e erroneous,
* false,

e incorrect,
* inexact,

* invalid,

. O_ff,

¢ unsound,
¢ untrue,

e untruthful,
* wrong

Antonyms

e accurate,
¢ correct,
e errorless,

veracious

Visit the Thesaurus for More @

Examples of inaccurate in a Sentence

Learn More about

he claimed that the TV ratings were inaccurate because they didn't take into account all those viewers in health clubs

the estimate is inaccurate, but will do for our purposes

Recent Examples on the Web The handful of point-of-care devices now on the market are frequently inaccurate.—

BostonGlobe.com. "Confirmed coronavirus cases in US hit 3 million and climbing.” 9 July 2020 Regardless of the
future trajectory of the COVID-19 pandemic, the post’s primary claim is historically inaccurate.— Matthew Brown.

https://www.merriam-webster.com/dictionary/inaccurate
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SINCE 1828

untrue

Definition of untrue

https://www.merriam-webster.com/dictionary/untrue 1
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1 : not faithful : disloval
2 : not according with a standard of correctness : not level or exact
3 : not according with the facts : false

Other Words from untrue Synonyms & Antonyms Example Sentences Learn More about untrue

Keep scrolling for more
Other Words from untrue
untruly \ an-'trii-1e @ \ adverb

Synonyms & Antonyms for untrue

Synonyms

* erroneous,
¢ inaccurate,
¢ incorrect,
¢ inexact,

e invalid,

. O_ff,

e unsound,
¢ untruthful,
* Wrong

Antonyms

¢ accurate,
e correct,
¢ errorless,
* exact,

e factual,

* precise,
* proper,

¢ right,

¢ sound,

. mi*

* valid,

e veracious

Visit the Thesaurus for More @

Examples of untrue in a Sentence

He made untrue statements to the press. Her lover had been unfrue.

Recent Examples on the Web The most glaring difference between the two posts is that Phariss does not disclose that
the legend is untrue.— Devon Link. US4 TODAY. "Fact check: No. Freddy Krueger was not a real 19th century
serial killer." 12 July 2020 Defense Minister Ismail Sabri Yaakob has demanded that Al Jazeera apologize to
Malaysians for untrue claims of discrimination and mistreatment of migrants.— Washingfon Post. "Malaysian police
grill Al Jazeera over report on immigrants.” 10 July 2020 Now a source tells People that Markle was frustrated by her
inability to deny the unfrue stories being written about her.— Abby Gardner. Glamour. "Meghan Markle Was
Reportedly ‘Actively Prevented’ From Responding to Rumms " 8 July ’070 One that’ s very likely untrue and two,
ignorance is not an excuse.— Paul Daugherty. : eas
about entertainment." 29 June 2020 Trump allies claimed protesters outside the event were preventing more

https://www.merriam-webster.com/dictionary/untrue 2
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supporters from coming inside, but reporters at the scene said that was untrue.— Caitlin Yilek, Washington
Examiner, "'Biggest mistake you can make in politics: Corey L ewandowski takes shot at Trump campaign over
Tulsa turnout,” 22 June 2020 This legal argument would be impossible to make if the Administration was claiming
that Bolton’s allegations are simply untrue.— Susan B. Glasser, The New Yorker, "John Bolton’s Epic Score-
Settling," 18 June 2020 We are supposed to feel bad for conservatives who complain that white people can’t even get
a job anymore because of affirmative action—clearly untrue—or that political correctness is stifling their freedom of
thought and expression.— Libby Watson, The New Republic, "The Police Can’t Shake Their Persecution Complex,"
17 June 2020 The claim, which experts say is also often politically motivated, is untrue.— Matthew Brown, USA
TODAY, "Fact check: The Irish were indentured servants, not slaves," 17 Mar. 2015

These example sentences are selected automatically from various online news sources to reflect current usage of the
word 'untrue.' Views expressed in the examples do not represent the opinion of Merriam-Webster or its editors. Send
us feedback.

https://www.merriam-webster.com/dictionary/untrue 3
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subjugate

verb
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Definition of subjugate
transitive verb

1 : to bring under control and governance as a subject : conquer
2 : to make submissive : subdue

Other Words from subjugate Synonyms Did You Know? Example Sentences Learn More about
subjugate

Keep scrolling for more

Other Words from subjugate

subjugation \ sab-ji-'ga-shan @ \ noun
subjugator \ "sab-ji- ga-ter @ \'noun

Synonyms for subjugate

Synonyms

* conquer,
¢ dominate,

* OVerpower,
* pacify,

* subdue,

* subject,

* subordinate,

* vanquish

Visit the Thesaurus for More

Did You Know?

Since jugus means "yoke" in Latin, subjugate means literally "bring under the yoke". Farmers control oxen by means
of a heavy wooden yoke over their shoulders. In ancient Rome, conquered soldiers, stripped of their uniforms, might
actually be forced to pass under an ox yoke as a sign of submission to the Roman victors. Even without an actual
yoke, what happens to a population that has come under the control of another can be every bit as humiliating. In
dozens of countries throughout the world, ethnic minorities are denied basic rights and view themselves as
subjugated by their country's government, army. and police.

Examples of subjugate in a Sentence

The emperor's armies subjugated the surrounding lands. a people subjugated by invaders

Recent Examples on the Web It’s time to stop local tyrants from massive government reach and subjugating us.—
Lauren Mcgaughy. Dallas News. "The politics of protest: Organizers of anti-shutdown rallies in North Texas say
efforts are homegrown." 24 Apr. 2020 But only one group of people is essentially subjugated by this kind of
gratuitous violence.— Frank B. Wilderson lii. Harper's Magazine. "Color Theory." 30 Mar. 2020 Harriot saw that
they could not be effortlessly subjugated.— Stephen Greenblatt. The New Yorker. "Invisible Bullets: What Lucretius
Taught Us About Pandemics." 16 Mar. 2020 Though Franz remains far from the frontlines, conscientious objection is
its own sort of battle, one between the human spirit and outside forces that seek to subjugate it— Barbara
Vandenburgh. azcentral. "*A Hidden Life’ a sublime moral meditation from Terrence Malick." 19 Dec. 2019 Had the
unprecedented news media coverage of the events that transpired so influenced and subjugated the minds of
prospective jurors that a fair trial could not have been accorded Nixon for a year, for two years—three years?— Matt

https://www.merriam-webster.com/dictionary/subjugation 2
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Ford, The New Republic, "Ex-President Trump on Trial," 18 June 2019 The United States has split into two tribes,
and one of them must always feel itself to be subjugated and humiliated while the other’s chief occupies the highest
office in the land.— Kevin D. Williamson, National Review, "A Host of Squalid Oligarchs,” 3 Oct. 2019 With the
farming left to the second class or the subjugated, full citizens were free to participate in a unique military culture
that made Sparta the most formidable polis in Hellas.— Steele Brand, Time, "What Ancient Rome and Greece Can
Teach Us About the Modern American Military," 20 Sep. 2019 The West resolved to become a model liberal
democracy, atoning for Nazi crimes and subjugating national interests to those of a post-nationalist Europe.— Katrin
Bennhold, New York Times, "Germany Has Been Unified for 30 Years. Its Identity Still Is Not.," 9 Nov. 2019

These example sentences are selected automatically from various online news sources to reflect current usage of the
word 'subjugate.’ Views expressed in the examples do not represent the opinion of Merriam-Webster or its editors.
Send us feedback.

https://www.merriam-webster.com/dictionary/subjugation
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187 L.R.R.M. (BNA) 2028, 47 Employee Benefits Cas. 2258, 74 A.L.R.6th 697

656 F.Supp.2d 837
United States District Court,
N.D. Illinois,
Eastern Division.

The BOEING COMPANY and the Boeing Company
Retiree Health and Welfare Plan, Plaintiffs,
v.

Lori M. MARCH, William G. Takacs, and the
International Union, United Automobile,
Aerospace and Agricultural Implement
Workers of America, UAW, Defendants.
John R. Mayfield, Robert Mecleary, and
Thomas J. Sheridan, on behalf of themselves
and a similarly situated class, Plaintiffs,

v.

The Boeing Company and the Boeing Company
Retiree Health and Welfare Plan, Defendants.
The Boeing Company and the
Boeing Company Retiree Health and
Welfare Plan, Counter—Claimants,

v.

John R. Mayfield, Robert Mecleary, and Thomas
J. Sheridan, on behalf of themselves and a
similarly situated class, Counter—Defendants.

Nos. 06 CV 4997 (lead), o7
CV 3555 (closed member).

|
Sept. 9, 2009.

Synopsis

Background: Participants in retiree health plan filed class
action complaint against employer seeking, under the Labor
Management Relations Act (LMRA) and the Employee
Retirement Income Security Act (ERISA), a declaratory
judgment that employer was obligated to provide health
benefits to the class for the lives of the retirees and their
surviving spouses, preliminary and permanent injunctive
relief requiring employer to maintain the level of benefits
established in applicable collective bargaining agreements
(CBAs), and damages for any losses incurred as a result
of benefit changes. Employer filed complaint against
participants and union seeking a declaration that CBAs
negotiated by employer and union did not vest lifetime health
benefits for the class and that it had the right to modify, amend,

or terminate class members' health benefits. Actions were
consolidated, and the parties moved for summary judgment.

Holdings: The District Court, David H. Coar, J., held that:

Court had federal-question jurisdiction over employer's
ERISA claims against participants;

employer lacked standing to bring ERISA claims against
union;

Court had subject-matter jurisdiction over employer's LMRA
claims against union as an entity;

employer lacked standing to bring claims for declaratory
relief under LMRA against union as a representative of or in
behalf of class of participants;

current CBA did not prohibit employer from making
unilateral changes to benefits for participants that simply
brought their benefits in line with those of active employees;
and

CBAs and plan documents did not provide for vesting of
retiree health benefits.

Ordered accordingly.

Procedural Posture(s): Motion for Summary Judgment.
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Boeing Co. v. March, 656 F.Supp.2d 837 (2009)

187 L.R.R.M. (BNA) 2028, 47 Employee Benefits Cas. 2258, 74 A.L.R.6th 697

DAVID H. COAR, District Judge.

These two cases, which involve claims under the Employee
Retirement Income Security Act of 1974 and the Labor—
Management Relations Act, were consolidated for all
purposes. In both matters, the Boeing Company seeks a
declaration that a series of collective bargaining agreements
negotiated by Boeing with the UAW and Local 1069
(collectively, “the Union”) did not vest lifetime health
benefits for the following class:

All former employees of Boeing who
retired from Boeing Rotorcraft before
March 18, 2006; who, as employees,
were represented by the Union in
collective bargaining; and who are
participants in the Retiree Health Plan
(i.e., those currently participating in
The Boeing Company Retiree Health
and Welfare Benefit Plan (Plan 502)
and receiving pension benefits under
the Local 1069 Non—Contributory
Retirement Plan (Plan 005)); and
their spouses, same-gender domestic
partners, and eligible dependents,
and surviving spouses and eligible
dependents, who are participants
*841 in the Retiree Health Plan, as
described above.

Boeing also seeks a declaration that it has the right to modify,
amend, or terminate class members' health benefits. On
September 30, 2008, 2008 WL 4450309, this court certified
the class for all pending claims in the consolidated litigation.

Represented by lead plaintiffs John R. Mayfield, Robert
Mecleary, and Thomas J. Sheridan, the class argues that
Boeing does not have a unilateral right to modify class
members' health benefits under the current collective
bargaining agreement (CBA). Specifically, they protest the
changes Boeing made to those benefits in September 2006
and July 2009. The UAW, for its part, also considers these
changes to be a breach of the CBA and a violation of Boeing's
obligation to provide lifetime benefits to retirees. It contends,
however, that the court lacks subject-matter jurisdiction over
Boeing's claims against the Union.

The UAW, the class, and Boeing each have filed motions for
summary judgment. This opinion resolves the three motions.

I. JURISDICTION

Before delving into the substantive dispute, the court
considers its jurisdiction over each claim in the consolidated
litigation. The court begins this analysis by briefly identifying
the parties and recounting the litigation's history.

A. Background

On one side of the dispute is the Boeing Company (“Boeing”)
and the Boeing Company Retiree Health and Welfare Plan
(“Retiree Health Plan”). Boeing is a Delaware corporation
with its corporate headquarters and principal place of business
in Chicago, Illinois. One of its divisions, Boeing Rotorcraft
(which went by other names in the past) has manufacturing
facilities in Ridley Township, Pennsylvania (“the Ridley
plant”), and at the Wilmington Airport in New Castle County,
Delaware (“the Wilmington Airport facility”). At all relevant
times, Boeing has been an “employer” within the meaning of
Section 3(5) of ERISA, 29 U.S.C. § 1002(5), and the “plan
sponsor” of the Retiree Health Plan within the meaning of
Section 3(16)(B) of ERISA, 29 U.S.C. § 1002(16)(B). The
Retiree Health Plan, meanwhile, is an “employee welfare
benefit plan” within the meaning of ERISA § 3(1), 29
U.S.C. § 1002(1), and it is administered primarily in Chicago,
Illinois.

On the other side are the named plaintiffs in the Mayfield
complaint, John Mayfield, Robert Mecleary, and Thomas
Sheridan (“Mayfield plaintiffs”); the named defendants in
the March complaint, Lori March and William Takacs
(“March defendants™); and the International Union, United
Automobile, Aerospace & Agricultural Implement Workers
(“UAW?”) and UAW Local 1069 (collectively, the “Union”).
The Mayfield plaintiffs all retired from Boeing Rotorcraft
before March 6, 2006, and the court has ruled that they
adequately represent the class certified for this consolidated
litigation. The March defendants were served on September
23 and September 21, 2006, respectively; they have not
participated further in the litigation.

The class representatives and members are “participants” in
the Retiree Health Plan, within the meaning of Section 3(7)
of ERISA, 29 U.S.C. § 1002(7). Mayfield retired in 1988;
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