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West's Smith-Hurd Illinois Compiled Statutes Annotated
Court Rules

Illinois Supreme Court Rules (Refs & Annos)
Article II. Rules on Civil Proceedings in the Trial Court

Part E. Discovery, Requests for Admission, and Pretrial Procedure (Refs & Annos)

ILCS S. Ct. Rule 216
Formerly cited as IL ST CH 110A ¶ 216;  IL ST S. Ct. Rule 216

Rule 216. Admission of Fact or of Genuineness of Documents

Currentness

(a) Request for Admission of Fact. A party may serve on any other party a written request for the admission by the latter
of the truth of any specified relevant fact set forth in the request. A copy of the request for admission shall be served on all
parties entitled to notice.

(b) Request for Admission of Genuineness of Document. A party may serve on any other party a written request for admission
of the genuineness of any relevant documents described in the request. Copies of the documents shall be served with the request
unless copies have already been furnished.

(c) Admission in the Absence of Denial. Each of the matters of fact and the genuineness of each document of which admission
is requested is admitted unless, within 28 days after service thereof, the party to whom the request is directed serves upon the
party requesting the admission either (1) a sworn statement denying specifically the matters of which admission is requested
or setting forth in detail the reasons why the party cannot truthfully admit or deny those matters or (2) written objections on
the ground that some or all of the requested admissions are privileged or irrelevant or that the request is otherwise improper in
whole or in part. If written objections to a part of the request are made, the remainder of the request shall be answered within
the period designated in the request. A denial shall fairly meet the substance of the requested admission. If good faith requires
that a party deny only a part, or requires qualification, of a matter of which an admission is requested, the party shall specify so
much of it as is true and deny only the remainder. Any objection to a request or to an answer shall be heard by the court upon
prompt notice and motion of the party making the request. The response to the request, sworn statement of denial, or written
objection, shall be served on all parties entitled to notice.

(d) Public Records. If any public records are to be used as evidence, the party intending to use them may prepare a copy of
them insofar as they are to be used, and may seasonably present the copy to the adverse party by notice in writing, and the copy
shall thereupon be admissible in evidence as admitted facts in the case if otherwise admissible, except insofar as its inaccuracy
is pointed out under oath by the adverse party in an affidavit filed and served within 28 days after service of the notice.

(e) Effect of Admission. Any admission made by a party pursuant to request under this rule is for the purpose of the pending
action and any action commenced pursuant to the authority of section 13-217 of the Code of Civil Procedure (735 ILCS
5/13-217) only. It does not constitute an admission by him for any other purpose and may not be used against him in any other
proceeding.
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(f) Number of Requests. The maximum number of requests for admission a party may serve on another party is 30, unless a
higher number is agreed to by the parties or ordered by the court for good cause shown. If a request has subparts, each subpart
counts as a separate request.

(g) Special Requirements. A party must: (1) prepare a separate document which contains only the requests and the documents
required for genuine document requests; (2) serve this document separate from other documents; and (3) put the following
warning in a prominent place on the first page in 12-point or larger boldface type: “WARNING: If you fail to serve the
response required by Rule 216 within 28 days after you are served with this document, all the facts set forth in the
requests will be deemed true and all the documents described in the requests will be deemed genuine.”

Credits
Amended July 1, 1985, eff. Aug. 1, 1985; May 30, 2008, eff. immediately; Oct. 1, 2010, eff. Jan. 1, 2011; Jan. 4, 2013, eff.
immediately; March 15, 2013, eff. May 1, 2013; May 29, 2014, eff. July 1, 2014.

Formerly Ill.Rev.Stat.1991, ch. 110A, ¶ 216.

COMMITTEE COMMENT
(October 1, 2010)

Paragraphs (f) and (g) are designed to address certain problems with Rule 216, including the service of hundreds of
requests for admission. For the vast majority of cases, the limitation to 30 requests now found in paragraph (f) will
eliminate this abusive practice. Other noted problems include the bundling of discovery requests to form a single
document into which the requests to admit were intermingled. This practice worked to the disadvantage of certain
litigants, particularly pro se litigants, who do not understand that failure to respond within the time allowed results in
the requests being deemed admitted. Paragraph (g) provides for requests to be contained in a separate paper containing
a boldface warning regarding the effect of the failure to respond within 28 days. Consistent with Vision Point of Sale
Inc. v. Haas, 226 Ill.2d 334 (2007), trial courts are vested with discretion with respect to requests for admission.

COMMITTEE COMMENTS
(Revised July 1, 1985)

This rule is derived from former Rule 18. Despite the usefulness of requests for admission of facts in narrowing issues,
such requests seem to have been used very little in Illinois practice. The committee was of the opinion that perhaps
this has resulted in part from the fact that they are provided for in the text of a rule that reads as if it relates primarily
to admission of the genuineness of documents. Accordingly, it has rewritten the rule to place the authorization for
request for admission of facts in a separate paragraph. No change in the substance of former Rule 18 was intended.

Subparagraph (e) was amended in 1985 to resolve an apparent conflict about whether admissions are carried over
into subsequent cases between the same parties, involving the same subject matter, as are the fruits of other discovery
activities (see Rule 212(d)). Relief from prior admissions is available to the same extent in the subsequent action as
in the case which was dismissed or remanded.

Notes of Decisions (261)
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Copr.(c) 2016 Thomson Reuters
I.L.C.S. S. Ct. Rule 216, IL R S CT Rule 216
Current with amendments received through January 1, 2016.
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West's Illinois Administrative Code
Title 83. Public Utilities

Chapter I. Illinois Commerce Commission
Subchapter B. Provisions Applicable to More than One Kind of Utility

Part 200. Rules of Practice (Refs & Annos)
Subpart C. Prehearing Procedure and Discovery

83 Ill. Adm. Code 200.340

200.340. Policy on Discovery

Currentness

It is the policy of the Commission to obtain full disclosure of all relevant and material facts to a proceeding. Further, it is the
policy of the Commission to encourage voluntary exchange by the parties and staff witnesses of all relevant and material facts
to a proceeding through the use of requests for documents and information. Formal discovery by means such as depositions
and subpoenas is discouraged unless less formal procedures have proved to be unsuccessful. It is the policy of the Commission
not to permit requests for information, depositions, or other discovery whose primary effect is harassment or which will delay
the proceeding in a manner which prejudices any party or the Commission, or which will disrupt the proceeding.

Credits
(Source: Amended at 10 Ill. Reg. 10481, effective May 30, 1986)

Current through rules published in the Illinois Register dated February 26, 2016.

83 ILAC § 200.340, 83 IL ADC 200.340

End of Document © 2016 Thomson Reuters. No claim to original U.S. Government Works.
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West's Illinois Administrative Code
Title 83. Public Utilities

Chapter I. Illinois Commerce Commission
Subchapter B. Provisions Applicable to More than One Kind of Utility

Part 200. Rules of Practice (Refs & Annos)
Subpart D. Hearing Procedure

83 Ill. Adm. Code 200.640

200.640. Administrative Notice

Currentness

a) Consistent with Section 200.610, the Commission or Hearing Examiner may take administrative notice of the following:

1) Rules, regulations, administrative rulings and orders, and written policies of governmental bodies other than the
Commission.

2) Contents of certificates, permits and licenses issued by the Commission, and the orders, transcripts, exhibits, pleadings
or any other matter contained in the record of other docketed Commission proceedings.

3) Annual reports, tariffs, classifications and schedules regularly established by or filed with the Commission as required
or authorized by law or by an order or rule of the Commission.

4) State and Federal statutes and municipal and local ordinances.

5) The decisions of State and Federal courts.

6) Generally recognized scientific or technical facts within the specialized knowledge of the Commission.

7) All other matters of which the Circuit Courts of this State may take judicial notice.

b) Requests for administrative notice of transcripts, exhibits, pleadings or any other matter contained in the record of other
docketed Commission proceedings are discouraged.

c) Parties and Staff shall be notified either before or during the hearing or otherwise of the materials noticed and shall be
provided a reasonable opportunity to contest the material so noticed. [5 ILCS 100/10-40].

AGENCY NOTE: As required by 1 Ill. Adm. Code 100.380, statutory language in this Section appears in distinguishing
type. However, Section 10-40 of the Illinois Administrative Procedure Act, which is the statute quoted, applies only
to contested cases and licensing proceedings. The statutory language in this Section is statutorily mandated as to such
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proceedings only, and not as to other proceedings. Nevertheless, this Section applies to all proceedings governed by
this Part.

Credits
(Source: Amended at 20 Ill. Reg. 10607, effective August 15, 1996)

Current through rules published in the Illinois Register dated February 26, 2016.

83 ILAC § 200.640, 83 IL ADC 200.640

End of Document © 2016 Thomson Reuters. No claim to original U.S. Government Works.
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West's Illinois Administrative Code
Title 83. Public Utilities

Chapter I. Illinois Commerce Commission
Subchapter B. Provisions Applicable to More than One Kind of Utility

Part 280. Procedures for Gas, Electric, Water and Sanitary Sewer Utilities Governing Eligibility for
Service, Deposits, Billing, Payments, Refunds and Disconnection of Service (Refs & Annos)

Subpart A. General

83 Ill. Adm. Code 280.5

280.5 Policy

Currentness

The purpose of this Part is to ensure that essential utility services are provided to and maintained for the People of the State of
Illinois under reasonable terms and conditions, and to establish fair and equitable procedures governing eligibility for service,
deposits, billing, payments, refunds and disconnection for gas, electric, water and sanitary sewer utilities that take into account
the duty of the utility, customer, applicant and occupant to demonstrate good faith and fair dealing. The policies and procedures
outlined in this Part shall take precedence over any inconsistent utility tariff, unless the conflicting tariff provision has been
specifically approved by the Commission as a waiver or exemption from this Part, and shall be viewed as the minimum standards
applicable to gas, electric, water and sanitary sewer utilities. Utilities that are subject to this Part shall have the ability to expand
or supplement the customer rights guaranteed by these provisions as long as those policies are applied in a nondiscriminatory
manner. The “nondiscriminatory manner” requirement shall not be construed or interpreted to require a utility making an
accommodation to a customer in a hardship situation to make that same accommodation for all customers facing a similar
hardship.

Current through rules published in the Illinois Register dated February 26, 2016.

83 ILAC § 280.5, 83 IL ADC 280.5

End of Document © 2016 Thomson Reuters. No claim to original U.S. Government Works.
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West's Illinois Administrative Code
Title 83. Public Utilities

Chapter I. Illinois Commerce Commission
Subchapter B. Provisions Applicable to More than One Kind of Utility

Part 280. Procedures for Gas, Electric, Water and Sanitary Sewer Utilities Governing Eligibility for
Service, Deposits, Billing, Payments, Refunds and Disconnection of Service (Refs & Annos)

Subpart F. Irregular Billing

83 Ill. Adm. Code 280.100

280.100 Previously Unbilled Service

Currentness

a) Intent: This Section provides for the billing and payment of previously unbilled service caused by errors in measuring or
calculating a customer's bills.

b) Time Limits:

1) Bills for any utility service, including previously unbilled service, supplied to a residential customer shall be issued to
the customer within 12 months after the provision of that service to the customer.

2) Bills for any utility service, including previously unbilled service, supplied to a non-residential customer shall be issued
to the customer within 24 months after the provision of that service to the customer.

3) The time limits of subsections (b)(1) and (2) shall not apply to previously unbilled service attributed to tampering, theft
of service, fraud or the customer preventing the utility's recorded efforts to obtain an accurate reading of the meter.

4) No utility shall intentionally delay billing beyond the normal bill cycle.

c) Itemization: Any amount attributed to previously unbilled service shall be labeled as such on the customer's bill and include
the beginning and ending dates for the period during which the previously unbilled amount accrued.

d) Calculation: For previously unbilled service accrued over a period of time when the rates for service have varied, the utility
shall issue the makeup billing amount calculated on a prorated basis to reflect the varying rates.

e) Payment:

1) If a utility issues a makeup bill for previously unbilled service, it shall offer the customer a special payment arrangement
to retire the amount by periodic payments, without interest or late fees, over a time equal to the amount of time for the
delay in billing.
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2) The special payment arrangement does not exhaust a customer's right to a DPA or medical payment arrangement (MPA),
provided however, that neither the special payment arrangement nor the DPA nor the MPA may be used simultaneously
unless it is agreed to by both the utility and the customer.

3) Late fees may be assessed on any installment amount on the special payment arrangement that is unpaid after two days
beyond the due date on the bill containing that installment.

Current through rules published in the Illinois Register dated February 19, 2016.

83 ILAC § 280.100, 83 IL ADC 280.100

End of Document © 2016 Thomson Reuters. No claim to original U.S. Government Works.
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West's Illinois Administrative Code
Title 83. Public Utilities

Chapter I. Illinois Commerce Commission
Subchapter C. Electric Utilities

Part 410. Standards of Service for Electric Utilities and Alternative Retail Electric Suppliers (Refs &
Annos)

Subpart A. General

83 Ill. Adm. Code 410.10

410.10. Definitions

Currentness

“Acceptance testing” means the approval of a group of meters based on statistical testing procedures.

“Act” means the Public Utilities Act [220 ILCS 5].

“Alternative retail electric supplier” or “ARES” means the same as that term is defined in Section 16-102 of the Act [220
ILCS 5/16-102].

“Answer time” means a measurement from the point the last digit of the entity's telephone number is dialed or, if a menu-
driven system is used, from the point the last menu digit is dialed by the subscriber and the call is answered by the entity.

“Applicant” means anyone who requests a line extension from an entity providing distribution services.

“Average error” means the difference between 100% and the average percent registration as defined in Section 410.150(d).

“Billing multiplier” means the number by which a meter register reading is multiplied to obtain actual usage data. The
billing multiplier shall include the transformer multiplier and meter multiplier, if applicable.

“Commission” means the Illinois Commerce Commission.

“Commission referee test” means the accuracy test of any customer's electric meter made in the presence of one or more
members of Commission Staff.

“Complaint” means an objection made to an entity, by a customer or another entity, as to its charges, facilities or service,
the disposal of which complaint requires investigation or analysis.

“Creep” means a continuous apparent accumulation of energy in a meter with voltage applied and the load terminals open
circuited.

“Customer” has the same meaning as “retail customer.”

“Demand” means the electric consumption at the point of delivery measured over a specified interval of time in order to
estimate the instantaneous electric load.
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“Deposit” means an amount paid by an applicant for service to an entity providing distribution services that is intended to
cover any line extension expenses that exceed the free limits allowed.

“Electric cooperative” means the same as that term is defined in Section 3.4 of the Electric Supplier Act [220 ILCS 30/3.4].

“Electric utility” means the same as that term is defined in Section 16-102 of the Act [220 ILCS 5/16-102].

“Entity” means each electric utility while providing services within its service area, each electric utility while providing
electric power and energy outside its service area, any ARES providing services subject to this Part, and any electric
cooperative or municipal system but only when it provides services as an ARES outside its service territory.

“Instrument transformer” means a transformer used for metering that reproduces in its secondary circuit, in a definite and
known proportion, the voltage or current of its primary circuit, with the phase relation substantially preserved.

“Meter multiplier” means the number (other than 1) by which the meter register reading is multiplied to obtain meter data
not adjusted for the effect of instrument transformation on the calculated amount of actual usage.

“Meter shop” means a facility containing equipment used by an entity for determining the accuracy of meters.

“Metering service” means the performance of functions related to the provision, installation, testing, maintenance, repair
and reading of electric meters used for billing of retail customers and maintaining meter usage data as well as the
maintenance and management of meter information and meter data with respect to those meters.

“Municipal system” means any public utility owned and operated by any political subdivision or municipal corporation
of the State of Illinois, or owned by such and operated by its lessees or agents.

“Phase-shifting transformer” means an assembly of one or more transformers intended to be connected to a poly-phase
circuit so as to provide voltages in the proper phase relations for energizing metering equipment.

“Point of delivery” means the point at which the entity providing distribution facilities connects its lines or equipment
to the lines or facilities owned or rented by the customer, without regard to the location or ownership of transformers,
substations or meters, unless otherwise provided for by written contract or tariffs.

“Portable standards” means instruments (e.g., watt-hour meters, voltmeters, and ammeters) that are used outside the meter
shop to test customer meters.

“Reference standards” means instruments (e.g., watt-hour meters, voltmeters, and ammeters) that are used only for
verifying the accuracy of working or portable standards, and whose accuracy is traceable back to the national standard
maintained by the National Institute of Standards and Technology or its successor.

“Retail customer” means the same as that term is defined in Section 16-102 of the Act [220 ILCS 5/16-102].

“Service watt-hour meter” means an electricity meter used for billing retail customers and maintaining meter usage data
that measures and registers the integral, with respect to time, of the real power that flows in the circuit to which the meter
is connected. This also includes meters that measure demand in watts or volt-amperes.

“Test amps” means the electrical current used during meter accuracy testing as designated by the manufacturer and
displayed on the meter.
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“Transformer multiplier” means the product of the current transformer ratio multiplied by the potential transformer ratio
when instrument transformers are part of a metering installation.

“Var-hour meter” means an electricity meter that measures and registers the integral, with respect to time, of the reactive
power of the circuit in which it is connected. This includes meters that measure demand in vars.

“Working standards” means instruments (e.g., test benches and demand boards) that are used in meter shops to test the
accuracy of customer meters.

Current through rules published in the Illinois Register dated February 26, 2016.

83 ILAC § 410.10, 83 IL ADC 410.10
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West's Illinois Administrative Code
Title 83. Public Utilities

Chapter I. Illinois Commerce Commission
Subchapter C. Electric Utilities

Part 410. Standards of Service for Electric Utilities and Alternative Retail Electric Suppliers (Refs &
Annos)

Subpart B. Electric Metering Standards

83 Ill. Adm. Code 410.150

410.150. Meter Accuracy Requirements

Currentness

a) The accuracy of service watt-hour meters shall be determined using the following criteria:

1) Light Load test: 10% of test amps at 100% power factor;

2) Heavy Load test: 100% of test amps at 100% power factor; and

3) Power Factor test: 100% of test amps at 50% lagging power factor. The power factor test is only required on meter
shop tests.

b) Accuracy limits:

1) On any test of a service watt-hour meter, the meter shall be left so adjusted that the error shall not be in excess of the
following:

A) Average error: 1% fast or slow.

B) Error at heavy load: 1% fast or slow.

C) Error at light load: 1% fast or slow.

D) Error at power factor: 2% fast or slow.

2) Meters shall not be deliberately set in error by any amount.
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c) Each entity shall test a service watt-hour meter for creep at the time it makes any accuracy test of that meter if the percent
registration at light load deviates by greater than 2% from the percent registration at heavy load. No service watt-hour meter
found to creep shall be placed in service or allowed to remain in service in that condition.

d) The average percent registration of a watt-hour meter shall be determined by adding the light load registration to 4 times the
heavy load registration and dividing that quantity by 5.

e) Demand meters, when tested on the loads specified in this Section, shall be adjusted, if necessary, to meet the following
requirements:

1) Demand Meters other than Lagged Demand Meters:

A) Electrical element - Error shall not exceed that specified for service watt-hour meters in this Section.

B) Timing element - When used to measure time interval only, error shall not exceed 2%. When used also to keep a
record of time of day at which the demand occurs, error shall not exceed 0.25%.

2) The demand error for lagged demand meters shall not exceed 3% of full scale indication.

Current through rules published in the Illinois Register dated February 19, 2016.

83 ILAC § 410.150, 83 IL ADC 410.150
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West's Illinois Administrative Code
Title 83. Public Utilities

Chapter I. Illinois Commerce Commission
Subchapter C. Electric Utilities

Part 410. Standards of Service for Electric Utilities and Alternative Retail Electric Suppliers (Refs &
Annos)

Subpart B. Electric Metering Standards

83 Ill. Adm. Code 410.155

410.155. Installation Inspections

Currentness

Within 90 days after installation or exchange of any meter with associated instrument transformers and/or phase-shifting
transformers, a post-installation inspection shall be made under load to determine if the meter is accurately measuring customer
energy consumption. At a new or re-wired metering location, where the installation includes potential transformers, the
inspection shall be performed by someone other than the original installer.

Current through rules published in the Illinois Register dated February 19, 2016.

83 ILAC § 410.155, 83 IL ADC 410.155

End of Document © 2016 Thomson Reuters. No claim to original U.S. Government Works.
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West's Illinois Administrative Code
Title 83. Public Utilities

Chapter I. Illinois Commerce Commission
Subchapter C. Electric Utilities

Part 410. Standards of Service for Electric Utilities and Alternative Retail Electric Suppliers (Refs &
Annos)

Subpart B. Electric Metering Standards

83 Ill. Adm. Code 410.160

410.160. Initial Tests

Currentness

Initial tests are tests made before installation, regardless of whether the meter and associated devices have previously been in
service. Each meter and associated devices (unless included in the sample testing plan in Section 410.180) shall be inspected
and tested in the meter shop of the entity or other location that meets the requirements of this Part before being placed in service,
and the accuracy of the meter shall be within the tolerances permitted by this Part. If a meter is removed from a customer's
premises, except for field testing, it shall be tested and inspected as described above before it is placed in service again. If
creep or inaccuracy is discovered in a meter removed from service, the entity shall correct the metering data as detailed in
Section 410.200.

Current through rules published in the Illinois Register dated February 26, 2016.

83 ILAC § 410.160, 83 IL ADC 410.160

End of Document © 2016 Thomson Reuters. No claim to original U.S. Government Works.
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West's Illinois Administrative Code
Title 83. Public Utilities

Chapter I. Illinois Commerce Commission
Subchapter C. Electric Utilities

Part 410. Standards of Service for Electric Utilities and Alternative Retail Electric Suppliers (Refs &
Annos)

Subpart B. Electric Metering Standards

83 Ill. Adm. Code 410.180

410.180. Sample Testing Procedures

Currentness

a) An entity that chooses to use sample testing shall use the procedures prescribed in any of the following documents (alone or
in combination) to sample test non-demand, self-contained single-phase or three-wire network meters.

1) ANSI/ASQC Z1.4-1993“Sampling Procedures and Tables for Inspection by Attributes”, approved 1993, American
Society for Quality Control, 611 East Wisconsin Avenue, Milwaukee WI 53202. No later amendment or editions are
incorporated.

2) ANSI/ASQC Z1.9-1993“Sampling Procedures and Tables for Inspection by Variables for Percent Nonconforming”,
approved 1993, American Society for Quality Control, 611 East Wisconsin Avenue, Milwaukee WI 53202. No later
amendment or editions are incorporated.

3) Military Standard 414“Sampling Procedures and Tables for Inspection by Variables”, approved May 8, 1968,
Defense Automation and Production Service, Building 4/D, 700 Robbins Avenue, Philadelphia PA 19111-5094. No later
amendment or editions are incorporated.

4) Military Standard 105“Sampling Procedures and Tables for Inspection by Attributes”, approved May 10, 1989,
Defense Automation and Production Service, Building 4/D, 700 Robbins Avenue, Philadelphia PA 19111-5094. No later
amendment or editions are incorporated.

5) If, on December 15, 2000, an entity does not already use sample testing in accordance with subsection (a)(1) or (a)(2),
the entity must begin to sample test in accordance with subsection (a)(1) or (a)(2), starting with the earlier of either the
entity upgrading to a new sample testing tracking program or January 2010.

6) If, on December 15, 2000, an entity does use sample testing in accordance with subsection (a)(1) or (a)(2), that entity
shall continue to use a sample testing program in accordance with subsection (a)(1) or (a)(2).

b) The entity shall divide the meter population into homogeneous groups consisting of meters of the same basic type and
purpose. All meters within each homogeneous group shall be eligible for sampling each time a sample is taken. A sample shall

http://www.westlaw.com/Browse/Home/Regulations/IllinoisRegulations?transitionType=DocumentItem&contextData=(sc.UserEnteredCitation)&rs=clbt1.0&vr=3.0
http://www.westlaw.com/Browse/Home/Regulations/IllinoisRegulations?guid=I1BFFD56089F911E38953180373BC2DDF&transitionType=DocumentItem&contextData=(sc.UserEnteredCitation)&rs=clbt1.0&vr=3.0
http://www.westlaw.com/Browse/Home/Regulations/IllinoisRegulations?guid=I1BFBDDC089F911E38953180373BC2DDF&transitionType=DocumentItem&contextData=(sc.UserEnteredCitation)&rs=clbt1.0&vr=3.0
http://www.westlaw.com/Browse/Home/Regulations/IllinoisRegulations?guid=IFB3EF9F089F811E38953180373BC2DDF&transitionType=DocumentItem&contextData=(sc.UserEnteredCitation)&rs=clbt1.0&vr=3.0
http://www.westlaw.com/Browse/Home/Regulations/IllinoisRegulations?guid=IF0915D4089F811E38953180373BC2DDF&transitionType=DocumentItem&contextData=(sc.UserEnteredCitation)&rs=clbt1.0&vr=3.0
http://www.westlaw.com/Link/Document/FullText?findType=l&cite=lk(83ILADCCISUBCCPT410R)&originatingDoc=IF7DF3B30EFD811DE9C2898ACB6E5A633&refType=CM&sourceCite=83+Ill.+Adm.+Code+410.180&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&pubNum=1005428&contextData=(sc.UserEnteredCitation)
http://www.westlaw.com/Link/Document/FullText?findType=l&cite=lk(83ILADCCISUBCCPT410R)&originatingDoc=IF7DF3B30EFD811DE9C2898ACB6E5A633&refType=CM&sourceCite=83+Ill.+Adm.+Code+410.180&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&pubNum=1005428&contextData=(sc.UserEnteredCitation)
http://www.westlaw.com/Browse/Home/Regulations/IllinoisRegulations?guid=IF115816089F811E38953180373BC2DDF&transitionType=DocumentItem&contextData=(sc.UserEnteredCitation)&rs=clbt1.0&vr=3.0


410.180. Sample Testing Procedures, 83 IL ADC 410.180

 © 2016 Thomson Reuters. No claim to original U.S. Government Works. 2

be taken each calendar year from each homogeneous group, and testing shall be completed during the same calendar year. The
size of each sample shall be determined through use of an allowed sampling procedure listed in subsection (a).

c) The performance of a homogeneous group shall be considered acceptable when, after applying the performance criteria
described in subsection (f) to each meter included in the sample, the sample indicates an acceptable quality level (AQL) at
least as stringent as 2.5%. AQL shall indicate the maximum percentage of nonconforming meters to be permitted within a
homogeneous group.

d) Each entity shall perform 100% testing on all used or remanufactured meters purchased.

e) Each entity using sample testing shall file a yearly report no later than March 31 of the following year with the Chief Clerk
of the Commission and provide a copy to the Manager of the Energy Division or its successor detailing the sample plan used
in the previous year, along with the results of the testing program.

f) The performance of a meter that is tested as part of a sample shall be considered acceptable when its average percent
registration, prior to any adjustment, is not less than 98% or more than 102%. The average percent registration for each meter
shall be calculated as described in Section 410.150(d).

g) All tests described in Section 410.150(a) shall be performed on all meters included in the sample, and all meters included in
the sample shall be left adjusted so that the error shall not exceed the limits listed in Section 410.150(b).

h) When an entity finds the performance of any homogeneous group to be unacceptable through sample testing, the entity shall
perform corrective action on the group. Corrective actions outlined in this subsection shall be completed by the end of the
second calendar year after the year in which the homogeneous group performance is initially found to be unacceptable. The
corrective action shall consist of one of the following:

1) Removal of a subgroup of problem meters from service so that the performance of the remaining meters in the group
is found to be acceptable through subsequent sample testing; or

2) Removal from service of all meters associated with the group.

Credits
(Source: Amended at 28 Ill. Reg. 10617, effective August 1, 2004)

Current through rules published in the Illinois Register dated February 26, 2016.
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West's Illinois Administrative Code
Title 83. Public Utilities

Chapter I. Illinois Commerce Commission
Subchapter C. Electric Utilities

Part 410. Standards of Service for Electric Utilities and Alternative Retail Electric Suppliers (Refs &
Annos)

Subpart B. Electric Metering Standards

83 Ill. Adm. Code 410.190

410.190. Meter Tests Requested by Customer

Currentness

a) Upon customer request, the entity providing metering service to that customer shall test the customer's meter within 30 days
after receiving the request, unless the customer agrees to a later time. The meter test shall be performed between 7 a.m. and 4
p.m. Monday through Friday, excluding holidays, unless some other time is agreed upon by the entity and the customer. The
test shall be performed at the meter installation location and in the customer's presence, unless the customer gives consent for
the meter to be removed and/or tested outside the customer's presence.

b) If the customer's meter has been tested at the request of another entity or customer while in service at the same location
within the past 6 months, the entity may provide the results of that test in reply to the customer's request in lieu of the test
specified in subsection (a).

c) An entity shall not require any payment from the customer for a meter test, unless a test has been performed on that meter
at that customer's request within the previous 12 months, or information has been provided as in subsection (b) within the past
6 months. In such cases, the customer shall be required to pay $40 to the entity. The entity shall refund the $40 deposit to the
customer if the entity finds that the meter over-registers by more than 2%.

d) Commission referee tests

1) Upon written application to the Commission by any customer, the entity providing metering service shall test the
customer's meter within 30 days after receiving notice of the written request from a Commission representative, unless the
customer agrees to a later time. The application for a Commission referee test shall be accompanied by a fee of $20. The
entity shall conduct this test under the supervision of a representative of the Commission.

2) On receipt of the request from a customer, a Commission representative shall notify the entity. After the entity has
received notice that application has been made for a referee test, the entity shall not disturb the meter in any way, unless
the customer or the Commission gives written permission for the meter to be removed.

3) The entity shall furnish to the Commission's representative such assistance as may be required to make the test. The
Commission shall make a written report of the results of the test to the customer within 30 days after the test.
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4) If upon test the meter is found to over-register by more than 2%, the entity shall reimburse the customer the amount
paid to the Commission for the test. The entity shall also make any necessary metering data adjustment.

e) No entity shall be required to perform more than 2 tests of the same meter installed at the same location at customer request
within a 12 month period, unless a Commission referee test is requested. After a Commission referee test, the entity shall not
be required to test the same meter for a period of at least 12 months.

Current through rules published in the Illinois Register dated February 19, 2016.
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West's Illinois Administrative Code
Title 83. Public Utilities

Chapter I. Illinois Commerce Commission
Subchapter C. Electric Utilities

Part 410. Standards of Service for Electric Utilities and Alternative Retail Electric Suppliers (Refs &
Annos)

Subpart B. Electric Metering Standards

83 Ill. Adm. Code 410.195

410.195. Meter Tests Requested by Entity

Currentness

a) Upon another interested entity's request, the entity providing metering service shall test the meter within 30 days after
receiving the request, unless the requesting entity agrees to a later time. The meter test shall be performed between 7 a.m. and
4 p.m. Monday through Friday, excluding holidays, unless some other time is agreed upon by the entities. The test shall be
performed at the meter installation location and in the presence of a representative of the requesting entity, unless the requesting
entity gives consent for the meter to be removed and/or tested without the representative's presence.

b) If the meter has been tested at the request of another party while in service at the same location within the past 6 months, the
entity may provide the results of that test in reply to the entity's request in lieu of the test specified in subsection (a).

c) Meter tests requested by other entities may be performed at any time agreeable to both entities if the customer's electrical
service will not be interrupted by the test. If the customer's electrical service will be interrupted by the test, the testing entity or
requesting entity shall obtain permission from the affected customer to interrupt the service before the test is performed.

d) The entity requesting the meter test shall be required to pay the actual cost (not to exceed $250) of performing the test to
the entity performing the test. The entity performing the test shall refund the payment to the other entity if the meter over-
registers by more than 2%. No entity shall induce a customer to request a meter test on behalf of that entity to avoid paying
the actual cost of the meter test.

e) The entity providing metering service shall not be required to provide more than 1 test on the same meter at the same location
more than once every 3 years at the request of another entity, unless the other entity requests a Commission referee test.

f) If an entity requests a Commission referee test, the requesting entity shall pay $20 to the Commission and the actual cost
(not to exceed $250) of the test to the entity providing metering service. If the meter over-registers by more than 2%, the entity
providing metering service shall refund both fees to the requesting entity and make any necessary meter data adjustment. The
entity providing metering service shall not be required to provide a Commission referee test on the same meter at the same
location more than once every 12 months.

Current through rules published in the Illinois Register dated February 26, 2016.

83 ILAC § 410.195, 83 IL ADC 410.195
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West's Illinois Administrative Code
Title 83. Public Utilities

Chapter I. Illinois Commerce Commission
Subchapter C. Electric Utilities

Part 410. Standards of Service for Electric Utilities and Alternative Retail Electric Suppliers (Refs &
Annos)

Subpart C. Customer Information

83 Ill. Adm. Code 410.200

410.200. Corrections and Adjustments for Meter Error

Currentness

a) Whenever any test made by any entity or by the Commission shows a meter to have an average error of more than 2%,
a correction of the metering data shall be determined by the entity providing metering service and that correction shall be
conveyed within 3 business days to the customer and to other entities involved in billing the customer.

b) When a meter is found to have an average error of more than 2%, the entity providing metering service shall determine the
metering data correction using the actual percentage of error as determined by the test, not the difference between the allowable
error and the error found as a result of a test.

c) If the meter is found to run faster than allowable, the entity providing metering service shall determine the correction to
the metering data for that meter. In determining the correction it shall be presumed, unless demonstrated otherwise, that the
inaccuracy has existed for a period of 2 years. This period of presumed inaccuracy shall not exceed the time for which records
of the current customer's usage exist.

d) If the meter is found to be slower than allowable, the entity providing metering service shall determine the correction to
the metering data for that meter. In determining the correction, it shall be presumed, unless demonstrated otherwise, that the
inaccuracy has existed for a period of 1 year prior to the test for small commercial and residential customers and 2 years prior
to the test for all other customers.

e) In the case of a non-registering meter that has been read during the period of non-registration, the entity providing metering
service shall not determine a correction to metering data for estimated consumption extending over more than twice the regular
interval between readings.

f) No corrections to metering data for meter error shall extend beyond the in-service date of the meter discovered to be in error,
nor shall any correction be required to extend beyond the date upon which the current customer first occupied the premises
at which the error is discovered.

g) Whenever an entity or the Commission's representative finds that a service watt-hour meter, while in service, exhibits creep,
the entity shall make an estimate of the registration caused by the creep during the period as specified under subsection (c) and
shall make a corresponding correction in the metering data.
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h) Billing adjustments

1) For electric utilities. Any correction to metering data for over-registration shall be accompanied by an adjustment to
customer billing by any electric utility that rendered service that is affected during the period of adjustment. Corrections
made to metering data for under-registration may be accompanied by an adjustment to a customer's billing. However, if
an electric utility is providing metering service, in no case shall an adjustment to a customer's billing be made for under-
registration if all testing and accuracy requirements of this Part have not been met.

2) For entities other than electric utilities. Any correction to metering data made by any entity other than an electric utility
and all records relating to the adjustment of the customer's billing or charges shall be retained for at least 2 years.

i) Provisions of this Section do not apply to situations in which the customer's wires, meters or other service equipment have
been tampered with and the customer enjoyed the benefit of the tampering.

Current through rules published in the Illinois Register dated February 19, 2016.
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130 F.3d 657
United States Court of Appeals,

Fifth Circuit.

David ASKANASE, Trustee; Fitness
Corporation of America, Plaintiffs–Appellants,

v.
Tom J. FATJO, et al., Defendants,

Tom J. Fatjo, Jr.; C.A.J.A. Enterprises, Inc.;
Bayou Park Club Partnership, A Texas General
Partnership; Criterion Research, Inc.; Elstead

Investment Co., A Texas General Partnership; Ron
Hemelgarn; Air 500 Ltd.; Beechmont Partnership;

Coordinated Spa Services, Inc.; Deluxe Office
Products; Fitness Research International; Great

Lakes Leasing Agency; H & C International;
Hemelgarn Racing, Inc.; Management Computer;
Newtowne Enterprises, Inc.; Quad Cities Ltd.; Spa
One Advertising; Spa Computer; Spa Janatorial;

Spa Lady, Inc.; Spa Printing; Twenty–First Century;
WHM Enterprises; Watson Melby Hemelgarn

Partnership; Westchester Spa Partnership;
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Partnership; Peter M. Jackson; Ahmed Mannai;
Fitness Investment N V, A Netherlands Antilles
Corporation; Fitness Investment (Texas), Inc., A

Texas Corporation; Houstonian Estates Investment
Co. N V, A Netherlands Antilles Corporation;

Mannai Investment Company, Inc., C, A Delaware
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Corporation; Parkgate Associated Ltd.; Parkgate,
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Joseph J. Zilber; JZL Ltd., A Nevada Corporation;

ZL Company, Inc., A Delaware Corporation;
Zilber, Inc.; Zilber Ltd., A Nevada Corporation;
Financial Services Corporation; Management

Accounting, Inc.; Hfund, Inc.; Corporate
Communications Center, Defendants–Appellees.

In the Matter of: LIVINGWELL, INC., Debtor.
David ASKANASE, Trustee, Appellant,

v.
Tom J. FATJO, Jr., Appellee.

In the Matter of: LIVINGWELL (NORTH),
INC.; LivingWell (Midwest), Inc., Debtors.

David ASKANASE, Appellant,
v.

M W B LEASING, INC., Appellee.
In the Matter of: LIVINGWELL (MIDWEST),

INC.; LivingWell, Inc., Debtors.
David J. ASKANASE, Appellant,

v.
TOWNE REALTY, INC.; Joseph J. Zilber, Appellees.

In the Matter of: LIVINGWELL, INC., Debtor.
David J. ASKANASE, Appellant,

v.
ZILBER LTD.; Joseph J. Zilber, Appellees.

No. 96–21001.
|

Dec. 23, 1997.

Trustee for Chapter 7 debtor and its subsidiaries sued
debtor's directors, officers, control persons, auditor, and
related parties, asserting claims for fraudulent conveyance,
breach of fiduciary duty and duties of due care and
loyalty, conspiracy, breach of contract, negligence, fraud,
and unlawful redemption of stock. The United States District
Court for the Southern District of Texas, David Hittner and
Kenneth M. Hoyt, JJ., determined prepetition period during
which debtor was insolvent, ruled that subsidiaries were
solvent until petition filing, and granted summary judgments
for defendants based on solvency determinations. Trustee
appealed. The Court of Appeals, Duhé, Circuit Judge, held
that: (1) two-year statute of limitations governed trustee's trust
fund and director misconduct claims; (2) district court did not
err in finding, pursuant to rule governing special verdicts, that
debtor and its subsidiaries were not insolvent on consolidated
basis before debtor filed petition; (3) district court's finding
that subsidiaries were solvent was not inconsistent with
jury verdict that debtor was insolvent; (4) Texas law
governed claims against debtor's directors under trust fund
doctrine; (5) trustee's evidence was insufficient to defeat
summary judgment on fraudulent conveyance claims; and (6)
prepetition stock redemption was not unlawful.
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Affirmed.

West Headnotes (56)

[1] Corporations and Business Organizations
Trust fund doctrine

“Trust fund doctrine” prohibits insolvent
corporation from paying money or distributing
assets to its directors in preference to creditors.

4 Cases that cite this headnote

[2] Federal Courts
Summary judgment

Federal Courts
Summary judgment

Summary judgment is reviewed de novo and
evidence is viewed in light most favorable to
motion's opponent.

2 Cases that cite this headnote

[3] Federal Civil Procedure
Admitted or undisputed facts;  conflicting

inferences or conclusions

Summary judgment is inappropriate when
conflicting inferences and interpretations may be
drawn from the evidence.

4 Cases that cite this headnote

[4] Corporations and Business Organizations
Time to sue;  limitations and laches

Under Texas law, two-year statute of limitations
governed trustee's trust fund claims alleging
that Chapter 7 debtor's directors breached their
fiduciary duties when they caused debtor and its
subsidiaries to make certain payments to them
and their businesses.

3 Cases that cite this headnote

[5] Limitation of Actions
Securities;  corporations

Given absence of evidence that Chapter 7
debtor's directors acted entirely for their own
purposes when they allegedly caused debtor and
its subsidiaries to make certain payments to them
and their businesses, directors' knowledge of
transactions was properly imputed to debtor and
subsidiaries under Texas law, precluding tolling
of limitations period under discovery rule.

Cases that cite this headnote

[6] Limitation of Actions
In general;  what constitutes discovery

Under Texas law, discovery rule tolling statute of
limitations, which applies to both act and injury,
requires that claim be inherently undiscoverable
and objectively verifiable.

1 Cases that cite this headnote

[7] Limitation of Actions
Liability of corporate officers or

stockholders

For adverse domination theory to apply
under Texas law, so as to toll statute of
limitations on trustee's trust fund claims
against Chapter 7 debtor-corporation's directors,
interested directors had to constitute majority
of board of directors and trustee had to show
intentional misconduct by directors.

1 Cases that cite this headnote

[8] Limitation of Actions
In general;  what constitutes discovery

Under Texas law, discovery rule assumes that
wrongful act is inherently undiscoverable.

Cases that cite this headnote

[9] Corporations and Business Organizations
Directors

Corporations and Business Organizations
Officers in general

General rule is that courts are to impute officer/
director's knowledge to corporation.

http://www.westlaw.com/Browse/Home/KeyNumber/101/View.html?docGuid=I44eebd80943311d9bc61beebb95be672&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.UserEnteredCitation)
http://www.westlaw.com/Browse/Home/KeyNumber/101k2858/View.html?docGuid=I44eebd80943311d9bc61beebb95be672&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.UserEnteredCitation)
http://www.westlaw.com/Link/RelatedInformation/DocHeadnoteLink?docGuid=I44eebd80943311d9bc61beebb95be672&headnoteId=199723918900120140318035059&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=CitingReferences&contextData=(sc.UserEnteredCitation)
http://www.westlaw.com/Browse/Home/KeyNumber/170B/View.html?docGuid=I44eebd80943311d9bc61beebb95be672&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.UserEnteredCitation)
http://www.westlaw.com/Browse/Home/KeyNumber/170Bk3604(4)/View.html?docGuid=I44eebd80943311d9bc61beebb95be672&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.UserEnteredCitation)
http://www.westlaw.com/Browse/Home/KeyNumber/170B/View.html?docGuid=I44eebd80943311d9bc61beebb95be672&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.UserEnteredCitation)
http://www.westlaw.com/Browse/Home/KeyNumber/170Bk3675/View.html?docGuid=I44eebd80943311d9bc61beebb95be672&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.UserEnteredCitation)
http://www.westlaw.com/Link/RelatedInformation/DocHeadnoteLink?docGuid=I44eebd80943311d9bc61beebb95be672&headnoteId=199723918900220140318035059&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=CitingReferences&contextData=(sc.UserEnteredCitation)
http://www.westlaw.com/Browse/Home/KeyNumber/170A/View.html?docGuid=I44eebd80943311d9bc61beebb95be672&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.UserEnteredCitation)
http://www.westlaw.com/Browse/Home/KeyNumber/170Ak2470.2/View.html?docGuid=I44eebd80943311d9bc61beebb95be672&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.UserEnteredCitation)
http://www.westlaw.com/Browse/Home/KeyNumber/170Ak2470.2/View.html?docGuid=I44eebd80943311d9bc61beebb95be672&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.UserEnteredCitation)
http://www.westlaw.com/Link/RelatedInformation/DocHeadnoteLink?docGuid=I44eebd80943311d9bc61beebb95be672&headnoteId=199723918900320140318035059&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=CitingReferences&contextData=(sc.UserEnteredCitation)
http://www.westlaw.com/Browse/Home/KeyNumber/101/View.html?docGuid=I44eebd80943311d9bc61beebb95be672&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.UserEnteredCitation)
http://www.westlaw.com/Browse/Home/KeyNumber/101k2004/View.html?docGuid=I44eebd80943311d9bc61beebb95be672&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.UserEnteredCitation)
http://www.westlaw.com/Link/RelatedInformation/DocHeadnoteLink?docGuid=I44eebd80943311d9bc61beebb95be672&headnoteId=199723918900420140318035059&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=CitingReferences&contextData=(sc.UserEnteredCitation)
http://www.westlaw.com/Browse/Home/KeyNumber/241/View.html?docGuid=I44eebd80943311d9bc61beebb95be672&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.UserEnteredCitation)
http://www.westlaw.com/Browse/Home/KeyNumber/241k95(18)/View.html?docGuid=I44eebd80943311d9bc61beebb95be672&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.UserEnteredCitation)
http://www.westlaw.com/Link/RelatedInformation/DocHeadnoteLink?docGuid=I44eebd80943311d9bc61beebb95be672&headnoteId=199723918900520140318035059&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=CitingReferences&contextData=(sc.UserEnteredCitation)
http://www.westlaw.com/Browse/Home/KeyNumber/241/View.html?docGuid=I44eebd80943311d9bc61beebb95be672&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.UserEnteredCitation)
http://www.westlaw.com/Browse/Home/KeyNumber/241k95(1)/View.html?docGuid=I44eebd80943311d9bc61beebb95be672&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.UserEnteredCitation)
http://www.westlaw.com/Link/RelatedInformation/DocHeadnoteLink?docGuid=I44eebd80943311d9bc61beebb95be672&headnoteId=199723918900620140318035059&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=CitingReferences&contextData=(sc.UserEnteredCitation)
http://www.westlaw.com/Browse/Home/KeyNumber/241/View.html?docGuid=I44eebd80943311d9bc61beebb95be672&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.UserEnteredCitation)
http://www.westlaw.com/Browse/Home/KeyNumber/241k58(4)/View.html?docGuid=I44eebd80943311d9bc61beebb95be672&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.UserEnteredCitation)
http://www.westlaw.com/Browse/Home/KeyNumber/241k58(4)/View.html?docGuid=I44eebd80943311d9bc61beebb95be672&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.UserEnteredCitation)
http://www.westlaw.com/Link/RelatedInformation/DocHeadnoteLink?docGuid=I44eebd80943311d9bc61beebb95be672&headnoteId=199723918900720140318035059&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=CitingReferences&contextData=(sc.UserEnteredCitation)
http://www.westlaw.com/Browse/Home/KeyNumber/241/View.html?docGuid=I44eebd80943311d9bc61beebb95be672&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.UserEnteredCitation)
http://www.westlaw.com/Browse/Home/KeyNumber/241k95(1)/View.html?docGuid=I44eebd80943311d9bc61beebb95be672&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.UserEnteredCitation)
http://www.westlaw.com/Link/RelatedInformation/DocHeadnoteLink?docGuid=I44eebd80943311d9bc61beebb95be672&headnoteId=199723918900820140318035059&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=CitingReferences&contextData=(sc.UserEnteredCitation)
http://www.westlaw.com/Browse/Home/KeyNumber/101/View.html?docGuid=I44eebd80943311d9bc61beebb95be672&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.UserEnteredCitation)
http://www.westlaw.com/Browse/Home/KeyNumber/101k2401(4)/View.html?docGuid=I44eebd80943311d9bc61beebb95be672&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.UserEnteredCitation)
http://www.westlaw.com/Browse/Home/KeyNumber/101/View.html?docGuid=I44eebd80943311d9bc61beebb95be672&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.UserEnteredCitation)
http://www.westlaw.com/Browse/Home/KeyNumber/101k2401(5)/View.html?docGuid=I44eebd80943311d9bc61beebb95be672&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.UserEnteredCitation)


Askanase v. Fatjo, 130 F.3d 657 (1997)

40 Fed.R.Serv.3d 218, 12 Tex.Bankr.Ct.Rep. 6, 48 Fed. R. Evid. Serv. 543

 © 2016 Thomson Reuters. No claim to original U.S. Government Works. 3

Cases that cite this headnote

[10] Limitation of Actions
In general;  what constitutes discovery

Texas law applies imputation principle,
under which courts impute officer/director's
knowledge to corporation, to determine when
statute of limitations begins to run on
corporation's claim.

Cases that cite this headnote

[11] Corporations and Business Organizations
Directors

Corporations and Business Organizations
Officers in general

Courts will impute knowledge to corporation
as long as officer/director whose knowledge is
being imputed is acting on corporation's behalf.

Cases that cite this headnote

[12] Limitation of Actions
Securities;  corporations

Under exception to rule imputing to corporation
knowledge of its officers and directors, if
plaintiff can show that officer or director was
acting adversely to corporation and entirely for
his own or another's purpose, then limitations
period for corporate action will be tolled;
however, officer or director must act so that his
endeavors are so incompatible that they destroy
agency.

4 Cases that cite this headnote

[13] Limitation of Actions
Liability of corporate officers or

stockholders

Trustee failed to allege that directors of Chapter
7 debtor-corporation engaged in intentional
misconduct when they caused debtor and its
subsidiaries to make certain payments to them
and their businesses, and thus could not establish,
under Texas law, tolling of limitations period for
trust fund claims pursuant to adverse domination

exception; alleged breach of fiduciary duty was
insufficient to trigger exception.

2 Cases that cite this headnote

[14] Limitation of Actions
Liability of corporate officers or

stockholders

Under Texas law, there must be active
participation in wrongdoing or fraud to trigger
adverse domination exception tolling statute of
limitations; even gross negligence is not enough.

1 Cases that cite this headnote

[15] Corporations and Business Organizations
Time to sue;  limitations and laches

Two-year limitations period applied to trustee's
misconduct claims against Chapter 7 debtor's
directors under Texas law, where trustee did not
allege fraud against directors in first amended
complaint, trustee contended in lower court that
claims were not fraud-based, and fraud-based
conspiracy claim added in second amended
complaint was not brought against directors.

13 Cases that cite this headnote

[16] Limitation of Actions
Liability of corporate officers or

stockholders

Adverse domination theory did not, under
Texas law, toll limitations period for trustee's
misconduct claims against Chapter 7 debtor's
directors when trustee did not allege requisite
intentional wrongdoing by directors.

Cases that cite this headnote

[17] Limitation of Actions
Fraud of person acting in official or

fiduciary capacity

Discovery rule did not apply, under Texas law,
so as to toll limitations period on Chapter
7 trustee's fraudulent transfer claims against
debtor's directors, inasmuch as trustee did not
show that directors acted for own purposes, so as
to preclude imputation of directors' knowledge
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to debtor, which in turn barred determination
that acts giving rise to action were inherently
undiscoverable.

1 Cases that cite this headnote

[18] Limitation of Actions
Liability of corporate officers or

stockholders

Limitations period for Chapter 7 trustee's
fraudulent transfer claims against debtor-
corporation's directors was not tolled under
adverse domination theory, under Texas law,
given absence of allegations that directors
engaged in intentional misconduct.

1 Cases that cite this headnote

[19] Federal Courts
Failure to mention or inadequacy of

treatment of error in appellate briefs

Chapter 7 trustee waived issue of whether
limitations period had expired as to certain
challenged transfers when he failed to contest
determination that period had run in his brief.

9 Cases that cite this headnote

[20] Federal Courts
Failure to mention or inadequacy of

treatment of error in appellate briefs

All issues not briefed are waived.

18 Cases that cite this headnote

[21] Limitation of Actions
Professional Negligence or Malpractice

Discovery rule did not apply so as to
toll limitations period for trustee's negligence
claim against auditor for Chapter 7 debtor-
corporation, given trustee's assertion, with regard
to other claims, that debtor's directors knew
of allegedly negligent audit and his failure to
show that directors acted entirely for their own
interest and against debtor's interest; directors'
knowledge of negligence had to be imputed to
debtor, and thus claims could not be deemed
inherently undiscoverable during limitations

period. V.T.C.A., Civil Practice & Remedies
Code § 16.003(a).

2 Cases that cite this headnote

[22] Limitation of Actions
Professional Negligence or Malpractice

Even if Chapter 7 debtor's directors were
unaware of allegedly negligent audit performed
by debtor's auditor, discovery rule would not
apply, under Texas law, so as to toll statute of
limitations on negligence claim, given absence
of requisite objectively verifiable evidence of
auditor's misconduct. V.T.C.A., Civil Practice &
Remedies Code § 16.003(a).

5 Cases that cite this headnote

[23] Limitation of Actions
In general;  what constitutes discovery

Under Texas law, objectively verifiable evidence
is key factor for determining discovery rule's
applicability.

3 Cases that cite this headnote

[24] Limitation of Actions
Negligence in performance of professional

services

Statute of limitations for Chapter 7 trustee's
negligence claim against debtor's auditor was not
tolled by doctrine of continuous representation,
which did not apply in Texas. V.T.C.A., Civil
Practice & Remedies Code § 16.003(a).

Cases that cite this headnote

[25] Federal Courts
Admission or exclusion in general

Decisions to admit or exclude evidence are
reviewed for abuse of discretion.

Cases that cite this headnote

[26] Federal Courts
Procedural Matters

Federal Courts
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Corporations and other organizations

Findings on choice of law, definition of
insolvency, applicability of trust fund doctrine,
motions to strike, special verdict motions,
motions for judgment as a matter of law, and
motions to dismiss for failure to state claim
and failure to plead fraud or mistake with
particularity are reviewed de novo. Fed.Rules
Civ.Proc.Rules 9(b), 12(b)(6), 49(a), 50(a), 28
U.S.C.A.

1 Cases that cite this headnote

[27] Federal Courts
Expert evidence and witnesses

Admissibility of expert witness testimony is
reviewed for manifest error.

4 Cases that cite this headnote

[28] Corporations and Business Organizations
Weight and sufficiency

Fraudulent Conveyances
Verdict and findings

District court did not err in finding, pursuant
to rule governing special verdicts, that Chapter
7 debtor and its subsidiaries were not
insolvent on consolidated basis before debtor
filed petition, when district court found that
trustee asserting fraudulent conveyance and
trust fund claims against debtor's directors and
related parties failed to raise single business
enterprise theory during insolvency trial, but
rather treated subsidiaries as separate from
debtor, and that evidence therefore failed to
establish subsidiaries' insolvency. Fed.Rules
Civ.Proc.Rule 49(a), 28 U.S.C.A.

Cases that cite this headnote

[29] Federal Courts
Questions Considered

Court of Appeals would not consider Chapter
7 trustee's contention that debtor and its
subsidiaries were insolvent on consolidated basis
prepetition, under single business enterprise
theory, given district court's finding, under rule
governing special verdicts, that subsidiaries were

not insolvent; theory lacked factual basis upon
which to stand. Fed.Rules Civ.Proc.Rule 49(a),
28 U.S.C.A.

Cases that cite this headnote

[30] Federal Civil Procedure
Construction and operation

District court's finding on omitted issue
under rule governing special verdicts cannot
be inconsistent with jury verdict. Fed.Rules
Civ.Proc.Rule 49(a), 28 U.S.C.A.

3 Cases that cite this headnote

[31] Corporations and Business Organizations
Trial

Fraudulent Conveyances
Verdict and findings

Chapter 7 debtor's balance sheet solvency
did not necessarily determine solvency of
its subsidiaries, and therefore district court's
finding, under rule governing special verdicts,
that subsidiaries were solvent was not
inconsistent with jury verdict that debtor was
insolvent. Fed.Rules Civ.Proc.Rule 49(c), 28
U.S.C.A.

4 Cases that cite this headnote

[32] Federal Courts
Corporations and other organizations

Federal courts sitting in Texas apply law of
state of incorporation when corporation's internal
affairs are implicated.

9 Cases that cite this headnote

[33] Federal Courts
Corporations and other organizations

Claims asserted by Chapter 7 trustee against
debtor-corporation's directors under trust fund
doctrine did not implicate debtor's internal
affairs, so as to require application of law of state
in which debtor was incorporated; claims, which
arose in bankruptcy context, involved rights of
third-party creditors, and thus were not peculiar
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to relationship between debtor and its officers
and directors.

4 Cases that cite this headnote

[34] Corporations and Business Organizations
What Law Governs

Texas law governed claims that Chapter 7 trustee
asserted against debtor-corporation's directors
under trust fund doctrine, pursuant to most
significant relationship test; although debtor was
incorporated in Delaware, its principal place of
business was in Texas, challenged payments
were made from Texas, debtor's board met in
Texas, and debtor's principal asset was located
in Texas. Restatement (Second) of Conflict of
Laws § 301.

3 Cases that cite this headnote

[35] Corporations and Business Organizations
As to fraudulent or preferential transfers

To bring trust fund claim in Texas, corporation
must be insolvent and have ceased doing
business when challenged transactions occurred.

1 Cases that cite this headnote

[36] Corporations and Business Organizations
Weight and sufficiency

Evidence offered by Chapter 7 trustee in support
of trust fund doctrine claims asserted under
Texas law against debtor-corporation's directors
was insufficient to show that directors acted
in bad faith in continuing debtor's operations
despite insolvency; summary of evidence was
nothing but summation of conclusory affidavit
testimony, testimony of two witnesses was
inadmissible, and testimony of third merely
indicated that certain data suggested that one
transaction at issue was suspect.

Cases that cite this headnote

[37] Corporations and Business Organizations
As to fraudulent or preferential transfers

If plaintiff asserting trust fund claim under
Texas law cannot show that corporation has

ceased doing business, claim may still succeed
if plaintiff can show that corporation has ceased
doing business in good faith.

1 Cases that cite this headnote

[38] Corporations and Business Organizations
Weight and sufficiency

Testimony that one of debtor-corporation's
subsidiaries “showed nice profits, but cash
flow-wise, we were broke” was insufficient to
overturn district court's judgment as a matter
of law that debtor's subsidiaries were not
insolvent before debtor filed bankruptcy petition.
Fed.Rules Civ.Proc.Rule 50(a), 28 U.S.C.A.

1 Cases that cite this headnote

[39] Corporations and Business Organizations
Weight and sufficiency

Chapter 7 trustee could not recover, under
trust fund doctrine, payments allegedly made
by debtor-corporation's nondebtor subsidiary as
nominee, given his failure to offer evidence of
agency or nominee relationship.

Cases that cite this headnote

[40] Evidence
Matters directly in issue

Exclusion of lawyer's testimony as expert
witness was proper, inasmuch as proposed
testimony regarding whether and to what extent
corporation's officers and directors breached
their fiduciary duties was legal opinion that
decided fact issue properly resolved by jury.

63 Cases that cite this headnote

[41] Evidence
Disqualification;  bias or conflict of interest

Merely being lawyer does not disqualify one as
expert witness.

12 Cases that cite this headnote

[42] Evidence
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Matters directly in issue

Lawyers may testify as to legal matters when
those matters involve questions of fact.

25 Cases that cite this headnote

[43] Bankruptcy
Judgment or Order

Chapter 7 trustee failed to show evidence
sufficient to defeat summary judgment on
misconduct claims against debtor-corporation's
directors; most of substantial evidence in
summary of evidence was based on time-barred
claims or conclusory statements in affidavits,
statements that board of directors declined to
issue written directions to its consultants were
insufficient, and opinions of expert witnesses
were based on time-barred claims or were
tentative and preliminary.

Cases that cite this headnote

[44] Federal Civil Procedure
Sufficiency of showing

Objections to summary judgment affidavit were
properly sustained, given that, while affidavit
purported to show personal knowledge on its
face, sufficient sworn testimony showed that
affiant lacked such knowledge.

3 Cases that cite this headnote

[45] Bankruptcy
In general;  standing

Chapter 7 trustee lacked standing to assert
fraudulent transfer claims on behalf of debtor-
corporation's nondebtor subsidiary; although
trustee claimed he had standing because
subsidiary was nominee of debtor, he failed
to offer evidence of nominee or agency
relationship.

1 Cases that cite this headnote

[46] Fraudulent Conveyances
Solvency of Grantor

Trial court erred, under Texas law, in limiting
definition of insolvency to balance sheet test
in determining whether Chapter 7 debtor
was insolvent at time of allegedly fraudulent
prepetition transfers. V.T.C.A., Bus. & C. §§
1.201, 24.006(a).

5 Cases that cite this headnote

[47] Federal Courts
Specification of errors;  points and

arguments

To preserve error for appeal with regard
to summary judgment granted on fraudulent
conveyance claims against Chapter 7 debtor's
directors, trustee was required to identify where
in the record evidence supporting claims was,
and what that evidence was.

4 Cases that cite this headnote

[48] Bankruptcy
Compromises, Releases, and Stipulations

Chapter 7 trustee could not pursue fraudulent
transfer claim against debtor-corporation's
directors after he settled with transferee.

Cases that cite this headnote

[49] Bankruptcy
Judgment or Order

Trustee for Chapter 7 debtor-corporation failed
to offer evidence sufficient to defeat summary
judgment on fraudulent transfer claims against
debtor's directors based on advertising fees and
lease payments made to related companies, given
that expert witness reports upon which trustee
relied to establish lack of fair value for transfers
indicated that experts' conclusions were tentative
and preliminary.

Cases that cite this headnote

[50] Fraudulent Conveyances
To show fraud

Under Delaware law, prepetition stock
redemption that occurred while Chapter 7
debtor-corporation was insolvent was not
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unlawful, given absence of evidence that
debtor redeemed stock to defraud creditors, and
evidence showing that redemption was part of
dispute settlement and enabled debtor to pay off
certain debts. 8 Del.C. § 160(a)(1).

Cases that cite this headnote

[51] Corporations and Business Organizations
Preferences to Directors, Officers, or

Shareholders

Purpose of Delaware statute prohibiting
corporation from redeeming own shares of
capital stock when its capital is or would become
impaired is to protect creditors; statute prevents
corporation from defrauding its creditors by
redistributing assets to its shareholders. 8 Del.C.
§ 160(a)(1).

3 Cases that cite this headnote

[52] Corporations and Business Organizations
Insolvency or Dissolution of Corporation

Claim that shareholder of insolvent corporation
controlled corporation's board of directors, and
thus could be held liable for alleged misconduct
as director, was not established by evidence
that shareholder helped create corporation, was
its largest shareholder, participated in decision
to create separate financing company and,
through one of his companies, to pledge
corporation's stock to borrow money through
financing company, participated in decision to
create subsidiary and owned 100% of equity in
subsidiary, and placed two of his agents on at
least eight-member board of corporation.

Cases that cite this headnote

[53] Accountants
Damages

Trustee for Chapter 7 debtor-corporation could
not recover fees paid for allegedly negligent
audit, inasmuch as governing Texas law did
not permit breach of contract claim based upon
accounting malpractice.

2 Cases that cite this headnote

[54] Federal Civil Procedure
Fraud, mistake and condition of mind

Supplemental complaint alleging fraud against
auditor for Chapter 7 debtor-corporation
satisfied purposes underlying rule's heightened
pleading requirement for fraud claims, in that it
stated who, what, when, where, why, and how
false statements were made and to whom they
were made. Fed.Rules Civ.Proc.Rule 9(b), 28
U.S.C.A.

5 Cases that cite this headnote

[55] Accountants
Performance of contract;  duties and

liabilities

Theory of detrimental reliance underlying
trustee's fraud claims against Chapter 7 debtor's
auditor was legally insufficient under Texas
law; claim that, but for auditor's alleged
misrepresentations, debtor would not have
continued to exist, to incur more debt, and
to have lost more money merely alleged that
auditor furnished condition making alleged
injury possible, and would impermissibly make
auditor debtor's insurer.

1 Cases that cite this headnote

[56] Negligence
Remoteness and attenuation;  mere

condition or occasion

Torts
Proximate cause

Under Texas law, cause of action is legally
insufficient if defendant's alleged conduct did no
more than furnish condition that made plaintiff's
injury possible.

3 Cases that cite this headnote

Attorneys and Law Firms

*662  Rhett G. Campbell, Kenneth M. Morris, John S.
Brannon, David Allen Furlow, Morris & Campbell, Houston,

http://www.westlaw.com/Link/Document/FullText?findType=L&pubNum=1000005&cite=DESTT8S160&originatingDoc=I44eebd80943311d9bc61beebb95be672&refType=SP&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.UserEnteredCitation)#co_pp_7b9b000044381
http://www.westlaw.com/Link/RelatedInformation/DocHeadnoteLink?docGuid=I44eebd80943311d9bc61beebb95be672&headnoteId=199723918905020140318035059&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=CitingReferences&contextData=(sc.UserEnteredCitation)
http://www.westlaw.com/Browse/Home/KeyNumber/101/View.html?docGuid=I44eebd80943311d9bc61beebb95be672&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.UserEnteredCitation)
http://www.westlaw.com/Browse/Home/KeyNumber/101k2856/View.html?docGuid=I44eebd80943311d9bc61beebb95be672&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.UserEnteredCitation)
http://www.westlaw.com/Browse/Home/KeyNumber/101k2856/View.html?docGuid=I44eebd80943311d9bc61beebb95be672&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.UserEnteredCitation)
http://www.westlaw.com/Link/Document/FullText?findType=L&pubNum=1000005&cite=DESTT8S160&originatingDoc=I44eebd80943311d9bc61beebb95be672&refType=SP&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.UserEnteredCitation)#co_pp_7b9b000044381
http://www.westlaw.com/Link/Document/FullText?findType=L&pubNum=1000005&cite=DESTT8S160&originatingDoc=I44eebd80943311d9bc61beebb95be672&refType=SP&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.UserEnteredCitation)#co_pp_7b9b000044381
http://www.westlaw.com/Link/RelatedInformation/DocHeadnoteLink?docGuid=I44eebd80943311d9bc61beebb95be672&headnoteId=199723918905120140318035059&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=CitingReferences&contextData=(sc.UserEnteredCitation)
http://www.westlaw.com/Browse/Home/KeyNumber/101/View.html?docGuid=I44eebd80943311d9bc61beebb95be672&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.UserEnteredCitation)
http://www.westlaw.com/Browse/Home/KeyNumber/101k1685/View.html?docGuid=I44eebd80943311d9bc61beebb95be672&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.UserEnteredCitation)
http://www.westlaw.com/Link/RelatedInformation/DocHeadnoteLink?docGuid=I44eebd80943311d9bc61beebb95be672&headnoteId=199723918905220140318035059&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=CitingReferences&contextData=(sc.UserEnteredCitation)
http://www.westlaw.com/Browse/Home/KeyNumber/11A/View.html?docGuid=I44eebd80943311d9bc61beebb95be672&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.UserEnteredCitation)
http://www.westlaw.com/Browse/Home/KeyNumber/11Ak11/View.html?docGuid=I44eebd80943311d9bc61beebb95be672&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.UserEnteredCitation)
http://www.westlaw.com/Link/RelatedInformation/DocHeadnoteLink?docGuid=I44eebd80943311d9bc61beebb95be672&headnoteId=199723918905320140318035059&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=CitingReferences&contextData=(sc.UserEnteredCitation)
http://www.westlaw.com/Browse/Home/KeyNumber/170A/View.html?docGuid=I44eebd80943311d9bc61beebb95be672&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.UserEnteredCitation)
http://www.westlaw.com/Browse/Home/KeyNumber/170Ak636/View.html?docGuid=I44eebd80943311d9bc61beebb95be672&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.UserEnteredCitation)
http://www.westlaw.com/Link/Document/FullText?findType=L&pubNum=1004365&cite=USFRCPR9&originatingDoc=I44eebd80943311d9bc61beebb95be672&refType=LQ&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.UserEnteredCitation)
http://www.westlaw.com/Link/Document/FullText?findType=L&pubNum=1004365&cite=USFRCPR9&originatingDoc=I44eebd80943311d9bc61beebb95be672&refType=LQ&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.UserEnteredCitation)
http://www.westlaw.com/Link/RelatedInformation/DocHeadnoteLink?docGuid=I44eebd80943311d9bc61beebb95be672&headnoteId=199723918905420140318035059&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=CitingReferences&contextData=(sc.UserEnteredCitation)
http://www.westlaw.com/Browse/Home/KeyNumber/11A/View.html?docGuid=I44eebd80943311d9bc61beebb95be672&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.UserEnteredCitation)
http://www.westlaw.com/Browse/Home/KeyNumber/11Ak8/View.html?docGuid=I44eebd80943311d9bc61beebb95be672&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.UserEnteredCitation)
http://www.westlaw.com/Browse/Home/KeyNumber/11Ak8/View.html?docGuid=I44eebd80943311d9bc61beebb95be672&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.UserEnteredCitation)
http://www.westlaw.com/Link/RelatedInformation/DocHeadnoteLink?docGuid=I44eebd80943311d9bc61beebb95be672&headnoteId=199723918905520140318035059&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=CitingReferences&contextData=(sc.UserEnteredCitation)
http://www.westlaw.com/Browse/Home/KeyNumber/272/View.html?docGuid=I44eebd80943311d9bc61beebb95be672&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.UserEnteredCitation)
http://www.westlaw.com/Browse/Home/KeyNumber/272k383/View.html?docGuid=I44eebd80943311d9bc61beebb95be672&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.UserEnteredCitation)
http://www.westlaw.com/Browse/Home/KeyNumber/272k383/View.html?docGuid=I44eebd80943311d9bc61beebb95be672&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.UserEnteredCitation)
http://www.westlaw.com/Browse/Home/KeyNumber/379/View.html?docGuid=I44eebd80943311d9bc61beebb95be672&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.UserEnteredCitation)
http://www.westlaw.com/Browse/Home/KeyNumber/379k119/View.html?docGuid=I44eebd80943311d9bc61beebb95be672&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.UserEnteredCitation)
http://www.westlaw.com/Link/RelatedInformation/DocHeadnoteLink?docGuid=I44eebd80943311d9bc61beebb95be672&headnoteId=199723918905620140318035059&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=CitingReferences&contextData=(sc.UserEnteredCitation)
http://www.westlaw.com/Link/Document/FullText?findType=h&pubNum=176284&cite=0205272101&originatingDoc=I44eebd80943311d9bc61beebb95be672&refType=RQ&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.UserEnteredCitation)
http://www.westlaw.com/Link/Document/FullText?findType=h&pubNum=176284&cite=0160200501&originatingDoc=I44eebd80943311d9bc61beebb95be672&refType=RQ&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.UserEnteredCitation)
http://www.westlaw.com/Link/Document/FullText?findType=h&pubNum=176284&cite=0184631701&originatingDoc=I44eebd80943311d9bc61beebb95be672&refType=RQ&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.UserEnteredCitation)
http://www.westlaw.com/Link/Document/FullText?findType=h&pubNum=176284&cite=0184631701&originatingDoc=I44eebd80943311d9bc61beebb95be672&refType=RQ&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.UserEnteredCitation)
http://www.westlaw.com/Link/Document/FullText?findType=h&pubNum=176284&cite=0177723701&originatingDoc=I44eebd80943311d9bc61beebb95be672&refType=RQ&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.UserEnteredCitation)


Askanase v. Fatjo, 130 F.3d 657 (1997)

40 Fed.R.Serv.3d 218, 12 Tex.Bankr.Ct.Rep. 6, 48 Fed. R. Evid. Serv. 543

 © 2016 Thomson Reuters. No claim to original U.S. Government Works. 9

TX, Andrew L. Jefferson, Jr., Houston, TX, for Plaintiffs–
Appellants.

Robert L. Ketchand, Houston, TX, John V. Singleton, Jr.,
Houston, TX, for Fatjo and Parkgate, Inc.

Leonard Harvey Simon, Todd Jeffrey Zucker, Bouar, Simon
& Miller, Houston, TX, for Bayou Park Club Partnership,
Elstead Investment Co., Housprops, Inc., Houstonian
Holdings Partnership, Jackson, Mannai, Fitness Investment N
V, Houstonian Estates Investment, *663  Mannai Investment
Co., Inc., Xantor, Inc., Parkgate Associated, Ltd. and Hfund,
Inc.

John Wesley Wauson, Wauson & Associates, Houston,
TX, for Hemelgarn, Beechmont Partnership, Coordinated
Spa Services, Inc., Great Lakes Leasing Agency, H
& C International, Hemelgarn Racing, Inc., Newtowne
Enterprises, Inc., Quad Cities, Ltd., Twenty–First Century,
Snideman and Management Accounting, Inc.

James Andrew Heaton, Ernst & Young, Washington, DC,
Melanie A. Gray, Gregory Scott Coleman and Mark Steven
Elias, Weil, Gotshal & Manges, Houston, TX, Ralph I. Miller,
Weil, Gotshal & Manges, Dallas, TX, for Ernst & Young.

Ronald J. Restrepo, Houston, TX, for Ramsey.

Albert Scott Solochek, Milwaukee, WI, for Stein, Zilber, JZL,
Ltd., ZL Co., Inc., Zilber, Inc. and Zilber, Ltd.

Appeal from the United States District Court for the Southern
District of Texas.

Before GARWOOD, DUHÉ and DeMOSS, Circuit Judges.

Opinion

DUHÉ, Circuit Judge:

[1]  Appellant, the Bankruptcy Trustee of LivingWell, Inc.
and related companies, appeals from a take nothing judgment
in favor of the Defendants, Ernst & Young, LivingWell's
auditors, and Tom Fatjo et al., who are either former
directors, officers, or shareholders of LivingWell, Inc. or
separate businesses owned by these officers, directors, or
shareholders. The fifteen issues asserted on appeal basically
involve five claims. First, the Trustee argues that he may
recover money LivingWell paid its subsidiaries, officers and
directors, and their related businesses. He does so under the
trust fund doctrine, which prohibits an insolvent corporation
from paying money or distributing assets to its directors in

preference to creditors. Second, the Trustee sues the directors
alleging misconduct and breach of the duty of loyalty and
care and their fiduciary duty. Third, the Trustee claims
that the directors fraudulently caused LivingWell to transfer
money and assets to themselves and unlawfully redeemed
LivingWell stock. Fourth, the Trustee sues the majority
shareholder, Ahmed Mannai, for damages on the basis that
Mannai controlled the board of directors through his two
agents and is therefore responsible as a director. Last, the
Trustee sues Ernst & Young, who audited LivingWell, for
breach of contract, negligence, gross negligence, fraud, and
fraud based conspiracy. We affirm.

I

In October of 1983, three Texas limited partnerships,
the Houstonian Properties, Ltd.(“HPLtd”), the Houstonian
Estates, Ltd.,(“HELtd”) and LivingWell, Ltd., and one
Texas general partnership, Houstonian General Partnership
(“HGP”) combined to form the Houstonian, Inc., a
Texas Corporation. The Houstonian's major assets were:
the Houstonian Properties Hotel, Conference Center,
and Club, the Manor and Ambassador Houses, twenty-
nine condominium units in the Houstonian Estates
Condominiums, a 4.8 acre parcel of land adjacent to the Club
and Condominium, the Houstonian Preventive Medicine
Center and its exclusive rights to market, develop, and
sell the LivingWell Programs and related operating assets.
In exchange for these assets HPLtd received Houstonian
Inc. common stock; HGP received common stock which it
distributed to HELtd; LivingWell received common stock. In

1985, the Houstonian was merged into LivingWell. 1

In 1984, LivingWell purchased 82 fitness clubs in the
southeastern United States for over $10 million cash, shares
of its common stock, and an agreement that, if, over the
next five years, the clubs achieved certain earnings goals,
then the sellers would receive additional consideration up
to $10 million (50% in cash and 50% in value of common
stock). Ron Hemelgarn, one of the principal shareholders of
the seller, became a LivingWell director.

In March of 1985, LivingWell acquired over 200 fitness
facilities nationwide for $15.5 *664  million cash, 1,774,750
shares of LivingWell common stock and 68,572 shares of
LivingWell's Series C Convertible Preferred Stock. As an
additional part of the transaction, LivingWell could issue up
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to 750,000 shares of common stock over the next five years if
one of the acquired groups reached specified earnings levels.

On March 29, 1985, Zibler, Ltd., purchased 50,000 shares
of LivingWell's Series D Convertible Preferred Stock for
$5 million. Zibler, Ltd., loaned an additional $10 million to
LivingWell and Zibler had the option to acquire warrants to
purchase 3,233,790 shares of common stock at prices of $4
to $8 per share.

A. Source of Capital
In September of 1985, LivingWell sold $16.1 million of 12%
convertible, subordinated debentures. Net proceeds were used
to pay existing debt and increase capital. Through 1985 and
into 1986, LivingWell successfully converted preferred stock
into common stock thereby raising additional funds in the
public markets. In May 1986, LivingWell sold $52 million
of subordinated debentures and warrants. Of the nearly $51
million in net proceeds, $40.15 million was used to retire
outstanding debts.

B. Relevant Transactions

1. PAC
In June 1986, LivingWell and certain of its individual
shareholders created a separate financing company,
Paramount Acceptance Corporation (“PAC”), a Delaware
corporation, to collect LivingWell's receivables. PAC had
its own officers and directors. Prior to PAC's creation,
LivingWell collected its receivables (club and membership
fees and dues) through its regional subsidiaries (LW North,
LW South, and LW Midwest).

2. Sale of Clubs
During 1986, LivingWell sold 41 clubs to Powercise, Inc., a
corporation formed by some LivingWell employees. Shortly
thereafter, T.H.E. Fitness Centers, Inc., an outside group,
acquired other of LivingWell's small clubs. As part of the
deal, T.H.E. received rights to the Powercise technology
owned by LivingWell and LivingWell received equivalent
stock in T.H.E.

3. Hfund Transaction
When the Houstonian Hotel and Conference Center
experienced financial difficulty that threatened foreclosure,
a new entity, called Hfund, Inc., was created. LivingWell
exchanged its interest in the Houstonian fitness operations for

preferred stock in the newly formed Hfund, Inc., a Delaware
corporation. Pursuant to the exchange, additional cash was
made available to the mortgage holder thereby avoiding
foreclosure.

4. Bankruptcy Filing
When the prospect of bankruptcy became apparent
LivingWell attempted to restructure its organization.
LivingWell continued its operations and in 1988 generated
$136 million in revenues. From 1988 through most of 1989,
LivingWell attempted to restructure its debt. In the meantime,
Powercise, T.H.E., and Hfund failed. LivingWell then filed

for bankruptcy protection in late 1989. 2  In October 1990,
LivingWell ceased to operate and converted from a chapter 11
to a chapter 7 filing. David Askanase was appointed Trustee

for LivingWell and FCA 3 , a wholly owned subsidiary of
LivingWell.

The Trustee sued most of LivingWell's directors, certain
officers and control persons, LivingWell's auditors, Ernst
& Young, and certain related parties. The Trustee sought
damages and recovery of sums paid to the directors and
their businesses during periods of alleged insolvency. He
also claimed: 1) that LivingWell and its subsidiaries had
made fraudulent transfers to directors and their businesses
for less than fair value; 2) that the defendant directors and
officers had breached their duties of due care and loyalty
*665  as well as their fiduciary duty; 3) that there was a

fraud based conspiracy; 4) breach of contract, negligence,
fraud and fraud based conspiracy against Ernst & Young; 5)
that the directors and Ahmed Mannai, a large shareholder,
had unlawfully redeemed stock. When LivingWell became
insolvent was central to the determination of certain claims
so the district court bifurcated the trial. In Phase One, which
determined solvency, the court granted LivingWell's Rule
50(a) motion for a judgment as a matter of law finding that
LivingWell was not insolvent before December 31, 1986.
The question of insolvency thereafter was submitted to the
jury, and it found that LivingWell was continuously insolvent
from December 31, 1986 until it filed for bankruptcy in
1989. Because the Trustee failed to submit the issue of the
LivingWell subsidiaries' solvency to the jury and no jury
finding was made, the district court deemed those claims
waived and determined that subsidiaries were solvent until
bankruptcy was filed. Based on the jury verdict and the court's
finding that the subsidiaries were not insolvent until filing,
the Appellees filed a series of motions for summary judgment
which the trial court granted. Thus, this appeal results from
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the district court's rulings during the insolvency trial and its
rulings on defendants' motions made after the jury finding.

II

We turn first to the claims dismissed by summary judgment
based on limitations.

A. Standard of Review
[2]  [3]  Summary judgment is reviewed de novo and the

evidence is viewed in the light most favorable to the motion's
opponent. Gremillion v. Gulf Coast Catering Co., 904 F.2d
290, 292 (5th Cir.1990) Summary judgment is inappropriate
when conflicting inferences and interpretations may be drawn
from the evidence. James v. Sadler, 909 F.2d 834, 836–37
(5th Cir.1990).

B. Limitations
The trial court found that limitations barred the Trustee's trust
fund claims, the director misconduct claims, the fraudulent
transfers claim, and the negligence claims against Ernst
& Young. The Trustee argues that the district court erred
because either the court misconstrued the applicable law of
limitations or alternatively did not toll the period.

1. Trust fund claims
[4]  The Trustee sued LivingWell's directors on the basis of

the trust fund theory of Texas law claiming that the directors
breached their fiduciary duty to LivingWell when they caused
LivingWell and its subsidiaries to make certain payments
to them and their businesses. The Trustee contends that the
district court erred in granting summary judgment against all

trust fund claims arising before October 27, 1987 4  because
it applied a two year period of limitations. Incredibly, the
Trustee argues that in Texas a four year statute of limitations
applies because four years is the limitations period for the
recovery of monies paid to a director/officer-trustee based on
a breach of fiduciary duty. Peek v. Berry, 143 Tex. 294, 184
S.W.2d 272, 275 (1944). Additionally, Appellant contends
that the four year limit should apply because that is the
limit for a breach of fiduciary duty claim which subsumes a
constructive fraud claim. Spangler v. Jones, 797 S.W.2d 125,
132 (Tex.App.—Dallas 1990, writ denied).

The district court was correct. The applicable period of
limitations is two years. Appellant relies heavily on Spangler

v. Jones, 797 S.W.2d 125 (Tex.App.—Dallas 1990, writ
denied) and our cases that follow its reasoning. See e.g., Sheet
Metal Workers Local No. 54 v. E.F. Etie Sheet Metal Co.,
1 F.3d 1464, 1469 (5th Cir.1993), cert. denied, 510 U.S.
1117, 114 S.Ct. 1067, 127 L.Ed.2d 386 (1994). However, we
rejected the reasoning of Spangler and our cases that followed
it in Kansa Reinsurance v. Congressional Mortg. Corp., 20
F.3d 1362, 1374 (5th Cir.1994):

[I]n Williams [v. Khalaf, 802 S.W.2d 651 (Tex.1990) ],
Texas' highest court expressly *666  stated that: “... In
general, torts developed from the common law action
for ‘trespass', and a tort not expressly covered by a
limitation provision nor expressly held by this court to be
governed by a different provision would presumptively be
a ‘trespass' for limitations purposes. The same common
law development simply does not apply to fraud as to
most other torts.” [Id.] at 654–55. Breach of fiduciary
duty is clearly a “tort” under Texas law and thus, would
appear to fall within this reasoning. Moreover, the Texas
Supreme Court declined to overrule prior decisions setting
forth a two-year statute of limitations for certain similar
tort claims, such as legal malpractice and breach of the
duty of good faith and fair dealing, which had been
raised as analogies for employing the two-year statute of
limitations for fraud. Williams, 802 S.W.2d at 654 n. 2. For
these reasons, we do not find persuasive the reasoning in
Spangler that Williams dictates the application of the four-
year statute of limitations for fiduciary duty claims and
decline to follow the opinions of this court which rely upon
Spangler.

Moreover, Smith v. Chapman, 897 S.W.2d 399 (Tex.App.—
Eastland 1995) held that the trust fund theory puts directors in
a fiduciary relationship to the creditors. Id. at 402. A breach
of that duty gives rise to the cause of action and is subject
to a two year statute of limitations. Id. Thus, the statute of
limitations for the trust fund claim is two years.

[5]  [6]  [7]  The Trustee further argues that even if the
applicable period is two years, limitations is tolled because
the discovery rule applies. The discovery rule, which applies
to both the act and the injury, requires that a claim be (a)
inherently undiscoverable and (b) objectively verifiable. S.V.
v. R.V., 933 S.W.2d 1, 6 (Tex.1996). Moreover, the Trustee
contends, even if the discovery rule does not apply, the
adverse domination theory tolls limitations. For this tolling
principle to apply, the interested directors must constitute a
majority of the board of directors, FDIC v. Henderson, 61
F.3d 421, 428 (5th Cir.1995), and the Trustee must show
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intentional misconduct by the directors. RTC v. Acton, 49 F.3d
1086, 1091 (5th Cir.1995).

[8]  [9]  [10]  [11]  [12]  Neither the discovery rule
nor the adverse domination theory tolls limitations in this
case. The discovery rule assumes that the wrongful act is
inherently undiscoverable. S.V. v. R.V., 933 S.W.2d at 6.
This assumption is in direct conflict with the general rule
that courts are to impute an officer/director's knowledge to
the corporation. See FDIC v. Ernst & Young, 967 F.2d 166,
170 (5th Cir.1992)(imputing a bank officer's knowledge to
the bank). Texas law applies the imputation principle to
determine when the statute of limitations begins to run on
a corporation's claim. FDIC v. Shrader & York, 991 F.2d
216, 222 (5th Cir.1993), cert. denied, 512 U.S. 1219, 114
S.Ct. 2704, 129 L.Ed.2d 832 (1994). Courts will impute
knowledge to the corporation as long as the officer/director
is acting on the corporation's behalf. FDIC v. Ernst &
Young, 967 F.2d at 171. As this sentence implies and as the
Appellees acknowledge there is an exception to imputation.
If the plaintiff can show that the officer/director was acting
adversely to the corporation and entirely for his own or
another's purpose, then limitations will be tolled. FDIC v.
Shrader & York, 991 F.2d at 223–24. The officer/director,
though, must act so that his endeavors are so incompatible that
they destroy the agency. Id. Appellant has made no showing
that the Appellees acted entirely for their own purpose.
Appellant argues that the Appellees breached their fiduciary
duty by unlawfully preferring themselves; however, while
there is some evidence that the corporation overpaid for some
transactions, we agree with the district court that this evidence
does not raise a material fact issue that the Appellees acted
entirely for their own purposes.

[13]  [14]  Nor does the adverse domination exception
toll the statute. Assuming that the interested directors are a
majority, the Trustee must also prove intentional misconduct.
RTC v. Acton, 49 F.3d at 1090–91. In Acton, this Court
held that mere negligence was insufficient to trigger adverse
domination. Id. There had to be active participation in
wrongdoing. In FDIC v. Dawson, 4 F.3d 1303, 1312 (5th
Cir.1993), cert. denied, 512 U.S. 1205, 114 S.Ct. 2673, 129
L.Ed.2d 809, this Court implied that breach of fiduciary
*667  duty was not sufficient to trigger adverse domination:

“We do not believe that Texas
courts would extend the ‘very narrow
doctrine’, Shrader & York, 991 F.2d
at 227, of adverse domination to
cases in which the wrongdoing by a

majority of the board amounts to mere
negligence. To do so would effectively
eliminate the statute of limitations
in all cases involving a corporation's
claims against its directors.”

There must be active participation in wrongdoing or fraud.
Id. Even gross negligence is not enough. RTC v. Acton,
49 F.3d at 1091. Moreover, in RTC v. Bright, 872 F.Supp.
1551, 1565 (N.D.Tex.1995), the court found that breach
of fiduciary duty does not satisfy Dawson 's active fraud
requirement. As the district court explained, under Texas
law, breach of fiduciary duty is constructive fraud by virtue
of the breach itself. Id. Constructive fraud does not require
active participation because a duty may be breached through
mere negligence. Here, as the Trustee alleges in his Second
Amended Complaint, he seeks to recover all preferential
payments made to Appellees “regardless of whether the
payment was for a lawful purpose or [a] permissible debt
owing by the Company to the director.” Such a claim does
not allege intentional wrongdoing.

We affirm the district court's grant of summary judgment
against all trust fund claims that arose before October 27,

1987. 5

2. Director misconduct claims
[15]  Again, the Trustee contends that the district court erred

in granting summary judgment based on a two year statute
of limitations. He argues that the misconduct was a breach of
fiduciary duty and intentional wrongdoing which entitled him
to a four year limitations period. For the reasons stated above,
we disagree.

In response to the claim of intentional misconduct, the
Appellees argue that the Trustee did not allege fraud in
Count I (corporate waste, mismanagement, negligence, gross
negligence, and breach of fiduciary duty of officers and
directors) of the First Amended Complaint. Nor did the
Trustee add any new allegations in the Second Amended
Complaint. In fact, in the Plaintiff's Response and Opposition
to Defendant's Rule 9, 12(e), and 12(b) Motions to Dismiss,
Appellant stated that “five of the six claims that collectively
comprise Count I are not even arguably fraud based.” While
Appellant acknowledged that breach of fiduciary duty is
constructive fraud, he argued vociferously that constructive
fraud is not actual fraud and thus, his claim is not fraud based.
The Trustee stated in his Response:
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As they did in their original motion
to dismiss, the defendants further
devote a considerable portion of
their efforts to the proposition that
fraud pleadings must sufficiently
specify which defendants committed
which fraudulent acts ... This
proposition remains undoubtedly true
and especially so in cases alleging
common law fraud, securities fraud,
and/or RICO violations, all of which
are subject to Rule 9(b)'s heightened
pleading requirements. This case,
however, invokes none of those types
of claims. (emphasis in the original)

The Trustee contends in this Court that his response in the
district court to the First Amended Complaint cannot be used
against him because he made new allegations of fraud in
the Supplemental Complaint. He contends that he clearly
stated that Appellees joined Ernst & Young in a fraud-based
conspiracy; therefore, the period of limitations is four years.
This argument ignores, however, the fact that the conspiracy
claim was brought against Ernst & Young only. The Trustee
brought no new claims against the LivingWell directors. We
affirm the district court's finding that the period of limitations
is two years.

[16]  The Trustee again argues that even if the period of
limitations is two years, the adverse domination theory tolls
the statute. For the reasons stated in section 1 above, adverse
domination does not toll the statute. Therefore, we affirm the
trial court's finding that the director misconduct claims that
arose before October 27, 1987 are time barred.

*668  3. Fraudulent transfers
[17]  [18]  Both Appellant and Appellee agree that the

limitations period for fraudulent transfers is four years and
that no claim after October 27, 1985 is barred. The Trustee
claims, however, that the claims before October 27, 1985 are
not barred because the discovery rule applies. Additionally,
the Trustee argues that the district court erred by ruling
that the adverse domination theory did not apply because
the Trustee could not show that the directors were active
participants in wrongdoing. For the reasons discussed in
section 1 above, we affirm the district court's ruling that all
fraudulent transfer claims arising before October 27, 1985 are
barred.

[19]  [20]  We also affirm the district court's finding that

limitations had run on all of FCA's 6  transfers made before

October 25, 1987. 7  All issues not briefed are waived.
Villanueva v. CNA Ins. Co., 868 F.2d 684, 687 n. 5 (5th
Cir.1989); Cinel v. Connick, 15 F.3d 1338, 1345 (5th
Cir.1994). Here, the Appellant does not contest this finding
in his brief.

4. Negligence claim against Ernst & Young
[21]  The statute of limitations for negligence in Texas is two

years from the time the tort was committed. TEX. CIV. &
REM. CODE § 16.003(a) (Vernon 1994); Kansa, 20 F.3d at
1372. Here, Ernst & Young completed its allegedly negligent
audit opinion March 31, 1987, and LivingWell did not file for
bankruptcy until October 27, 1989; therefore the claim was
already time barred at the time of bankruptcy. Thus, unless the
Trustee can show that the statute was tolled, the negligence
claim against Ernst & Young is time barred.

The Trustee argues that the discovery rule tolls the statute
of limitations and that the directors were unaware of the
allegedly negligent audit; however, this argument is specious.
The Trustee contradicts himself in his own brief. He argues
that the directors had knowledge of the allegedly negligent
audit and intended that the audit be inaccurate when he argues
the fraud and conspiracy claims against Ernst & Young.
When he argues the negligence claim, however, the Trustee
asks this Court to disregard his claims of knowledge and
intent. He cannot have it both ways. If the directors had the
requisite knowledge and intent for the fraud and conspiracy
claims, then that knowledge is imputed to the corporation
unless the Appellant makes a showing of adverse interest. See
FDIC v. Shrader & York, 991 F.2d at 223–24. As previously
noted, Appellant has made no showing that the directors acted
entirely for their own interest and against the interests of
the corporation; therefore, Appellant has failed to make a
showing of adverse interest.

In the alternative, the Trustee argues that Ernst &
Young fraudulently concealed its wrongdoing and that
the LivingWell directors conspired with Ernst & Young
to conceal their misconduct. Again, this argument is
contradictory. Either the directors knew or they did not
know of the allegedly bad audit. If the directors knew, then
the knowledge is imputed to the corporation. See FDIC v.
Shrader & York, 991 F.2d at 223–24.
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[22]  [23]  Moreover, even if the directors were unaware
that the audit was performed negligently, the discovery rule
would still not apply. As stated earlier, the discovery rule
requires (a) inherent undiscoverability and (b) objectively
verifiable evidence. S.V. v. R.V., 933 S.W.2d at 6. Objectively
verifiable evidence is the key factor for determining the
discovery rule's applicability. Id. The Trustee states that he
has a “plethora of contemporaneous records” verifying Ernst
& Young's misconduct, but the only evidence of these records
is a cite to the record that does not exist. Trustee's Reply Brief
p. 43–44, citing R. 58/15791.

*669  [24]  Finally, in the face of directly contrary authority,
the Trustee claims that the statute is tolled by the doctrines
of repeated reassurance and continuous representation. The
Trustee contends that the Texas Supreme Court adopted the
rule of continuous representation in Hughes v. Mahaney
& Higgins, 821 S.W.2d 154, 157 (Tex.1991), Gulf Coast
Inv. Corp. v. Brown, 821 S.W.2d 159, 160 (Tex.1991), and
Rowntree v. Hunsucker, 833 S.W.2d 103, 104–08 (Tex.1992);
however, the Trustee is incorrect in his understanding of
these cases. Hughes and Gulf Coast stand for the proposition
that when an attorney commits malpractice, the statute of
limitations is tolled on the malpractice claim until all appeals
on the underlying claim are exhausted. Hughes, 821 S.W.2d
at 157; Gulf Coast Inv. Corp., 821 S.W.2d at 160. Rowntree
is a medical malpractice case that decides when a continuing
course of treatment ended for tolling purposes. Rowntree, 833
S.W.2d at 106–08.

Not only does Appellant incorrectly interpret the above
cases, but the Texas Supreme Court in Willis v. Maverick,
760 S.W.2d 642 (Tex.1988) held that the continuous
representation doctrine does not apply in Texas. There,
the court held that the discovery rule was more in line
with previous Texas cases and better balanced the policies
underlying the statute of limitations. Id. at 645 n. 2. Therefore,
we affirm the district court's holding that the Trustee's
negligence claim against Ernst & Young is barred.

III

We review now claims not disposed of by limitations.

A. Standard of Review
[25]  [26]  [27]  As before, claims decided on summary

judgment are reviewed de novo. Decisions to admit or exclude

evidence are reviewed for abuse of discretion. Kelly v. Boeing
Petroleum Services, Inc., 61 F.3d 350, 356 (5th Cir.1995).
Findings on choice of law, the definition of insolvency, the
applicability of the trust fund doctrine, the motions to strike,
the Rule 49(a), Rule 50(a), Rule 12(b)(6) and Rule 9(b)
motions to dismiss are also reviewed de novo. Pullman–
Standard v. Swint, 456 U.S. 273, 287, 102 S.Ct. 1781, 1789,
72 L.Ed.2d 66 (1982); Joslyn Mfg. Co. v. Koppers Co., 40
F.3d 750, 753 (5th Cir.1994); Little v. Liquid Air Corp., 37
F.3d 1069 (5th Cir.1994) (en banc ); Conkling v. Turner,
18 F.3d 1285 (5th Cir.1994). Admissibility of expert witness
testimony is reviewed for manifest error. Christophersen v.
Allied Signal Corp., 939 F.2d 1106, 1109–10 (5th Cir.1991)
(en banc ).

B. Insolvency on a Consolidated Basis
[28]  Following the trial on insolvency, the Appellees moved

for summary judgment on the fraudulent conveyance and trust
fund claims asserted against the subsidiaries. The Trustee
argued that LivingWell and its subsidiaries were a single
business enterprise, and the jury's finding that LivingWell
was insolvent as of December 31, 1986 was the same as
finding LivingWell and the subsidiaries insolvent as a single

business enterprise. 8  The Appellees countered by filing a
Rule 49(a) motion requesting that the district court find
that LivingWell and its wholly owned subsidiaries were not
insolvent on a consolidated basis at any time before October
27, 1989. Under Rule 49(a), if the court requires the jury to
return only a special verdict in the form of a special written
finding upon each issue of fact and the verdict omits any issue
of fact raised by the pleadings or evidence, then each party
waives the right to a jury determination of the omitted issue.
The court is then free to supply the finding on the issue. FED.
R. CIV. P. 49(a).

[29]  The district court granted both the summary judgment
motions and the Rule 49(a) motion. In granting summary
judgment, the district court stated that Appellant had
failed to raise his single business enterprise theory during
the insolvency trial. Appellant had, instead, treated the
subsidiaries as separate from LivingWell. The court held that
the evidence, therefore, failed to establish the subsidiaries'
insolvency and so found the subsidiaries solvent at all
relevant times. Because they were solvent at all relevant
times and because the record indicated that *670  the
businesses maintained separate books, the court found the
single business enterprise theory inapplicable. Thus, the court
granted summary judgment for all preference and fraudulent
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conveyance claims against the LivingWell subsidiaries.
While it is unclear why the district court granted both the
motion for summary judgment and the Rule 49(a) finding,
we hold that the district court did not err in making the Rule
49(a) finding. Having made that finding, the Trustee's single
business enterprise theory is deprived of a factual basis upon
which to stand, and we do not address it.

[30]  [31]  Appellant correctly states that a Rule 49(a)
finding cannot be inconsistent with the jury verdict. McDaniel
v. Anheuser–Busch, Inc., 987 F.2d 298, 306–307 (5th
Cir.1993). The Appellant argues that the Rule 49(a) finding
is inconsistent because, since the jury found LivingWell
insolvent, then by definition LivingWell on a consolidated
basis was insolvent. In support, the Trustee points out
that LivingWell's assets included the stock of its three
wholly owned subsidiaries: LW North, LW South, and LW
Midwest. In calculating the effect of the subsidiaries' stock on
LivingWell's worth, the Trustee argues that the subsidiaries
assets have a positive value when their fair market value
exceed liabilities and a zero value when liabilities exceed
assets. Thus, LivingWell's balance sheet solvency necessarily
determines the solvency of its subsidiaries.

We reject the Trustee's arguments. The finding is not
inconsistent with the verdict. As the Appellees point out,
the Trustee cites no legal or accounting authority for his
argument that LivingWell's solvency necessarily determines
the solvency of its subsidiaries. For example, the Trustee
argues that the subsidiaries' stock value was equal to their
assets minus their liabilities. Stock, however, is not valued
so easily. There are other factors to take into account such as
the type of stock and its marketability. See S. Ritchie and J.
Lamberth, The Valuation Process of Closely Held Corporate
Stock, 54 Tex. B.J. 548, 550–54 (1991). Moreover, according
to accounting standards of the Financial Accounting
Standards Board, intercompany balances and transactions are
eliminated when considering a company on a consolidated
basis. These intercompany balances and transactions
include open account balances, security holdings, sales
and purchases, interest, and dividends. Intercompany loss
or profit is not considered. GENERAL STANDARDS,
Consolidation Procedure Generally, § C51.109 (Financial
Accounting Standards Bd.1986). Additionally, it could
be that LivingWell's subsidiaries were solvent but that
LivingWell's debts were so great that LivingWell on a
consolidated basis is insolvent. Thus, LivingWell's balance
sheet solvency does not necessarily determine the solvency of
its subsidiaries; therefore, we affirm the district court's Rule

49(a) finding that LivingWell and its subsidiaries were not
insolvent on a consolidated basis until October 27, 1989.

C. LivingWell's Insolvency

1. Choice of Law
[32]  [33]  Federal courts sitting in Texas apply the law of

the state of incorporation when a corporation's internal affairs
are implicated. Maher v. Zapata Corp., 714 F.2d 436, 464
(5th Cir.1983). The Trustee contends that the court erred in
deciding that Texas law controlled all trust fund claims. He
contends that because trust fund doctrine claims cannot exist
unless the payee of the challenged transaction is a director of
an insolvent company, the trust fund claims here implicate the
internal affairs of LivingWell. Further, because LivingWell
reincorporated in Delaware June 12, 1985, Delaware law
should control all trust fund claims arising after that date.

In Edgar v. MITE Corp., 457 U.S. 624, 645, 102 S.Ct. 2629,
2642, 73 L.Ed.2d 269 (1982), the Supreme Court defined
the internal affairs of a corporation as “matters peculiar to
the relationships among or between the corporation and its
current officers, directors, and shareholders[.]” The question,
here, then is whether allegedly preferential transfers in a
bankruptcy context are matters peculiar to the relationship
between a corporation and its directors and officers. We hold
they are not. Here, the trust fund claims involve the rights of
third party creditors. These claims, then, are not peculiar to
*671  the relationship between LivingWell and its officers

and directors.

[34]  Having decided that the place of incorporation does
not decide necessarily which law to apply to the trust fund
claims arising as of June 12, 1985, we must still decide
what law does apply. To do so, we look to the Restatement
(Second) of Conflict of Laws. Section 301 states that when a
corporation acts in a way that an individual can, the choice of
law principles that apply to non-corporate parties apply to the
corporation. RESTATEMENT (SECOND) OF CONFLICT
OF LAWS § 301 (1971). Those principles, referred to as the

“most significant relationship” test, are stated in § 6 9 , and
Texas has adopted and applies that test. Duncan v. Cessna
Aircraft Co., 665 S.W.2d 414, 421 (Tex.1984). Thus, we
apply that test. Here, LivingWell's only tie with Delaware is
that it was incorporated there; however, its principal place
of business was in Texas, the challenged payments were
made from Texas, LivingWell's board met in Texas, and
LivingWell's principal asset, the Houstonian, was in Texas.
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Therefore, we affirm the district court's holding that Texas
law and not Delaware law applies.

2. The Merits
[35]  To bring a trust fund claim in Texas, the corporation

must be insolvent and have ceased doing business when
the challenged transactions occurred. Mancuso v. Champion
(In re Dondi Financial Corp.), 119 B.R. 106, 111
(Bankr.N.D.Tex.1990).

The Trustee makes several claims as to both elements. First,
he argues that the district court erroneously restricted his
proof of insolvency to the balance sheet test which focuses on
whether liabilities exceeded assets at a fair valuation. See 11
U.S.C. § 101(32). Rather, the Trustee, pointing to Fagan v. La
Gloria Oil & Gas Co., 494 S.W.2d 624, 629 (Tex.Civ.App.-
Houston (14th Dist.) 1973), claims that he was entitled to
prove insolvency either through the balance sheet test or
by showing that LivingWell was unable to meet currently
maturing debts in the ordinary course of business. Assuming
arguendo that the Trustee is correct, the error is harmless.
The Trustee wants to use the second definition of insolvency
to prove that LivingWell was insolvent before December 31,
1986; however, Appellant's trust fund claims arising before
October 27, 1987 are time barred. Thus, the error is harmless.

Second, the Trustee contends that the court erroneously
excluded evidence which he contends would have shown that
LivingWell was insolvent before December 31, 1986. Again,
assuming arguendo that the court erred, the error is harmless
since all claims arising before October 27, 1987 are time
barred.

Third, the Trustee contends that the district court erred in
granting the Rule 50(a) motion finding that LivingWell was,
as a matter of law, solvent for all periods before December
31, 1986. Again, the error was harmless for the reasons stated
above.

[36]  [37]  The Trustee's final argument concerning trust
fund claims is that the district court erred in granting summary
judgment dismissing the remaining trust fund doctrine claims.
As mentioned above, to pursue a successful trust fund claim,
one must prove that a corporation is a) insolvent and b)
ceased to do business at the time of the challenged transaction.
Fagan v. La Gloria, 494 S.W.2d at 628. If the plaintiff,
however, cannot show that the corporation has ceased doing
business, his claim may still succeed if the plaintiff can show
that the corporation has ceased doing business in good faith.

Id. at 631. Here, the Trustee *672  claims that there was
substantial evidence that the Appellees acted in bad faith. In
support of his argument, the Trustee refers to his summary
of evidence and the testimony of three witnesses: Knepper,
Harris, and Schwartz. This evidence however is not sufficient
to overcome summary judgment. The summary of evidence
is nothing but a summation of conclusory affidavit testimony,
and the testimony of the first two witnesses was inadmissible
for reasons explained below in section III E. As for the third
witness, Schwartz, he merely states that certain data suggest
that one transaction was suspect. Therefore, we affirm the
district court's dismissal of the trust fund claims.

D. The Subsidiaries' Insolvency
[38]  The district court granted Appellee's 50(a) motion

finding that the subsidiaries were solvent until October 27,
1989. Appellant argues that this finding was error because
he had both direct and indirect evidence of the subsidiaries,
insolvency under either the balance sheet or the equity test.
The Trustee, however, points to no evidence the subsidiaries'
liabilities were greater than their assets. Rather, he discusses
LivingWell's insolvency. As previously noted, the fact that
LivingWell was insolvent does not necessarily show the
subsidiaries' insolvency.

In arguing that the subsidiaries were insolvent under the
equity test because they were unable to pay their debts
as they matured, the only evidence the Trustee offers is
the testimony of Randy Watson who testified that “We
showed nice profits, but cash flow-wise, we were broke.”
This testimony concerned only LivingWell South and is not
enough to overturn the Rule 50(a) finding. We affirm the
district court's finding that LivingWell's subsidiaries were not
insolvent before October 27, 1989.

[39]  The Trustee contends that the district court erred in
refusing to allow the Trustee to recover payments FCA made
as a nominee for LivingWell. The district court found, and
the Trustee does not dispute, that the statute of limitations
barred the recovery of transfers of money that belonged

exclusively to FCA. 10  While Appellant argued he could still
recover transfers FCA made as a nominee of LivingWell,
the court rejected that argument stating this claim fell within
the “single business enterprise” claims which the court had
already rejected. The Trustee argues that the “single business
enterprise” theory is irrelevant as recovery is simply a matter
of agency or nominee relationship. Appellant, though, does
not offer this Court any evidence of agency or a nominee
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relationship; therefore, we have no basis upon which to
reverse the district court. We affirm the district court's grant
of summary judgment on all trust fund claims based upon
transfers FCA made before October 27, 1989.

E. Director Misconduct
[40]  Appellant argues that the district court erroneously

excluded or ignored his evidence of director misconduct. In
the case of William Knepper, one of Appellant's experts,
the court ruled the proffered testimony inadmissible because
Knepper was a lawyer and his testimony would be conclusory
and cumulative. The Trustee argues that this was manifest
error because the fact that Knepper is a lawyer does not
per se disqualify him as an expert witness. Rather, the
issue is whether Knepper had specialized training, education,
and experience that would enable him to assist the jury
in determining issues of director misconduct. The Trustee
contends that Knepper has the necessary training, education,
and experience because Knepper has been practicing law
for 60 years, 25 of which were in the fields of corporate
officer and director liability, director's and officer's indemnity
insurance, and professional liability insurance.

[41]  [42]  We agree that merely being a lawyer does not
disqualify one as an expert witness. Lawyers may testify as
to legal matters when those matters involve questions of fact.
See e.g., Huddleston v. Herman & MacLean, 640 F.2d 534,
552 (5th Cir. Unit A March 1981), aff'd in part, rev'd in
*673  part on other grounds, 459 U.S. 375, 103 S.Ct. 683,

74 L.Ed.2d 548 (1983)(lawyer could testify that language
in a boilerplate contract was standard because the effect of
the language went to scienter). However, “it must be posited
as an a priori assumption [that] there is one, but only one,
legal answer for every cognizable dispute. There being only
one applicable legal rule for each dispute or issue, it requires
only one spokesman of the law, who of course is the judge.”
Specht v. Jensen, 853 F.2d 805, 807 (10th Cir.1988) (internal
citations omitted).

The Specht case involved a warrantless search. There, the
plaintiff's expert witness testified that warrantless searches
were unlawful, that the defendants committed a warrantless
search, that the only possible exception was unavailable,
and that the acts of an individual could be imputed to the
accompanying officer under § 1983. Id. at 808. The Tenth
Circuit held that such testimony was not only inadmissible
but harmful. The Court stated that while experts could give
their opinions on ultimate issues, our legal system reserves
to the trial judge the role of deciding the law for the benefit

of the jury. Id. at 808–09. Moreover, allowing attorneys to
testify to matters of law would be harmful to the jury. Id. at
809. First, the jury would be very susceptible to adopting the
expert's conclusion rather making its own decision. There is
a certain mystique about the word “expert” and once the jury
hears of the attorney's experience and expertise, it might think
the witness even more reliable than the judge. Id. Second, if
an expert witness were allowed to testify to legal questions,
each party would find an expert who would state the law in the
light most favorable to its position. Such differing opinions
as to what the law is would only confuse the jury. Id. Thus,
the issue here is whether Knepper is testifying to purely legal
matters or legal matters that involve questions of fact.

In the report that Knepper submitted to Appellant, he stated
that he would give his opinion on “[w]hether LivingWell's
officers and directors fulfilled their fiduciary duties to the
Company, its creditors, and shareholders. If not, how and to
what extent did [they] breach their fiduciary duties.” Such
testimony is a legal opinion and inadmissible. Whether the
officers and directors breached their fiduciary duties is an
issue for the trier of fact to decide. It is not for Knepper to tell
the trier of fact what to decide. Therefore, the trial court did
not err in finding Knepper's testimony inadmissible.

[43]  Even without Knepper's testimony, the Trustee argues
he could still prove director misconduct through his summary
of evidence, through the testimony of other expert witnesses,
and through the affidavit of a former LivingWell employee,
Russell Harris.

Most of the “substantial evidence” in the summary of
evidence was either based on claims that were time barred or
based on conclusory statements in affidavits. The evidence
that does not fall within these two categories, such as
statements that the board of LivingWell declined to issue
written directions to its consultants, is not sufficient to
overcome summary judgment.

[44]  As for the testimony of the other expert witnesses, their
opinions either were based on claims that are time barred or
were tentative and preliminary and therefore insufficient to
overcome summary judgment. Moreover, the district court
properly sustained the objection to Russell Harris' affidavit.
While it purports to show personal knowledge on its face,
there is sufficient sworn testimony to show that he does not
have personal knowledge.
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For the above reasons we affirm the district court's grant of
summary judgment on the director misconduct claims.

F. The Fraudulent Transfers
[45]  The Trustee brings his fraudulent transfer claims under

TEX. BUS. & COM. CODE § 24.006(a) which requires the
claimant to prove that the transferor was (1) insolvent at the
time of the transfer and (2) received less than fair value for the
consideration it paid. We assume, and the Appellees do not
contest, that the Trustee has standing to avoid the preferences

LivingWell made. 11

*674  The district court dismissed both LivingWell's
fraudulent transfer claims arising before December 31, 1986
and the subsidiaries' claims arising before October 27, 1989.
The Trustee argues that this was error because there was
substantial evidence that LivingWell and its subsidiaries
transferred money and assets while insolvent for less than
fair value. To prove that the district court erred where the
subsidiaries are concerned, the Trustee again argues the single
business enterprise theory. For the reasons stated above in
section III D, we reject that theory and affirm the district
court's finding that the subsidiaries were solvent at all times
before October 27, 1989.

[46]  As for LivingWell, the Trustee argues that the finding
that LivingWell was not bankrupt before December 31,
1986 was error. We agree. TEX. BUS. & COM. CODE §
1.201 states that unless otherwise provided the definition of
“insolvent” is either a person who has ceased to pay bills in
the ordinary course of business or cannot pay debts as they
come due or is insolvent within the meaning of the federal
bankruptcy code. TEX. BUS. & COM. CODE § 1.201(23).
Appellees argue that this is not the correct definition because
until 1993 the definition was “generally unable to pay
debts” not cannot pay debts. Assuming arguendo that the
Appellees are correct, the trial court still erroneously limited
the definition of insolvency to the balance sheet test. The
error, however, was harmless because the Trustee has not
raised an issue of fact as to lack of fair value.

[47]  The Trustee has preserved error with regard to four
transactions: the Gold Membership, the advertising fees paid
to Hemelgarn Racing, the equipment rental payments made
to MWB Leasing, and the payments to the Officer & Director
(“O & D”) insurance trust. While the Trustee does mention
“other transactions” such as salary and consulting fees, he
does not tell this Court either the place in the record to find

the evidence or what the evidence is that supports his claim
of excessive fees and salaries. Both are required. Moore v.
FDIC, 993 F.2d 106, 107 (5th Cir.1993).

[48]  The Appellees argue that the claim regarding the
Gold Membership is baseless because the transferee is not a
party to the appeal. Because the Trustee had settled with the
transferee, the Trustee can no longer pursue this fraudulent
transfer claim. The Trustee did not respond to this argument
so we assume that the Trustee was made whole by the
settlement.

[49]  As for the advertising fees paid to Hemelgarn Racing,
Inc., the Trustee relies wholly upon an expert witness report.
The expert's report, though, states that his conclusions are
“tentative and preliminary”. Such evidence is not sufficient
to overcome summary judgment. The same problem afflicts
the expert report on the value of the lease payments made
to MWB Leasing. There, the expert states that his opinion
is only preliminary and is subject to a full appraisal report.
In fact, he only states “the actual payments appear to be
excessive in the range of approximately 20% over fair
market value” (emphasis added). Again, such evidence is not
sufficient to overcome summary judgment.

The Trustee's final fraudulent transfer claim involves the O &
D insurance trust fund. This claim also fails. The sole basis for
the Trustee's claim that no value was received for the transfer
was the testimony of the lawyer, Knepper. For reasons which
we explained above, Knepper's testimony was excluded.
Because the evidence supporting the O & D insurance trust
fund claim fails, the claim also fails. Therefore, we affirm the
district court's grant of summary judgment for the fraudulent
transfer claims.

G. Unlawful Stock Redemption
[50]  [51]  The Trustee alleges that on March 31, 1988

LivingWell redeemed some of its stock by reacquiring
LivingWell common stock owned by Hfund. Because
LivingWell is a Delaware corporation, Delaware  *675
law controls. Section § 160(a)(1) of the Delaware General
Corporation Law states in pertinent part:

Every corporation may ... redeem ...
its own shares; provided, however, that
no corporation shall: (1) ... redeem
its own shares of capital stock for
cash or other property when the capital
of the corporation is impaired or
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when such ... redemption would cause
any impairment of the capital of the
corporation[.] DEL. CODE ANN. tit.
8, § 160(a)(1) (1996).

The purpose of the statute is to protect creditors. In
re Reliable Manufacturing Corporation, 703 F.2d 996,
1001 (7th Cir.1983). The statute is designed to prevent a
corporation from rearranging its capital structure so as to
alter the assumed basis upon which creditors have extended
credit. Id. In other words, the statute prevents a corporation
from defrauding its creditors by redistributing assets to its
shareholders. Id.

We assume without deciding that there was a redemption.
Moreover, LivingWell, by jury finding, was insolvent when
the assumed redemption occurred. Thus the corporation
was impaired. The issue, however, is whether LivingWell
redeemed the stock to defraud its creditors. The Trustee
does not show this Court how the redemption defrauded
LivingWell's creditors. On the contrary, the Appellees offer
evidence that the redemption was part of dispute settlement
and enabled LivingWell to pay off certain existing debts.
LivingWell's redemption does not fall within the purposes of
§ 160; therefore, we affirm summary judgment.

H. Claims Against Majority Shareholder Mannai
There are three claims the Trustee alleges against
LivingWell's majority shareholder, Ahmed Mannai, and
his companies. First, that Mannai himself participated
in intentional misconduct, fraud-based conspiracy, and
wrongdoing. Second, that Mannai and his companies received
payment for the unlawful stock redemption, and third, that
Mannai is liable as a director because of his control over
LivingWell's board of directors, including the placement of
his agents on the board. The district court dismissed the first
two claims for being inadequately pled because they were
not specified in the Second Amended Complaint and because
the Trustee stated in his deposition that the agency theory

was the exclusive basis for suing Mannai. 12  The Trustee
contends that this was error because a theory of recovery does
not have to be stated specifically; rather, the pleadings only
have to give adequate notice. The Trustee, however, does
not show this Court how his Second Amended Complaint
gives adequate notice. We affirm the dismissal of the first two
claims.

[52]  The sole issue, then, is whether the district court
erred in granting summary judgment on the Trustee's agency

claim. The Trustee argues that a shareholder who controls an
insolvent corporation stands in a fiduciary relationship to the
corporation. 12B FLETCHER, CYCLOPEDIA OF LAW OF
PRIVATE CORPORATIONS § 5765 (rev.perm. ed.1990).
The Trustee contends that Mannai controlled the board of
directors because he helped create LivingWell, was its largest
shareholder, participated in the decision to create PAC and
through one of his companies, to pledge LivingWell stock
to borrow money through PAC. Moreover, he participated in
the decision to create Hfund and owned 100% of the equity
in that company. Most important, he controlled LivingWell
by placing two of his agents on the board of LivingWell
and Hfund. Assuming arguendo that all these statements are
true, they do not show that Mannai completely dominated
the board of LivingWell. As Appellees point out, and the
Trustee does not contradict, during the periods that Mannai's
two “agents” served concurrently on LivingWell's board, the
LivingWell board had no fewer than eight members. Thus,
they were never a majority of the board and Mannai could not
have exercised complete domination. Therefore, we affirm
the district court's grant of summary judgment for the claims
against Mannai.

*676  I. The Ernst & Young Claims
[53]  The Trustee's claims against Ernst & Young are for

breach of contract, fraud, and fraud based conspiracy. The
Trustee, to support the contract claim, merely tells this court
that the trial court's 12(b)(6) dismissal of the claim was error
and that he is entitled to recover the fees paid for the audit. As
Ernst & Young correctly points out, we decided in FDIC v.
Ernst & Young, 967 F.2d 166, 172 (5th Cir.1992) that Texas
law does not permit a breach of contract claim based upon
accounting malpractice. Therefore, we affirm the dismissal of
the breach of contract claim.

[54]  [55]  In deciding the fraud and fraud based conspiracy
claim, we address the fraud claim first because it is the
underlying basis for the conspiracy claim. The trial court
dismissed that fraud claim under Rule 9(b) which states that
conclusory allegations of fraud are not sufficient to survive
dismissal. FED. R. CIV. P. 9(b). The court found that the
trustee had failed to plead facts to support his allegation
of detrimental reliance. The Trustee argues that this was
error because while Rule 9(b) has a heightened standard
of pleading, the challenged conduct involves so many
complex transactions that less specificity is required. The
Supplemental Complaint satisfies the purposes underlying
Rule 9(b)'s heightened pleading requirement because it states
who, what, when, where, why, and how the false statements
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were made and to whom they were made. Ernst & Young
challenges the statement that the Supplemental Complaint
advances a theory of detrimental reliance but for the purpose
of this opinion, we assume it does. The Trustee argues that but
for Ernst & Young's alleged misrepresentations, LivingWell
would not have continued to exist, could not have incurred
more debt, and would not have lost more money.

[56]  This theory of detrimental reliance is insufficient.
Under Texas law, a cause of action is legally insufficient
if the defendant's alleged conduct did no more than furnish
the condition that made the plaintiff's injury possible. Union
Pump Co. v. Allbritton, 898 S.W.2d 773, 776 (Tex.1995).
The Trustee's theory would make Ernst & Young an insurer
of LivingWell because Ernst & Young would be liable for
LivingWell's losses no matter what created LivingWell's
losses, i.e. a recession or a decline in the fitness industry.

Because the Trustee does not adequately allege detrimental
reliance, his fraud claim must fail. Moreover, because the
fraud claims fails the fraud based conspiracy claim must fail
also. Thus, we affirm the dismissal of the claims against Ernst
& Young.

CONCLUSION

For the reasons stated above, we AFFIRM the take nothing
judgment against the Trustee.

All Citations

130 F.3d 657, 40 Fed.R.Serv.3d 218, 12 Tex.Bankr.Ct.Rep.
6, 48 Fed. R. Evid. Serv. 543

Footnotes
1 “LivingWell” will refer to the Houstonian both before and after the merger.

2 LivingWell and its three wholly-owned subsidiaries, LW North, LW South, LW Midwest, filed for bankruptcy.

3 Although FCA (Fitness Corporation of America) never filed for bankruptcy, the Trustee brings claims on behalf of FCA.
His authority to do so is neither explained nor questioned.

4 LivingWell filed for bankruptcy October 27, 1989; therefore a two year statute of limitations would bar all claims arising
before October 27, 1987.

5 We address the remaining trust fund claims in section III C hereof.

6 FCA, Fitness Corporation of America, is a wholly owned subsidiary of LivingWell. The Trustee filed its suit against the
Appellees on behalf of LivingWell and FCA.

7 FCA never filed for bankruptcy; however, the Trustee filed this suit on FAC's behalf October 25, 1991. Thus, the four
year statute bars all claim arising before October 25, 1987.

8 We do not address the single business enterprise theory for reasons explained below.

9 § 6 Choice-of-law Principles states in pertinent part:
(2) When there is no [statutory] directive, the factors relevant to the choice of the applicable rule of law include

(a) the needs of the interstate and international systems,
(b) the relevant policies of the forum,
(c) the relevant policies of other interested states and the relative interest of those states in the determination of
the particular issue,
(d) the protection of justified expectations,
(e) the basic policies underlying the particular field of law,
(f) certainty, predictability and uniformity of result, and
(g) ease in the determination and application of the law to be applied.

10 FCA never filed for bankruptcy so § 108(a) of the Bankruptcy Code does not apply. The statute of limitations is two years
and this suit was filed October 25, 1991; thus, all claims arising before October 25, 1989 are barred.

11 We do affirm, however, the trial court's holding that the Trustee does not have standing to bring FCA's fraudulent transfer
claims. While the Trustee argues that he has standing because FCA is a nominee of LivingWell, that argument fails for
the reasons stated in section III D hereof.

12 In his deposition, the Trustee states that the sole basis for his allegation that Mannai was part of the directors who
controlled LivingWell was his conservations with his counsel.
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Synopsis
Background: Buyer of convertible debentures brought action
against seller for breach of contract requiring it to convert
debentures into unregistered shares of stock. The United
States District Court for the Middle District of Pennsylvania
entered partial summary judgment in favor of buyer. The
seller's subsequent appeal was dismissed and the case
remanded, 259 F.3d 135. After remand, the United States
District Court for the Middle District of Pennsylvania,
James Focht McClure, Jr., J., entered an order certifying the
judgment as final, and seller again appealed.

Holdings: The Court of Appeals, Fisher, Circuit Judge, held
that:

[1] district court did not abuse its discretion in certifying
summary judgment order against seller as a partial final
judgment subject to immediate appeal;

[2] agreement requiring seller of convertible debentures to
convert debentures into unregistered shares of stock was not
subject to rescission on ground that buyer's downstream sales
of the unregistered shares would violate Securities Act; and

[3] summary judgment in favor of seller was precluded on its
claim to rescind agreement based on a violation of Section
10(b).

Affirmed in part, reversed in part, and remanded.

West Headnotes (14)

[1] Federal Courts
Multiple claims

A decision to certify a final decision on some
but not all claims for immediate appeal involves
two separate findings: (1) there has been a
final judgment on the merits, i.e., an ultimate
disposition on a cognizable claim for relief; and
(2) there is no just reason for delay. Fed.Rules
Civ.Proc.Rule 54(b), 28 U.S.C.A.

40 Cases that cite this headnote

[2] Federal Courts
Summary judgment

District court did not abuse its discretion in
certifying summary judgment order against
seller on buyer's breach of contract claims as
a partial final judgment subject to immediate
appeal; determination on appeal could moot the
unadjudicated derivative claims, case had been
litigated by the parties for nearly ten years, it had
been approximately six years since the district
court entered its summary judgment order, and
possibility existed that further delays could
impair buyer's ability to execute the judgment.
Fed.Rules Civ.Proc.Rule 54(b), 28 U.S.C.A.

177 Cases that cite this headnote

[3] Securities Regulation
Contracts in violation of regulations

Section of Securities Exchange Act making
agreements in violation of the Act voidable
does not define a substantive violation of the
securities laws; rather, it is the vehicle through
which private parties may rescind contracts that
were made or performed in violation of other
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substantive provisions. Securities Exchange Act
of 1934, § 29(b), 15 U.S.C.A. § 78cc(b).

10 Cases that cite this headnote

[4] Securities Regulation
Contracts in violation of regulations

In order to void an agreement made in violation
of Securities Exchange Act, a party must
establish that: (1) the contract involved a
prohibited transaction; (2) he is in contractual
privity with opposing party; and (3) he is in
the class of persons that the securities acts were
designed to protect. Securities Exchange Act of
1934, § 29(b), 15 U.S.C.A. § 78cc(b).

22 Cases that cite this headnote

[5] Securities Regulation
Contracts in violation of regulations

Agreement requiring seller of convertible
debentures to convert debentures into
unregistered shares of stock was not subject to
rescission on ground that buyer's downstream
sales of the unregistered shares would violate
Securities Act; at the time the parties entered into
the agreement, it could be performed without
violating provisions of the securities laws and
buyer's sales were too attenuated to establish a
claim under Securities Act. Securities Exchange
Act of 1934, § 29(b), 15 U.S.C.A. § 78cc(b).

4 Cases that cite this headnote

[6] Securities Regulation
Contracts in violation of regulations

Unlawful transactions made pursuant to lawful
contracts do not fall within the ambit of section
of Securities Exchange Act making agreements
in violation of the Act voidable. Securities
Exchange Act of 1934, § 29(b), 15 U.S.C.A. §
78cc(b).

1 Cases that cite this headnote

[7] Federal Civil Procedure
Securities cases in general

Material issues of fact existed regarding
whether, at time of purchase agreement, buyer
of convertible debentures intended to resell
unregistered shares of converted stock back into
the United States following the restricted period
set forth in the agreement, whether buyer was
aware that it was not entitled to an exemption
from the registration requirements, whether
buyer made a misrepresentation of material fact
regarding its intent to resell and its status as an
underwriter in a resale, and whether buyer was
reckless in its belief that it would be entitled to
an exemption, precluding summary judgment in
favor of seller on its claim to rescind agreement
based on a violation of Section 10(b). Securities
Exchange Act of 1934, §§ 10(b), 29(b), 15
U.S.C.A. §§ 78cc(b), 78j(b); Securities Act of
1933, § 4(1), 15 U.S.C.A. § 77d(1); 17 C.F.R. §
230.144(k).

52 Cases that cite this headnote

[8] Securities Regulation
Exempt Transactions

Because buyer of convertible debentures sold
the unregistered shares in subsequent converted
stock before even one year had elapsed, it could
not take advantage of safe harbor allowing non-
affiliate sellers to comply with exemption from
registration requirement. Securities Act of 1933,
§ 4(1), 15 U.S.C.A. § 77d(1); 17 C.F.R. §
230.144(k).

4 Cases that cite this headnote

[9] Securities Regulation
Exempt Transactions

With respect to exemption from registration
requirement, term “distribution” in Securities
Act's definition of “underwriter” was
synonymous with “public offering.” Securities
Act of 1933, § 2(a)(11), 15 U.S.C.A. § 77b(a)
(11).

7 Cases that cite this headnote

[10] Evidence
Matters directly in issue

http://www.westlaw.com/Link/Document/FullText?findType=L&pubNum=1000546&cite=15USCAS78CC&originatingDoc=Ib32df1581bfd11dbbffafa490ee528f6&refType=RB&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.UserEnteredCitation)#co_pp_a83b000018c76
http://www.westlaw.com/Link/RelatedInformation/DocHeadnoteLink?docGuid=Ib32df1581bfd11dbbffafa490ee528f6&headnoteId=200961062400320140202220255&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=CitingReferences&contextData=(sc.UserEnteredCitation)
http://www.westlaw.com/Browse/Home/KeyNumber/349B/View.html?docGuid=Ib32df1581bfd11dbbffafa490ee528f6&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.UserEnteredCitation)
http://www.westlaw.com/Browse/Home/KeyNumber/349Bk35.24/View.html?docGuid=Ib32df1581bfd11dbbffafa490ee528f6&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.UserEnteredCitation)
http://www.westlaw.com/Link/Document/FullText?findType=L&pubNum=1000546&cite=15USCAS78CC&originatingDoc=Ib32df1581bfd11dbbffafa490ee528f6&refType=RB&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.UserEnteredCitation)#co_pp_a83b000018c76
http://www.westlaw.com/Link/RelatedInformation/DocHeadnoteLink?docGuid=Ib32df1581bfd11dbbffafa490ee528f6&headnoteId=200961062400420140202220255&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=CitingReferences&contextData=(sc.UserEnteredCitation)
http://www.westlaw.com/Browse/Home/KeyNumber/349B/View.html?docGuid=Ib32df1581bfd11dbbffafa490ee528f6&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.UserEnteredCitation)
http://www.westlaw.com/Browse/Home/KeyNumber/349Bk35.24/View.html?docGuid=Ib32df1581bfd11dbbffafa490ee528f6&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.UserEnteredCitation)
http://www.westlaw.com/Link/Document/FullText?findType=L&pubNum=1000546&cite=15USCAS78CC&originatingDoc=Ib32df1581bfd11dbbffafa490ee528f6&refType=RB&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.UserEnteredCitation)#co_pp_a83b000018c76
http://www.westlaw.com/Link/RelatedInformation/DocHeadnoteLink?docGuid=Ib32df1581bfd11dbbffafa490ee528f6&headnoteId=200961062400520140202220255&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=CitingReferences&contextData=(sc.UserEnteredCitation)
http://www.westlaw.com/Browse/Home/KeyNumber/349B/View.html?docGuid=Ib32df1581bfd11dbbffafa490ee528f6&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.UserEnteredCitation)
http://www.westlaw.com/Browse/Home/KeyNumber/349Bk35.24/View.html?docGuid=Ib32df1581bfd11dbbffafa490ee528f6&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.UserEnteredCitation)
http://www.westlaw.com/Link/Document/FullText?findType=L&pubNum=1000546&cite=15USCAS78CC&originatingDoc=Ib32df1581bfd11dbbffafa490ee528f6&refType=RB&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.UserEnteredCitation)#co_pp_a83b000018c76
http://www.westlaw.com/Link/Document/FullText?findType=L&pubNum=1000546&cite=15USCAS78CC&originatingDoc=Ib32df1581bfd11dbbffafa490ee528f6&refType=RB&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.UserEnteredCitation)#co_pp_a83b000018c76
http://www.westlaw.com/Link/RelatedInformation/DocHeadnoteLink?docGuid=Ib32df1581bfd11dbbffafa490ee528f6&headnoteId=200961062400620140202220255&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=CitingReferences&contextData=(sc.UserEnteredCitation)
http://www.westlaw.com/Browse/Home/KeyNumber/170A/View.html?docGuid=Ib32df1581bfd11dbbffafa490ee528f6&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.UserEnteredCitation)
http://www.westlaw.com/Browse/Home/KeyNumber/170Ak2511/View.html?docGuid=Ib32df1581bfd11dbbffafa490ee528f6&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.UserEnteredCitation)
http://www.westlaw.com/Link/Document/FullText?findType=L&pubNum=1000546&cite=15USCAS78CC&originatingDoc=Ib32df1581bfd11dbbffafa490ee528f6&refType=RB&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.UserEnteredCitation)#co_pp_a83b000018c76
http://www.westlaw.com/Link/Document/FullText?findType=L&pubNum=1000546&cite=15USCAS78CC&originatingDoc=Ib32df1581bfd11dbbffafa490ee528f6&refType=RB&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.UserEnteredCitation)#co_pp_a83b000018c76
http://www.westlaw.com/Link/Document/FullText?findType=L&pubNum=1000546&cite=15USCAS78J&originatingDoc=Ib32df1581bfd11dbbffafa490ee528f6&refType=RB&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.UserEnteredCitation)#co_pp_a83b000018c76
http://www.westlaw.com/Link/Document/FullText?findType=L&pubNum=1000546&cite=15USCAS77D&originatingDoc=Ib32df1581bfd11dbbffafa490ee528f6&refType=LQ&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.UserEnteredCitation)
http://www.westlaw.com/Link/Document/FullText?findType=L&pubNum=1000547&cite=17CFRS230.144&originatingDoc=Ib32df1581bfd11dbbffafa490ee528f6&refType=LQ&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.UserEnteredCitation)
http://www.westlaw.com/Link/Document/FullText?findType=L&pubNum=1000547&cite=17CFRS230.144&originatingDoc=Ib32df1581bfd11dbbffafa490ee528f6&refType=LQ&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.UserEnteredCitation)
http://www.westlaw.com/Link/RelatedInformation/DocHeadnoteLink?docGuid=Ib32df1581bfd11dbbffafa490ee528f6&headnoteId=200961062400720140202220255&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=CitingReferences&contextData=(sc.UserEnteredCitation)
http://www.westlaw.com/Browse/Home/KeyNumber/349B/View.html?docGuid=Ib32df1581bfd11dbbffafa490ee528f6&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.UserEnteredCitation)
http://www.westlaw.com/Browse/Home/KeyNumber/349BI(B)3/View.html?docGuid=Ib32df1581bfd11dbbffafa490ee528f6&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.UserEnteredCitation)
http://www.westlaw.com/Link/Document/FullText?findType=L&pubNum=1000546&cite=15USCAS77D&originatingDoc=Ib32df1581bfd11dbbffafa490ee528f6&refType=LQ&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.UserEnteredCitation)
http://www.westlaw.com/Link/Document/FullText?findType=L&pubNum=1000547&cite=17CFRS230.144&originatingDoc=Ib32df1581bfd11dbbffafa490ee528f6&refType=LQ&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.UserEnteredCitation)
http://www.westlaw.com/Link/Document/FullText?findType=L&pubNum=1000547&cite=17CFRS230.144&originatingDoc=Ib32df1581bfd11dbbffafa490ee528f6&refType=LQ&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.UserEnteredCitation)
http://www.westlaw.com/Link/RelatedInformation/DocHeadnoteLink?docGuid=Ib32df1581bfd11dbbffafa490ee528f6&headnoteId=200961062400820140202220255&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=CitingReferences&contextData=(sc.UserEnteredCitation)
http://www.westlaw.com/Browse/Home/KeyNumber/349B/View.html?docGuid=Ib32df1581bfd11dbbffafa490ee528f6&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.UserEnteredCitation)
http://www.westlaw.com/Browse/Home/KeyNumber/349BI(B)3/View.html?docGuid=Ib32df1581bfd11dbbffafa490ee528f6&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.UserEnteredCitation)
http://www.westlaw.com/Link/Document/FullText?findType=L&pubNum=1000546&cite=15USCAS77B&originatingDoc=Ib32df1581bfd11dbbffafa490ee528f6&refType=RB&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.UserEnteredCitation)#co_pp_1d77000020cc6
http://www.westlaw.com/Link/Document/FullText?findType=L&pubNum=1000546&cite=15USCAS77B&originatingDoc=Ib32df1581bfd11dbbffafa490ee528f6&refType=RB&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.UserEnteredCitation)#co_pp_1d77000020cc6
http://www.westlaw.com/Link/RelatedInformation/DocHeadnoteLink?docGuid=Ib32df1581bfd11dbbffafa490ee528f6&headnoteId=200961062400920140202220255&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=CitingReferences&contextData=(sc.UserEnteredCitation)
http://www.westlaw.com/Browse/Home/KeyNumber/157/View.html?docGuid=Ib32df1581bfd11dbbffafa490ee528f6&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.UserEnteredCitation)
http://www.westlaw.com/Browse/Home/KeyNumber/157k506/View.html?docGuid=Ib32df1581bfd11dbbffafa490ee528f6&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.UserEnteredCitation)


Berckeley Inv. Group, Ltd. v. Colkitt, 455 F.3d 195 (2006)

Fed. Sec. L. Rep. P 93,904

 © 2016 Thomson Reuters. No claim to original U.S. Government Works. 3

Evidence
Custom or usage

Evidence
Nature of Subject

In suit in which seller of convertible debentures
sought to rescind purchase agreement on
ground that buyer committed securities fraud
by misrepresenting its intent to resell converted
shares of unregistered stock, experienced
former counsel for Securities and Exchange
Commission (SEC) with expertise in offshore
could not give expert testimony as to whether
buyer complied with legal duties that arose under
the federal securities laws; however, her expert
testimony regarding securities industry custom
with respect to exemption from registration
requirements was admissible as probative of
buyer's scienter at the time of the agreement, but
not outcome determinative. Securities Exchange
Act of 1934, § 10(b), 15 U.S.C.A. § 78j(b);
Securities Act of 1933, § 4(1), 15 U.S.C.A. §
77d(1).

44 Cases that cite this headnote

[11] Securities Regulation
Causation;  existence of injury

In order to establish reliance, or transaction
causation, a Section 10(b) securities fraud
plaintiff must prove that but for the fraudulent
misrepresentation, the investor would not have
purchased or sold the security. Securities
Exchange Act of 1934, § 10(b), 15 U.S.C.A. §
78j(b).

16 Cases that cite this headnote

[12] Securities Regulation
Causation;  existence of injury

To prove loss causation, securities fraud
plaintiff must demonstrate that the fraudulent
misrepresentation actually caused the loss
suffered. Securities Exchange Act of 1934, §
10(b), 15 U.S.C.A. § 78j(b).

13 Cases that cite this headnote

[13] Securities Regulation

Causation;  existence of injury

A securities fraud plaintiff does not meet the loss
causation element if he fails to prove that the
drop in the value of a security is related to the
alleged misrepresentation. Securities Exchange
Act of 1934, § 10(b), 15 U.S.C.A. § 78j(b).

11 Cases that cite this headnote

[14] Securities Regulation
Causation;  existence of injury

Seller of convertible debentures failed to
establish that buyer committed securities fraud
by misrepresenting its intent to resell converted
shares of unregistered stock since there is
no connection between the price decrease in
converted shares and buyer's unrelated alleged
misrepresentation as to its intent to comply with
registration requirements. Securities Exchange
Act of 1934, § 10(b), 15 U.S.C.A. § 78j(b); 17
C.F.R. § 240.10b–5.

1 Cases that cite this headnote

Attorneys and Law Firms

*197  Peter Konolige, Andrew J. Kennedy (Argued),
Marcy L. Colkitt & Associates, Indiana, PA, Attorneys for
Appellant.

Joel Magolnick (Argued), Moscowitz, Moscowitz &
Magolnick, Miami, FL, Attorney for Appellee Berckeley
Investment Group, Ltd.

Morgan, Lewis & Bockius, San Francisco, CA, Attorney for
Appellee Shoreline Pacific Institutional Finance.

Before McKEE, FISHER and ROTH, *  Circuit Judges.

OPINION OF THE COURT

FISHER, Circuit Judge.

In May 1996, Appellant Douglas Colkitt, M.D., entered
into an “Offshore Convertible Securities Purchase
Agreement” (the “Agreement”) with Appellee Berckeley
Investment Group, Ltd., an offshore financing entity based
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in the Bahamas. The Agreement provided that Colkitt would
receive $2,000,000 from Berckeley in exchange for 40
convertible debentures, which Berckeley could convert after a
specified time period into unregistered shares of stock held by
Colkitt. The number of shares to be converted was controlled
by a formula based on the current market value of the shares
less a 17% discount for Berckeley.

The relationship between the parties quickly deteriorated,
as Colkitt accused Berckeley of “short selling” in order to
deflate the market price of the stock and thereby obtain
more shares upon conversion. When the time came for
Colkitt to convert the unregistered shares to repay his debt
to Berckeley, he balked and ended up converting only a
small percentage of the shares that Berckeley requested.
Thereafter, each party filed suit against the other. There
is no dispute that Colkitt breached his end of the bargain.
Colkitt, however, asserts that he was justified in *198
not complying with the Agreement because Berckeley made
material misrepresentations in the Agreement that violated
federal securities laws and constituted common law fraud.

Following seven years of protracted litigation, including a
previous appeal to this Court, Berckeley Inv. Group, Ltd.
v. Colkitt, 259 F.3d 135, 137 (3d Cir.2001) (“Berckeley
I”), the District Court found in favor of Berckeley on the
parties' cross-motions for summary judgment. The District
Court awarded damages to Berckeley in the amount of
$2,611,075.52. Colkitt appeals that decision on a number of
grounds, primarily relating to the District Court's analysis of
federal securities laws. For the reasons set forth herein, we
will affirm in part, reverse in part, and remand the case to the
District Court for further proceedings.

I. BACKGROUND

Douglas Colkitt, M.D., is the Chairman of the Board and
principal shareholder of National Medical Financial Services
Corporation (“NMFS”), a corporation whose shares were
traded on the NASDAQ stock exchange. Looking to obtain
financing for an unrelated business venture, Colkitt sought
out lenders who would be willing to lend him money in
exchange for the right to convert his unregistered shares of
NMFS stock. See, e.g., GFL Advantage Fund, Ltd. v. Colkitt,
272 F.3d 189, 194–95 (3d Cir.2001).

In the spring of 1996, Colkitt entered into negotiations with
Berckeley Investment Group, Ltd., a Bahamian corporation

headquartered in Nassau, Bahamas. On May 30, 1996,
the negotiations culminated in the Agreement between the

parties. 1  Under the Agreement, Berckeley purchased 40
convertible debentures from Colkitt at $50,000 per debenture,

for a total of $2,000,000. 2  Each debenture represented an
unsecured loan for a one-year term, which also obligated
Colkitt to pay to Berckeley six percent interest on a quarterly
basis. In lieu of receiving repayment in cash per these terms,
however, Berckeley was entitled under the Agreement to
convert its debentures into NMFS shares. The Agreement
provided that, upon demand by Berckeley, Colkitt would
issue unregistered shares of NMFS at a 17% discount off the

then-prevailing market price of the stock. 3  Berckeley was
entitled to convert up to one-half of the principal amount into
unregistered NMFS shares one hundred (100) days after the
closing of the Agreement, and the remaining principal amount
one hundred twenty (120) days after the closing date.

Several of the contractual provisions in the Agreement are
key to an understanding *199  of the dispute between the
parties. The parties acknowledged that the Agreement was
entered into pursuant to Regulation S of the Securities Act
of 1933, 17 C.F.R. §§ 230.901–.04, and that it would be
“governed by and interpreted according to the law of the
State of New York.” In paragraph 2.5 of the Agreement,
Berckeley warranted that all subsequent offers or sales of the
debentures or shares would be undertaken in accordance with
the registration requirements of the 1933 Securities Act:

All subsequent offers and sales of
the Debentures or the Shares will be
made (a) outside the United States
in compliance with Rule 903 or
904 of Regulation S, (b) pursuant
to registration of the Debentures or
the Shares, respectively, under the
Securities Act, or (c) pursuant to
an exemption from such registration.
Buyer understands the conditions
of the exemption from registration
afforded by Section 4(1) of the
Securities Act and acknowledges that
there can be no assurance that it will
be able to rely on such exemption.
In any case, Buyer will not resell
the Debentures or the Shares to U.S.
Persons or within the United States
until after the end of the forty (40)
day period commencing on the date
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of completion of the Offering (the
“Restricted Period”).

Berckeley further represented that it was aware that Colkitt
was relying upon the accuracy of its representations regarding
federal and state securities laws, and that its “purchase of the
Debenture or the Shares pursuant to this Agreement is not part
of a plan or scheme to evade the registration provisions of
the Securities Act.” For his part, Colkitt represented that he
would “take no action, including but not limited to the further
sale of securities pursuant to Regulation S of [NMFS] that are
held by [Colkitt], that will affect in any way the running of
the Restricted Period or the ability of Buyer to freely resell
the debentures or the Shares in accordance with applicable
securities laws and this Agreement.” In addition, Colkitt
agreed to place 300,000 shares of NMFS stock in escrow to
cover the $2,000,000 aggregate amount of the debentures.
He further agreed that “[i]f the price has decreased so that
the shares in escrow are insufficient for the conversion
of all outstanding Debentures, [Colkitt] agrees to place in
escrow additional shares representing that number of shares
necessary for the conversion of all outstanding Debentures
plus an additional 100,000 shares.”

Berckeley upheld its end of the Agreement when it wired
$2 million via Shoreline to Colkitt. Colkitt, however, did
not. Following the expiration of the one hundred day
period, Berckeley began making demands on Colkitt to
convert the debentures into NMFS stock. Berckeley made
five such demands on Colkitt during September 1996 to
convert $300,000 worth of the debentures into 40,133 shares

of stock. 4  On each occasion, Colkitt failed to comply
with the conversion demands. Following repeated requests
for conversion, Colkitt finally converted 18,230 shares on

November 5, 1996. 5  Colkitt, however, refused to *200
convert any additional shares, including $160,000 worth of
the debentures demanded by Berckeley on November 6,

1996. 6  Colkitt further refused to make required quarterly
interest payments that were due on the debentures under the
Agreement, and to repay the balance due on the Debentures
at the end of the term.

II. PROCEDURAL HISTORY

Berckeley filed suit in the District Court on August 13,
1997, alleging that Colkitt breached the Agreement by

failing to convert the debentures. 7  After the District Court

made several procedural rulings, 8  Colkitt filed a second
amended counterclaim complaint containing five counts
against Berckeley for violations of federal securities laws
and the Pennsylvania Securities Act, common law fraud, and
breach of contract. Following discovery, both parties filed
cross-motions for summary judgment. In a decision dated
December 7, 1999, the District Court granted Berckeley's
motion and denied Colkitt's motion. The District Court
recognized in the order that there were three remaining issues
for its consideration: (1) the amount of damages to which
Berckeley was entitled on its breach of contract claim against
Colkitt; (2) Berckeley's breach of contract and breach of
fiduciary claims against Shoreline; and (3) Shoreline's cross-
claims against Colkitt for breach of contract and contractual
indemnity. The District Court stated that it would defer the
entry of a final judgment pending disposition of the remaining
claims, and it requested the parties to file a statement
“suggesting how the court shall proceed with the remaining
claims/issues.”

Berckeley and Shoreline suggested that Berckeley be
permitted to file a motion for entry of final judgment against
Colkitt, thus staying proceedings involving Shoreline for one
year, because satisfaction of Berckeley's judgment against
Colkitt would dispose of any remaining claims by or against
Shoreline. In contrast, Colkitt stated his intention to seek
leave for immediate appeal of the District Court's summary
judgment decision pursuant to Fed.R.Civ.P. 54(b) and/or 28
U.S.C. § 1292(b). The District Court sided with Berckeley,
which subsequently filed a motion for entry of final judgment
against Colkitt. Berckeley and Shoreline then moved to stay
Berckeley's claims against Shoreline and Shoreline's claims
against Colkitt. On March 30, 2000, the District Court granted
Berckeley's and Shoreline's motions and entered judgment in
the amount of $2,611,075.52 against Colkitt.

Colkitt appealed the decision of the District Court. On appeal,
however, Colkitt argued that we lacked appellate jurisdiction
because the District Court had failed to comply with Rule
54(b) and indicate expressly that there was no “just reason”
for delaying Colkitt's appellate rights. On July 26, 2001,
we issued an opinion agreeing with Colkitt that we lacked
appellate jurisdiction, and we remanded the matter back to
the District Court. See Berckeley I, 259 F.3d at 146. On
August 23, 2001, Berckeley filed with the District Court a
motion to amend the judgment so that it comported with
the requirements of *201  Rule 54(b). Colkitt opposed the
motion. On September 8, 2004, the District Court granted
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Berckeley's motion and entered an order certifying the

judgment as final. 9  This appeal followed.

III. STANDARD OF REVIEW

We have jurisdiction over Colkitt's appeal from the order
of the District Court pursuant to 28 U.S.C. § 1291. We
exercise plenary review over the District Court's entry of
summary judgment in favor of Berckeley. Morton Int'l, Inc.
v. A.E. Staley Mfg. Co., 343 F.3d 669, 679 (3d Cir.2003).
We therefore apply the summary judgment standard set
forth in Federal Rule of Civil Procedure 56(c). Under that
standard, we will affirm the judgment of the District Court
“if the pleadings, depositions, answers to interrogatories, and
admissions on file, together with the affidavits, if any, show
that there is no genuine issue as to any material fact and that
the moving party is entitled to a judgment as a matter of law.”
Fed.R.Civ.P. 56(c).

In deciding the motion for summary judgment, our job is to
ascertain solely whether there is a dispute of material fact:

we are not permitted to make factual findings, which
remains the province of the jury. See Bragen v. Hudson
County News Co., 278 F.2d 615, 618 (3d Cir.1960).
When determining whether there are any genuine issues of
material fact, we draw all inferences in favor of the non-
moving party. Pa. Prot. & Advocacy, Inc. v. Pa. Dep't of
Pub. Welfare, 402 F.3d 374, 379 (3d Cir.2005) (citations
omitted). Although the non-moving party receives the
benefit of all factual inferences in the court's consideration
of a motion for summary judgment, the nonmoving party
must point to some evidence in the record that creates
a genuine issue of material fact. Id. (citing Fed.R.Civ.P.
56(e)). In this respect, summary judgment is essentially
“put up or shut up” time for the non-moving party: the
non-moving party must rebut the motion with facts in the
record and cannot rest solely on assertions made in the
pleadings, legal memoranda, or oral argument. See Jersey
Cent. Power & Light Co. v. Lacey Twp., 772 F.2d 1103,
1109–10 (3d Cir.1985). In addition, if the non-moving
party has the burden of proof at trial, that party must
set forth facts “sufficient to establish the existence of an
element essential to that party's case.” Celotex Corp. v.
Catrett, 477 U.S. 317, 322, 106 S.Ct. 2548, 91 L.Ed.2d 265
(1986).

IV. DISCUSSION

A. THE DISTRICT COURT DID NOT ABUSE ITS
DISCRETION IN CERTIFYING THE ORDER
AGAINST COLKITT AS A PARTIAL FINAL
JUDGMENT PURSUANT TO RULE 54(b)
The threshold issue confronting the Court is whether the
District Court abused its discretion in certifying the order
against Colkitt as a partial final judgment pursuant to Rule
54(b). Rule 54(b), which governs the certification of final
decisions in multiple-claim actions, provides:

When more than one claim for relief
is presented in an action, whether as
a claim, counterclaim, cross-claim, or
third-party claim, or when multiple
parties are involved, the court may
direct the entry of a final judgment
as to one or more but fewer than all
of the claims or parties only upon
an express determination *202  that
there is no just reason for delay and
upon an express direction for the entry
of judgment. In the absence of such
determination and direction, any order
or other form of decision, however
designated, which adjudicates fewer
than all the claims or the rights and
liabilities of fewer than all the parties
shall not terminate the action as to any
of the claims or parties, and the order
or other form of decision is subject to
revision at any time before the entry
of judgment adjudicating all the claims
and the rights and liabilities of all the
parties.

Fed.R.Civ.P. 54(b) (emphasis added). We have explained
that the rule was designed in an attempt “to strike a
balance between the undesirability of piecemeal appeals and
the need for making review available at a time that best
serves the needs of the parties.” Allis–Chalmers Corp. v.
Philadelphia Elec. Co., 521 F.2d 360, 363 (3d Cir.1975)
(citations omitted).

[1]  A decision to certify a final decision under Rule 54(b)
involves two separate findings: (1) there has been a final
judgment on the merits, i.e., an ultimate disposition on a
cognizable claim for relief; and (2) there is “no just reason
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for delay.” Curtiss–Wright Corp. v. General Elec. Co., 446
U.S. 1, 7–8, 100 S.Ct. 1460, 64 L.Ed.2d 1 (1980). The parties
do not dispute that the District Court's decision entering
summary judgment in favor of Berckeley on all claims against
Colkitt constituted a final judgment. The dispute lies over
whether the District Court abused its discretion in certifying
that judgment for immediate appeal under Rule 54(b) on the
basis that there was “no just reason for delay.”

The Supreme Court has analogized the function of district
courts under Rule 54(b) as akin to a “dispatcher”: district
courts are to consider judicial administrative interests, as well
as the equities involved in the case, in order to determine
whether discrete final decisions in multiple-claim actions are
ready for appeal. Curtiss–Wright Corp., 446 U.S. at 8, 100
S.Ct. 1460. Recognizing that the District Court is “most likely
to be familiar with the case and with any justifiable reason for
delay,” we apply an abuse of discretion standard of review to
the District Court's determination that there is no just cause

for delay. Berckeley I, 259 F.3d at 140 n. 4, 145. 10  We
apply as a benchmark against the District Court's exercise of
discretion whether that discretion was applied in the “interest
of sound judicial administration.” Curtiss–Wright Corp., 446
U.S. at 10, 100 S.Ct. 1460. Our proper role in this regard
“is not to reweigh the equities or reassess the facts but to
make sure that the conclusions derived from those weighings
and assessments are juridically sound and supported by the
record.” Id. As a result, we “should disturb the trial court's
assessment of the equities only if we can say that the judge's
conclusion was clearly unreasonable.” Id.

[2]  Our decision in Berckeley I is illustrative of this general
principle. In Berckeley I, we determined that there were three
principal defects in the District Court's original order entering
judgment in favor of Berckeley. First, contrary to the explicit
requirement of Rule 54(b), the District Court's opinion did
not contain an express determination that there was “no just
reason for delay.” Berckeley I, 259 F.3d at 141. We concluded
that such an express determination was a jurisdictional
prerequisite required by Rule 54(b), and thus declined to
adopt Berckeley's position that “general references to the
necessity of *203  expedition” were sufficient. Id. (citation
omitted).

Second, the District Court's original order stated only that
it was granting “final judgment” with respect to the claims
between Berckeley and Colkitt; it did not cite, or even discuss,
Rule 54(b). Thus, it was unclear whether the District Court
intended to enter a partial final judgment in accordance

with Rule 54(b). Although stopping short of holding that
citing to Rule 54(b) is a jurisdictional prerequisite, we
concluded that “where there is a concurrent failure to make an
express determination of no just cause for delay, we cannot
reasonably conclude that the District Court intended to enter
a partial final judgment pursuant to that Rule.” Id. at 144.

Finally, we noted that the District Court did not discuss in its
opinion any factors relevant to whether there was a just reason
for delay. We have set forth several factors that courts should
consider when assessing that there is a “just reason for delay”
under Rule 54(b):

(1) the relationship between the adjudicated and
unadjudicated claims; (2) the possibility that the need
for review might or might not be mooted by future
developments in the district court; (3) the possibility that
the reviewing court might be obliged to consider the same
issue a second time;

(4) the presence or absence of a claim or counterclaim
which could result in set-off against the judgment sought
to be made final;

(5) miscellaneous factors such as delay, economic and
solvency considerations, shortening the time of trial,
frivolity of competing claims, expense, and the like.

Allis–Chalmers Corp., 521 F.2d at 364. Although the factors
set forth in Allis–Chalmers are not jurisdictional prerequisites
—but instead constitute “a prophylactic means of enabling the
appellate court to ensure that immediate appeal will advance
the purpose of the rule,” Carter v. City of Philadelphia, 181
F.3d 339, 345 (3d Cir.1999)—the District Court's original
order did not contain any statement of reasons as to why
there was no just cause for delay. Berckeley I, 259 F.3d at
145. We held that this omission, when combined with the
other two omissions in the order and our inability to ascertain
the propriety of the certification from the record, precluded
us from exercising appellate jurisdiction over the merits of
Colkitt's appeal. We thus dismissed the appeal for lack of
jurisdiction and remanded the case to the District Court. Id.
at 146.

On remand, the District Court addressed each of the
Allis–Chalmers Corp. factors to determine whether to
enter a final judgment with respect to all claims between
Berckeley and Colkitt. First, the District Court concluded
that the adjudicated claims between Berckeley and Colkitt
and the outstanding unadjudicated claims did not conflict
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because “the other pending claims may easily be resolved
upon execution of the order of final judgment against
Colkitt.” (App. VI at 5.) Second, the court stressed that
the procedural posture of this case presented the possibility
that immediate appellate review might actually moot the
remaining proceedings in front of the District Court, which
were wholly derivative of the claims on appeal. (Id.) Whether
Shoreline will owe damages to Berckeley and whether
Colkitt will be required to indemnify Shoreline depends
upon Colkitt's underlying liability to Berckeley and Colkitt's
ability, if applicable, to satisfy the judgment. Third, the
District Court stated that it was unlikely that the remaining
claims between Berckeley and Colkitt could be revisited
a second time on appellate review because the remaining
claims did not involve  *204  Berckeley and Colkitt. (Id.
at 6.) Finally, the District Court mentioned two judicial
economy considerations weighing in favor of certification:
(1) depending upon the result on appeal, immediate appellate
review could shorten the time for trial or eliminate the need
for a trial altogether; and (2) any further delay in the lengthy
proceedings could prejudice Berckeley's ability to execute the
judgment. (Id.)

Colkitt has once again appealed the District Court's
certification decision on the basis that we lack appellate
jurisdiction. Colkitt's primary argument is that the District
Court abused its discretion in certifying the judgment under
Rule 54(b) because the adjudicated claims are factually and
legally intertwined with the non-adjudicated claims. A close
review of the District Court's September 2004 order, however,
reveals that all of the defects in the original order certifying
judgment have been remedied. The District Court's decision
rested upon pragmatic considerations, particularly the fact
that a final appellate determination could moot the remaining
derivative claims existing between the parties. Although the
Allis–Chalmers Corp. analysis was framed by the converse
scenario, i.e., in which appellate review might be mooted
by further developments in the district court, the District
Court's evaluation of the procedural posture of this case was
reasonable. The remaining claims in this case are wholly
derivative of the claims between Berckeley and Colkitt,
arising from separate agreements entered into between each
of those parties and Shoreline. Practically, however, if the
summary judgment decision of the District Court is upheld
and Berckeley is able to execute on the full amount of the
judgment, Shoreline's indemnity claim against Colkitt would
become moot and Berckeley would no longer be compelled
to continue its claims against Shoreline.

These considerations are amplified when we take into account
the miscellaneous factors addressed by the District Court.
This case has been litigated by the parties for nearly ten years,
and it has been approximately six years since the District
Court entered its summary judgment order. In addition,
Colkitt's shares of NMFS stock have experienced a steep
decline over the past decade, to the point that they are
practically worthless. Under these circumstances, it was
reasonable for the District Court to take into consideration the
possibility that any further delays might impact Berckeley's
ability to execute on the judgment. See Curtiss–Wright Corp.,
446 U.S. at 11–12, 100 S.Ct. 1460 (finding that the difference
between statutory and market interest rates, combined with
the reality that the prevailing party would not be able to
execute the judgment for many years due to the complexity
of the litigation and the other party's declining financial
position, was an appropriate basis to certify the judgment
under Rule 54(b)); see also Allis–Chalmers Corp., 521 F.2d
at 367 (Gibbons, J., dissenting) (referencing as a factor the
“ingenuity of debtors in devising reasons for not paying
liquidated indebtedness”).

Taking all of these factors into consideration—the possibility
that our determination on appeal might moot the remaining
claims, the derivative nature of the remaining claims, the
length of the litigation, and the possibility that further delays
might impair Berckeley's ability to execute the judgment—we
find that the decision of the District Court to certify the order
as a partial final judgment was not “clearly unreasonable.”
Curtiss–Wright Corp., 446 U.S. at 10, 100 S.Ct. 1460. As a
result, we conclude that we have appellate jurisdiction over
the present appeal and proceed to address the merits of the
dispute.

*205  B. SECTION 29(B) OF THE SECURITIES ACT
OF 1934
[3]  Colkitt contends that he is entitled to rescind the

Agreement under Section 29(b) of the Securities Exchange
Act of 1934 (the “Exchange Act”). Section 29(b) provides in
pertinent part that:

Every contract made in violation of
any provision of this chapter or of any
rule or regulation thereunder, ... [or]
the performance of which involves the
violation of, or the continuance of any
relationship or practice in violation of,
any provision of this chapter or any
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rule or regulation thereunder, shall be
void.

15 U.S.C. § 78cc(b). Section 29(b) itself does not define a
substantive violation of the securities laws; rather, it is the
vehicle through which private parties may rescind contracts
that were made or performed in violation of other substantive
provisions. See National Union Fire Ins. Co. v. Turtur, 892
F.2d 199, 206 n. 4 (2d Cir.1989). Although the word “void” is
contained in the statute, the Supreme Court has read Section
29(b) to be “merely voidable at the option of the innocent
party.” Mills v. Elec. Auto–Lite Co., 396 U.S. 375, 387–88,
90 S.Ct. 616, 24 L.Ed.2d 593 (1970).

[4]  In order to void the Agreement under Section 29(b),
Colkitt must establish that: (1) the contract involved a
prohibited transaction; (2) he is in contractual privity with
Berckeley; and (3) Colkitt is in the class of persons that the
securities acts were designed to protect. Regional Properties,
Inc. v. Financial and Real Estate Consulting Co., 678 F.2d
552, 559 (5th Cir.1982). See also Pompano–Windy City
Partners, Ltd. v. Bear Stearns & Co., Inc., 794 F.Supp.
1265, 1288 (S.D.N.Y.1992). Colkitt must demonstrate a
direct relationship between the violation at issue and the
performance of the contract; i.e., the violation must be
“inseparable from the performance of the contract” rather
than “collateral or tangential to the contract.” GFL Advantage
Fund, Ltd., 272 F.3d at 201.

In this case, Colkitt asserts that the Agreement was made “in
violation of” Section 10(b) and Rule 10b–5 of the Exchange
Act, and that the “performance” of the contract violated
Section 10(b), Rule 10b–5, and Section 5 of the Securities Act
of 1933 (the “Securities Act”) because Berckeley perpetuated
securities fraud in violation of the statutes. We consider each
of these arguments below.

1. Colkitt cannot advance a Section 29(b) rescission
claim pursuant to Section 5 of the 1933 Securities Act
[5]  Colkitt asserts that he is entitled to rescind the

Agreement under Section 29(b) of the Exchange Act based
upon a violation of Section 5 of the Securities Act. The
District Court determined that Colkitt could not rescind the
Agreement under Section 29(b) because the contract did not
involve a prohibited transaction. According to the District
Court, Colkitt's Section 5 claim asserted that a subsequent
transaction was unlawful, and “Section 29(b) does not reach
into the future to void a subsequent contract.”

We recently addressed the scope of Section 29(b) regarding
downstream securities transactions in GFL Advantage Fund,
Ltd. v. Colkitt, 272 F.3d 189 (3d Cir.2001). In that case,
we considered a virtually identical financing transaction that
Colkitt entered into with GFL. Colkitt argued that he was
entitled to rescind the agreement between the parties because
subsequent short sales made by GFL following the agreement
violated Section 10(b). Before concluding that the short
sales did not constitute market manipulation in violation
of Section 10(b), we addressed first whether Colkitt could
even maintain a Section *206  29(b) rescission claim based
upon the subsequent short sales. Surveying the applicable
case law on the subject, we took a narrow view of the
phrases “made in violation of” and “the performance of which
involves the violation of” contained in Section 29(b). The
test, as we applied it in GFL Advantage Fund, is whether
the securities violations are inseparable from the underlying
agreement between the parties. Id. at 201. If an agreement
cannot be performed without violating the securities laws,
that agreement is subject to rescission under Section 29(b).
Id. at 202. Thus, we held that:

Despite the theory of Colkitt's
case, however, GFL's short sales
are completely independent of the
parties' respective obligations under
the terms of the notes—namely, GFL's
obligation to lend Colkitt a total of
$13,000,000, and Colkitt's obligation
to repay the loans at GFL's option
with shares of National Medical and
EquiMed stock. In the end, GFL's
alleged unlawful activity (i.e., its short
sales) is too attenuated from the
parties' valid, lawful contracts (i.e., the
National Medical and EquiMed notes)
or GFL's performance thereunder.
Therefore, we conclude that the notes
were neither made nor performed in
violation of any federal securities laws
as is required for rescission under
Section 29(b).

Id.

Two cases we discussed in GFL Advantage Fund and relied
upon by Colkitt in the instant appeal confirm that Colkitt's
Section 5 claim cannot proceed under Section 29(b). In
Grove v. First National Bank of Herminie, 489 F.2d 512 (3d
Cir.1974), a debtor obtained a series of loans from a bank

http://www.westlaw.com/Link/Document/FullText?findType=L&pubNum=1000546&cite=15USCAS78CC&originatingDoc=Ib32df1581bfd11dbbffafa490ee528f6&refType=RB&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.UserEnteredCitation)#co_pp_a83b000018c76
http://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=1989178835&pubNum=350&originatingDoc=Ib32df1581bfd11dbbffafa490ee528f6&refType=RP&fi=co_pp_sp_350_206&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.UserEnteredCitation)#co_pp_sp_350_206
http://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=1989178835&pubNum=350&originatingDoc=Ib32df1581bfd11dbbffafa490ee528f6&refType=RP&fi=co_pp_sp_350_206&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.UserEnteredCitation)#co_pp_sp_350_206
http://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=1970134171&pubNum=708&originatingDoc=Ib32df1581bfd11dbbffafa490ee528f6&refType=RP&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.UserEnteredCitation)
http://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=1970134171&pubNum=708&originatingDoc=Ib32df1581bfd11dbbffafa490ee528f6&refType=RP&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.UserEnteredCitation)
http://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=1982124891&pubNum=350&originatingDoc=Ib32df1581bfd11dbbffafa490ee528f6&refType=RP&fi=co_pp_sp_350_559&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.UserEnteredCitation)#co_pp_sp_350_559
http://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=1982124891&pubNum=350&originatingDoc=Ib32df1581bfd11dbbffafa490ee528f6&refType=RP&fi=co_pp_sp_350_559&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.UserEnteredCitation)#co_pp_sp_350_559
http://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=1982124891&pubNum=350&originatingDoc=Ib32df1581bfd11dbbffafa490ee528f6&refType=RP&fi=co_pp_sp_350_559&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.UserEnteredCitation)#co_pp_sp_350_559
http://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=1992105150&pubNum=345&originatingDoc=Ib32df1581bfd11dbbffafa490ee528f6&refType=RP&fi=co_pp_sp_345_1288&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.UserEnteredCitation)#co_pp_sp_345_1288
http://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=1992105150&pubNum=345&originatingDoc=Ib32df1581bfd11dbbffafa490ee528f6&refType=RP&fi=co_pp_sp_345_1288&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.UserEnteredCitation)#co_pp_sp_345_1288
http://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=1992105150&pubNum=345&originatingDoc=Ib32df1581bfd11dbbffafa490ee528f6&refType=RP&fi=co_pp_sp_345_1288&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.UserEnteredCitation)#co_pp_sp_345_1288
http://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=2001985533&pubNum=506&originatingDoc=Ib32df1581bfd11dbbffafa490ee528f6&refType=RP&fi=co_pp_sp_506_201&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.UserEnteredCitation)#co_pp_sp_506_201
http://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=2001985533&pubNum=506&originatingDoc=Ib32df1581bfd11dbbffafa490ee528f6&refType=RP&fi=co_pp_sp_506_201&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.UserEnteredCitation)#co_pp_sp_506_201
http://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=2001985533&pubNum=506&originatingDoc=Ib32df1581bfd11dbbffafa490ee528f6&refType=RP&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.UserEnteredCitation)
http://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=2001985533&pubNum=506&originatingDoc=Ib32df1581bfd11dbbffafa490ee528f6&refType=RP&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.UserEnteredCitation)
http://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=2001985533&originatingDoc=Ib32df1581bfd11dbbffafa490ee528f6&refType=RP&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.UserEnteredCitation)
http://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=2001985533&originatingDoc=Ib32df1581bfd11dbbffafa490ee528f6&refType=RP&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.UserEnteredCitation)
http://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=2001985533&originatingDoc=Ib32df1581bfd11dbbffafa490ee528f6&refType=RP&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.UserEnteredCitation)
http://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=2001985533&originatingDoc=Ib32df1581bfd11dbbffafa490ee528f6&refType=RP&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.UserEnteredCitation)
http://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=2001985533&originatingDoc=Ib32df1581bfd11dbbffafa490ee528f6&refType=RP&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.UserEnteredCitation)
http://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=1973112696&pubNum=350&originatingDoc=Ib32df1581bfd11dbbffafa490ee528f6&refType=RP&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.UserEnteredCitation)
http://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=1973112696&pubNum=350&originatingDoc=Ib32df1581bfd11dbbffafa490ee528f6&refType=RP&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.UserEnteredCitation)


Berckeley Inv. Group, Ltd. v. Colkitt, 455 F.3d 195 (2006)

Fed. Sec. L. Rep. P 93,904

 © 2016 Thomson Reuters. No claim to original U.S. Government Works. 10

to purchase registered securities. Regulation U, promulgated
under the Exchange Act, provided that such loans were
limited to set percentages of the value of the stock to be
purchased. The bank, however, failed to inform Grove of
the Regulation U margin requirements and loaned him the
money. We held that Section 29(b) precluded the bank from
recovering a loan deficiency because the loans were made
in direct violation of Regulation U. Similarly, in Regional
Properties, Inc. v. Financial and Real Estate Consulting
Co., a securities broker entered into an agreement with the
principals of several limited partnerships to market the limited
partnerships for a fee. 678 F.2d 552 (5th Cir.1982). It turned
out that the broker, a former New York lawyer who had been
disbarred, failed to register as a broker dealer as required
by Section 15(a)(1) of the Exchange Act. The Fifth Circuit
determined that the broker's performance of the agreement
was a prohibited transaction under Section 29(b) because the
agreement, although lawful on its face, could not have been
performed by the unregistered broker without violating the
securities laws.

As we explained in GFL Advantage Fund, the key in both of
those cases was that neither agreement could be performed
without violating the securities laws. 272 F.3d at 202. In
contrast, in GFL Advantage Fund the downstream short
sales were neither connected to nor “inseparable” from the
agreement between the parties. Thus, we determined that the
transactions at issue in that case could not support a claim
under Section 29(b), regardless of whether they violated
Section 10(b). Id.

[6]  In this case, although the Agreement contains references
to Section 5 that allegedly induced Colkitt to enter into the
Agreement, Berckeley's downstream sales were tangential
to the parties' basic obligations under the Agreement:
Berckeley's  *207  obligation to loan Colkitt $2,000,000 and
Colkitt's obligation to provide Berckeley with convertible

debentures. 11  At the time the parties entered into the
Agreement, the Agreement could be performed without
violating provisions of the securities laws. Id. As we observed
in GFL, “unlawful transactions made pursuant to lawful
contracts” do not fall within the ambit of Section 29(b).
Id. at 200 (quoting Slomiak v. Bear Stearns & Co., 597
F.Supp. 676, 682 (S.D.N.Y.1984)). Thus, to the extent that a
trier of fact determines that Berckeley's downstream sales of
unregistered NMFS shares violated Section 5, those sales are
too attenuated to establish a claim under Section 29(b). See

id. at 202. 12

For these reasons, we will uphold the District Court's decision
to grant summary judgment in favor of Berckeley as to
Colkitt's Section 29(b) claim premised on a violation of

Section 5 of the Securities Act. 13

2. The District Court erred in dismissing Colkitt's
Section 29(b) claim premised on a violation of Section
10(b)
Section 10(b) of the Exchange Act, 15 U.S.C. § 77(b),
makes it unlawful for any person to employ “manipulative
or deceptive” conduct “in connection with the purchase or
sale of any security.” In re Phillips Petroleum Sec. Lit.,
881 F.2d 1236, 1243 (3d Cir.1989). When the Exchange
Act was passed in 1934, Congress granted the Securities
and Exchange Commission the authority in Section 10(b) to
develop rules and regulations to prevent such conduct “as the
Commission may prescribe as necessary or appropriate in the
public interest or for the protection of investors.” 15 U.S.C. §
77(b). The Commission responded in 1948 by promulgating
Rule 10b–5, which establishes that manipulative or deceptive
conduct includes, inter alia, making an untrue statement of
material fact or omitting to state a material fact in connection

with the purchase or sale of securities. 14

*208  As a private party, Colkitt must establish each of the
following elements to prove that Berckeley violated Section
10(b) and Rule 10b–5: (1) Berckeley made a misstatement
of material fact, (2) with scienter, (3) in connection with
the purchase or sale of a security, (4) upon which Colkitt
reasonably relied, and (5) that Colkitt's reliance was the
proximate cause of his injury. In re Ikon Office Solutions,

Inc., 277 F.3d 658, 666 (3d Cir.2002). 15  A Section 29(b)
rescission claim premised on a Section 10(b) violation,
however, differs from a private damages action brought under
Section 10(b). In the Section 29(b) context, a plaintiff seeking
rescission does not have to establish reliance and causation.

See GFL Advantage Fund, 272 F.3d at 206 n. 6. 16  Because
Colkitt's Section 29(b) and standalone Section 10(b) claims
overlap, we will consider the initial three Section 10(b)
elements in our disposition of his Section 29(b) claim.

Colkitt's case does not present the “typical” fact pattern
seen in securities violations brought under Section 10(b). As
we have noted, the customary Section 10(b) claim concerns
“fraudulent material misrepresentation[s] or omission[s] that
affect[ ] a security's value.” Newton v. Merrill Lynch, Pierce,
Fenner & Smith, Inc., 259 F.3d 154, 173 (3d Cir.2001)
(“Newton II”) (collecting cases). In this case, Colkitt's
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theory of liability is not based upon an alleged material
misrepresentation relating to the value of NMFS stock,
but rather a misrepresentation regarding Berckeley's intent
to comply downstream with the registration requirements
contained in the Securities Act. Colkitt's argument in favor of
establishing Berckeley's liability proceeds as follows:

• Section 5 of the Securities Act of 1933 requires a
registration statement to be in effect as to a security in
order to (1) sell the security in interstate commerce; or
(2) cause to be carried through interstate commerce any
such security for the purpose or sale or for delivery after

sale, unless the security is exempt from registration. 17

• Berckeley represented in Paragraph 2.5 of the Agreement
that all subsequent sales of converted shares would be
made in accordance with the registration requirements
of the Securities Act of 1933.

• Berckeley's later-acknowledged sale of 18,320
unregistered NMFS shares violated Section 5 and,
therefore, the Agreement because the shares were
not registered and Berckeley was an “underwriter”
not entitled to an exemption under Section 4(1).
Because Berckeley was not exempt under Section
4(1), it knowingly engaged in a scheme and artifice
to defraud at the time it entered into the agreement.

• Colkitt relied upon Berckeley's representation to
enter into the Agreement, *209  which resulted in
Berckeley receiving 18,320 unregistered shares of
NMFS at a 17% discount.

• Colkitt suffered the following damages that
were proximately caused by Berckeley's material
misrepresentation:

(1) he sold shares to Berckeley at a 17 % discount from
their market value; (2) he became liable under the
Agreement to pay interest and penalties; and (3) his
NMFS share holdings, placed in escrow, lost value
and became practically worthless.

There is no dispute between the parties that the
Agreement was made “in connection” with the
purchase or sale of a security, and Berckeley's
argument that Colkitt suffered no reliance damages
essentially addresses whether Colkitt's reliance was
the proximate cause of his injury. Thus, the
misrepresentation, scienter, and causation prongs of

the Rule 10b–5 case are in dispute between the

parties. 18

a. Material issues of fact exist regarding Berckeley's
intent to resell unregistered shares and its status as an
underwriter
[7]  At the outset, we examine whether there is sufficient

evidence in the record to create a material issue of fact
that Berckeley made a misrepresentation in paragraph 2.5
of the Agreement. Colkitt bases his Section 10(b) claim
on the argument that Berckeley intentionally misrepresented
in Paragraph 2.5 of the Agreement that all subsequent
sales of converted shares would be made in accordance
with the registration requirements of the Securities Act of

1933. 19  To ultimately prove a misrepresentation, Colkitt
must demonstrate that, at the time Berckeley entered into the
Agreement, it intended to violate federal securities laws by
reselling unregistered shares of NMFS stock back into the
United States without entitlement to an exemption. Colkitt's
theory breaks down into two discrete subissues as to which
he must point to a dispute of material fact: (1) that there is
evidence in the record that Berckeley intended at the time the
Agreement *210  was executed to sell shares back into the
United States without registering them, and (2) Berckeley was
aware at the time of the Agreement that it would be reselling
the shares as an “underwriter,” i.e., the company knew that
it was not entitled to an exemption from the registration
requirement under Section 4(1) of the Securities Act of 1933.

(1) There is sufficient evidence that Berckeley intended
to resell NMSF shares back into the United States
without registering them
We first examine whether there is evidence in the record that
Berckeley intended at the time it entered into the Agreement
with Colkitt to resell unregistered NMSF shares back into the
United States. On the basis of three affidavits, two judicial
admissions, and the structure of the deal itself, we conclude
that there is sufficient evidence to create a material issue of
fact that Berckeley intended to resell NMSF shares back into
the United States without registering them.

The first affidavit was submitted by Martin Douglas
Ho, Berckeley's Connecticut-based investment advisor. Ho
participated in negotiating and closing the transaction
between Berckeley and Colkitt, and he also was involved
in the delayed conversion and attempted conversions of the
debentures. (App. at 1173.) Ho stated in his supplemental
affidavit that he sought legal advice and provided investment
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advice in connection with the transaction. Regarding the
advice he provided to Berckeley, Ho stated the following:

After thoroughly investigating the appropriateness and
legality of the transaction, I advised Berckeley that,
pursuant to the terms of the Agreement and subject
Debentures, and applicable federal securities laws,
including Regulation S promulgated under the Securities
Act of 1933, and exemptions therefrom, after the expiration
of 40 days and certainly after the expiration of 100 days
—the initial restricted period—Berckeley was permitted to
sell the common stock of National Medical in the United
States that was to be delivered by Colkitt.

I, on behalf of Berckeley, sought and obtained legal advice
which confirmed my understanding of Regulation S and
related exemptions and my advice to Berckeley regarding
the transaction and its ability to resell the converted shares
in the United States after the expiration of 40 days or, in
this case, commencing after the initial restricted period
under the Agreement.

(App. at 1175 (emphasis added).) Specifically referencing
Paragraph 2.5 of the Agreement, which is at the crux of the
dispute between the parties, Ho stated the following:

All of the representations contained
in Paragraph 2.5 were true and
correct at the time that they were
made by Berckeley and continue to
be true and correct in that, among
other things, Berckeley intended to
sell the converted shares pursuant
to an exemption from registration
and, in good faith, believed that it
could do so based upon the advice
it obtained from me as well as its
counsel. No shares were sold prior
to the Restricted Period. The only
shares of Colkitt's that were ever sold
were the approximately 18,320 shares
he converted in November 1996. No
securities violation can be alleged as to
this sale.

(App. at 1176–77 (emphasis added).)

Berckeley directors Milton Morales and Carlos Mijares also
submitted supplemental affidavits. Those affidavits, which
were identical, provided the following pertinent averments:

Prior to executing the Agreement, Berckeley was advised
by Mr. Ho that *211  he conducted a complete
investigation as to the appropriateness and legality of the
transaction, that, pursuant to the terms of the Agreement
and Debentures, and applicable federal securities laws,
including Regulations promulgated under the Securities
Act of 1933, and exemptions therefrom, the transactions
did not violate any laws and, that after the expiration
of 100 days—the initial restricted period—Berckeley was
permitted to sell the common stock of National Medical in
the United States that was to be delivered by Colkitt.

* * * *

Berckeley merely intended to convert the Debentures into
National Medical Shares after 100–120 days and slowly
sell the stock thereafter....

* * * *

All of the representations contained in paragraph 2.5
were true and correct at the time that they were made
by Berckeley and continue to be true and correct in
that, among other things, Berckeley intended to sell
the converted shares pursuant to an exemption from
registration and, in good faith, believed that it could do so
based upon the advice that it obtained from Mr. Ho, as well
as its counsel. No shares were sold prior to the Restricted
Period. The only shares of Colkitt's that were ever sold
were the approximately 18,320 shares he converted in
November 1996.
(App. at 1181–83; 1187–89 (emphasis added).)

In addition to these affidavits, Berckeley made two binding
judicial admissions in its complaint and in its brief on

appeal. 20  Berckeley stated unequivocally in its complaint
that “[i]t was always Berckeley's intent to exercise its
conversion rights as to all of the debentures as quickly as
possible, selling the National Medical stock in the market as
quickly as reasonably possible, and thereby maximizing its
return.” Furthermore, Berckeley stated in its brief on appeal
to us that its “intention was ... to convert the Debentures into
shares of National Medical stock after a period of 100–120
days and then proceed slowly to sell the stock in a reasonable
manner as an investment objective.” (Appellee's Br. at 31.)

Finally, the structure of the deal, as well as a lack of
evidence of any viable offshore market for the shares, see



Berckeley Inv. Group, Ltd. v. Colkitt, 455 F.3d 195 (2006)

Fed. Sec. L. Rep. P 93,904

 © 2016 Thomson Reuters. No claim to original U.S. Government Works. 13

infra, raises an inference that Berckeley intended to resell
the converted shares back into the United States. The deal
provided Berckeley with the unilateral option to convert
one-half of the debentures into NMFS shares 100 days
from closing and the remaining debentures 120 days from
closing. In addition, the Agreement provided *212  that any
unredeemed debentures would be automatically converted
into NMFS shares within one year. Thus, in all likelihood
Berckely knew that it would be holding a large number of
unregistered shares within one year of the Agreement. These
timetables built into the Agreement are even more important
when we consider that, for all practical purposes, Berckeley
could only receive the maximum return on its investment (the
17% premium it received from Colkitt as part of the deal) if
it resold the unregistered NMFS shares back into the United
States. The affidavits and the admissions referenced above
confirm that it was Berckeley's intent from the outset to resell
at least a portion of the unregistered NMFS shares “as quickly
as reasonably possible ... thereby maximizing its return.” As
discussed more fully below, Berckeley has not shown that
there was any real marketplace for the unregistered NMFS
shares other than in the United States, thus adding to the
inference at this stage of the litigation that Berckeley intended
to resell unregistered shares back into the United States.

For these reasons, we find that there is sufficient evidence
at this stage of the proceedings to create a material issue of
fact that Berckeley intended, at the time of the Agreement,
to resell the converted shares back into the United States
following the Restricted Period set forth in the Agreement.

(2) Material issues of fact exist as to whether Berckeley
was aware it was not entitled to an exemption under
Section 4(1)
In order to establish a Section 5 violation, Colkitt must
point to evidence that: (1) no registration statement was in
effect as to the securities; (2) Berckeley sold or offered
to sell the securities; and (3) the sale or offer was made
through interstate commerce. See Hill York Corp. v. American
Int'l Franchises, Inc., 448 F.2d 680, 686 (5th Cir.1971),
distinguished on other grounds by Pinter v. Dahl, 486 U.S.
622, 108 S.Ct. 2063, 100 L.Ed.2d 658 (1988). It is undisputed
that there are sufficient facts in the record for Colkitt to
establish the first two elements, and our finding above that
there is a factual dispute as to whether Berckeley intended
at the time of the Agreement to resell the securities back
into the United States is sufficient at this stage to satisfy
the third element. As a result, our next step is to determine
whether there are facts in dispute as to whether Berckeley was

aware it was not entitled to an exemption from the registration
requirement under Section 4(1) of the Securities Act.

The burden of proving entitlement to an exemption rests with
the party claiming the entitlement. SEC v. Ralston Purina Co.,
346 U.S. 119, 126, 73 S.Ct. 981, 97 L.Ed. 1494 (1953). The
District Court did not address whether Berckeley satisfied
the definition of a “statutory underwriter,” and there is no
indication that the parties or the District Court were aware that
the burden of demonstrating an entitlement to the exemption
rested with Berckeley. Instead, the District Court determined
that Berckeley did not make a misrepresentation because,
based upon uncertainties in the securities industry as to the
applicability of the exemption in 1996, “the illegality of the
transaction simply was not apparent.” (App. at 43.)

Section 4(1) exempts from the registration requirements
under Section 5 “transactions by any person other than
issuer, underwriter, or dealer.” 15 U.S.C. § 77d(1). At
issue here is whether Berckeley was an “underwriter,” as
there is no dispute that Colkitt was an “issuer” and that
Berckeley purchased unregistered *213  securities from
Colkitt. Section 2(a)(11) of the Securities Act defines the
term “underwriter” in pertinent part as “any person who has
purchased from an issuer with a view to ... the distribution of
any security....” 15 U.S.C. § 77b(a)(11). Because the burden
of proving entitlement to the exemption rests with Berckeley,
it can establish that it is entitled to the exemption if it proves
that: (1) the acquisition of the unregistered shares through
conversion was not made “with a view to” distribution; or (2)
the sale of the 18,320 shares was not made in connection with
a “distribution.” See Ackerberg v. Johnson, 892 F.2d 1328,
1336 (8th Cir.1989).

Whether Berckeley's acquisition of the unregistered shares
was made “with a view to” distribution focuses on Berckeley's
investment intent at the time of the conversion. See 1
Thomas Lee Hazen, The Law of Securities Regulation 482
(5th ed.2005) (collecting cases). Because it is difficult to
discern a party's intent at the time of purchase with respect
to downstream sales of unregistered shares, courts and
commentators have typically focused on the amount of time
a security holder holds on to shares prior to reselling them.
Id.; see Ackerberg, 892 F.2d at 1336 (stating that “the courts
look to whether the security holder has held the securities long
enough to negate any inference that his intention at the time of
acquisition was to distribute them to the public”). Over time,
courts have developed the general presumption that a two-
year holding period is sufficient to negate the inference that
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the security holder did not take the securities with a “view to
distribute.” Ackerberg, 892 F.2d at 1336.

[8]  Seizing upon the difficulty of determining a party's
subjective intent at the time of purchase, the SEC adopted
Rule 144, which creates an objective safe harbor to allow non-
affiliate sellers to comply with the Section 4(1) exemption.
A non-affiliate seller may fall within the Rule 144 safe
harbor, and not be deemed an “underwriter,” under two sets
of circumstances. First, the SEC has generally removed all
restrictions from the sale of securities by a non-affiliate who
has held onto the securities for a period of at least two years
from the date the securities were acquired from the issuer or
an affiliate of the issuer. 17 C.F.R. § 230.144(k). If the non-
affiliate seller has not held the securities for a period of at least
two years, the seller may fall within the Rule 144 safe harbor
if it complies with the following five criteria:

(1) adequate current public information about the securities
is available, i.e., the company must have complied with
the reporting requirements of the Exchange Act or with
Exchange Act Rule 15c2–11;

(2) at least one year has lapsed “between the later of the date
of the acquisition of the securities from the issuer or from
an affiliate of the issuer, and any resale of such securities”;

(3) the amount of securities sold may not exceed the greater
of (a) one percent of the outstanding class, or, (b) if traded
on a national exchange, the average weekly volume of
trading in the securities over the past four weeks preceding
the filing of notice as required Rule 144(h);

(4) the securities must be sold in “brokers' transactions”
or in transactions with a “market maker,” and the seller
is prohibited from soliciting or arranging for solicitation
orders to buy securities in anticipation or in connection
with such transaction; and

(5) if the seller is going to sell more than 500 shares, or the
aggregate sale price is greater than $10,000, the seller must
file a notice of the sale with the SEC.

*214  17 C.F.R. § 230.144(c)-(h). The seller must comply
with each of the elements in order to gain the benefit of the
safe harbor. Id. § 230.144(b).

Each safe harbor set forth under Rule 144 requires the seller
to have held on to the unregistered shares for a specified
time period, either one or two years. Because it is undisputed
that Berckeley sold the unregistered shares in this case before

even one year had elapsed, Berckeley cannot take advantage
of the Rule 144 safe harbor. In addition, Berckeley's quick
turnaround sale of the converted shares at least creates an
issue of fact as to whether Berckeley acquired the shares
with a “view to distribution” under the statutory exemption
as well. See Gilligan, Will & Co. v. Securities and Exchange
Comm'n, 267 F.2d 461, 467–68 (2d Cir.1959) (finding that
ten-month holding period was sufficient to support SEC
finding that security holder bought shares “with a view to

distribution”). 21

[9]  Berckeley, however, can still demonstrate that it did not
act as an “underwriter” if the sale of the 18,320 shares was
not made in connection with a “distribution.” The registration
requirements of the 1933 Securities Act are “design[ed] ... to
protect investors by promoting full disclosure of information
thought necessary to [make] informed investment decisions.”
Ralston Purina, 346 U.S. at 124, 73 S.Ct. 981. The
legislative history of the term “underwriter” reveals “that
the congressional intent was to include as underwriters all
persons who might operate as conduits for securities being
placed into the hands of the investing public.” 1 Hazen, The
Law of Securities Regulation 476; see Van Dyke v. Coburn
Enter., Inc., 873 F.2d 1094, 1097 (8th Cir.1989) (stating
*215  that “[t]he design of the Act is to protect investors by

promoting full disclosure of information thought necessary to
make informed investment decisions”). As a result, the focus
of the term “underwriter” is on the concept of “distribution.”
Ackerberg, 892 F.2d at 1337.

Although we have not yet had the occasion to interpret the
Section 4(1) statutory exemption, those courts interpreting
the exemption have uniformly concluded that the term
“distribution” is synonymous with “public offering” as set
forth under Section 4(2). See Geiger v. SEC, 363 F.3d 481,
484 (D.C.Cir.2004); Ackerberg, 892 F.2d at 1337; SEC v.
Dolnick, 501 F.2d 1279, 1282 (7th Cir.1974); Quinn & Co.
v. SEC, 452 F.2d 943, 946 (10th Cir.1971); Gilligan, Will &
Co., 267 F.2d at 466; Neuwirth Inv. Fund, Ltd. v. Swanton,
422 F.Supp. 1187, 1194–96 (S.D.N.Y.1975); see also II Louis
Loss and Joel Seligman, Securities Regulation 1138.47 n.
580 (2d ed.1999) (collecting authorities). We agree with
the rationale of those courts and similarly hold that the
term “distribution” in § 2(a)(11) is synonymous with “public
offering.”

In the landmark decision of SEC v. Ralston Purina, the United
States Supreme Court explained that whether an issuance of
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stock is a “public offering” turns on the need of the offerees
for the protections of the securities laws:

Since exempt transactions are those as to which “there
is no practical need for the (the bill's) application,”
the applicability of [the Section 4(2) private placement
exemption] should turn on whether the particular class
of persons affected needs the protection of the Act. An
offering to those who are shown to be able to fend
for themselves is a transaction not involving any public
offering.

346 U.S. at 125, 73 S.Ct. 981 (internal punctuation omitted).
See also Van Dyke, 873 F.2d at 1098; Sorrell v. SEC, 679
F.2d 1323, 1326 (9th Cir.1982) (stating that the “offeree's
access to financial information about the investment, similar
to what would be found in a registration statement, is
crucial”); Neuwirth Inv. Fund, 422 F.Supp. at 1198. The
percentage of outstanding shares distributed to the public
is not determinative, as the application of the Section 4(1)
exemption does not turn on the percentage of the shares sold,
even where the resales constitute extremely small percentages
of the outstanding stock. Geiger, 363 F.3d at 484. Rather,
the key inquiry for the court is whether the security holder
can demonstrate that the sales were made to individuals or
entities that did not require the registration protections of the
Securities Act. Id.

For example, in Geiger the United States Court of Appeals
for the District of Columbia determined that the resale of
unregistered shares comprising only 0.50% of all outstanding
shares constituted a “distribution” because the shares made
their way into the hands of the investing public. 363 F.3d at
484. There, the D.C. Circuit was guided by an earlier decision
of the Ninth Circuit which upheld the SEC's finding that the
sale of 0.25% of shares of unregistered stock violated Section
5 of the Securities Act. See Pennaluna & Co. v. SEC, 410
F.2d 861, 865 (9th Cir.1969). In contrast, in Ackerberg the
Eighth Circuit determined that the sale of 12,500 shares of
unregistered stock did not constitute a “distribution” because
the shares were sold to a single sophisticated investor who
had received detailed information about the company prior
to purchasing the securities. Ackerberg, 892 F.2d at 1329,
1336–37. Similarly, the United States District Court for the
District of New York concluded in Neuwirth Inv. Fund,
Ltd. that the sale of 18,000 unregistered shares was not a
“distribution” because the unregistered stock was sold to
*216  two identifiable purchasers who were sophisticated

and experienced investors and who had asked for and received

information from the corporation prior to purchasing the
shares. 422 F.Supp. at 1199.

On the basis of the record we have before us, Berckeley
has not adduced any evidence to meet its burden that it is
entitled to an exemption under § 4(1). The record is clear
that Berckeley intended to resell a quantity of the shares
within two years. As stated in Berckeley's complaint, “[i]t
was always Berckeley's intent to exercise its conversion rights
as to all of the debentures as quickly as possible, selling the
National Medical stock in the market as quickly as possible.”
Berckeley has not advanced any evidence that there was
any “market” for NMFS shares outside the United States,
particularly considering that Berckeley placed the 18,320
shares for sale with a United States broker. Inferring from
these facts that the only market for NMFS shares was in the
United States, Berckeley did not bring forward any evidence
that the NMFS shares would be sold solely to sophisticated
investors who do not need the protections of the registration
requirements of the securities laws. To the contrary, placing
the 18,320 shares with a broker suggests that those shares
would be sold to the highest bidder without regard to the
bidder's level of investing acumen. See Loss and Seligman,
Fundamentals of Securities Regulation 327 (noting that “a
sell order given to a stock exchange broker results in an offer
to the highest bidder in the world, which is certainly a ‘public
offering’ ”). For these reasons, we find that Berckeley failed
to meet its burden to show it was entitled to an exemption
under Section 4(1).

Accordingly, we conclude that the record contains sufficient
evidence that Berckeley made a misrepresentation of material
fact regarding its intent to resell and its status as an
underwriter in a resale.

b. Material issues of fact exist regarding whether
Berckeley was reckless in its belief that it would be entitled
to the Section 4(1) exemption
Because that there is a factual dispute regarding whether
Berckeley intended at the time of the agreement to resell
illegally the converted shares back into the United States, we
must next determine whether Colkitt can point to sufficient
evidence that Berckeley had the requisite scienter to violate
the Section 5 registration requirement at the time it entered
into the Agreement.

A plaintiff can “plead scienter by alleging facts ‘establishing a
motive and an opportunity to commit fraud, or by setting forth
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facts that constitute circumstantial evidence of either reckless
or conscious behavior.’ ” In re Advanta Corp. Sec. Litig., 180
F.3d 525, 534–35 (3d Cir.1999) (quoting Weiner v. Quaker
Oats Co., 129 F.3d 310, 318 n. 8 (3d Cir.1997)) (additional
citation omitted). Recklessness can be shown by a statement
or action “ ‘involving not merely simple, or even inexcusable
negligence, but an extreme departure from the standards of
ordinary care, and which presents a danger of misleading
buyers or sellers that is either known to the defendant or is
so obvious that the actor must have been aware of it.’ ” Id.
at 535 (quoting McLean v. Alexander, 599 F.2d 1190, 1197
(3d Cir.1979)).

In concluding that Colkitt failed to produce sufficient
evidence to demonstrate Berckeley's scienter, the District
Court relied upon an affidavit from Nancy Van Sant, a
former SEC lawyer reputed to have experience with offshore
transactions and the availability of exemptions in connection
with those transactions as of May  *217  1996. Based on
assumed facts concerning Berckeley's conduct, Van Sant
drew multiple legal conclusions. Particularly relevant here
was her conclusion that it was reasonable for Berckeley to
have believed at the time of the Agreement that it would be
entitled to the Section 4(1) exemption if and when it sold
any shares. Van Sant reached this conclusion after a fairly
substantial legal analysis of the Section 4(1) exemption as
applied to the facts she assumed:

In my experience as a securities
litigator, and as an attorney giving
securities advice, in 1996, Regulation
S shares were routinely purchased
offshore, held for the restricted
forty day period and then resold in
the United States pursuant to the
Section 4(1) exemption. This was
common and accepted practice in the
securities industry in 1996. Given the
common practice and the confusion
generated by the SEC's adoption of
the Regulation S forty day restricted
period, it would not have been
unreasonable for persons acquiring
shares in offshore transactions exempt
under Regulation S, or specifically
the shareholders of Berckeley, to
believe that their resale of Regulation
S shares into the United States
marketplace upon the expiration of
the Regulation S restricted period

(which was considerably shorter than
the contractual provisions restricting
the timing of the conversion of the
shares); in brokers transactions; and,
in small amounts that would not
adversely affect the National Medical
trading market, was in compliance
with applicable securities law.

(App. at 1436–37.) The District Court explained that the
above paragraph (paragraph 18) was the “operative portion”
of the affidavit, and that the “remainder of the affidavit
simply explain[ed] the development of the law and why it was
reasonable to rely on the exemption under § 4(1).” (App. at
43.)

The District Court has discretion to determine whether expert
testimony will help the trier of fact. United States v. Agnes,
753 F.2d 293, 303 (3d Cir.1985), abrogated on other grounds
by Smith v. Borough of Wilkinsburg, 147 F.3d 272 (3d

Cir.1998). 22  In utilizing that discretion, however, the District
Court must ensure that an expert does not testify as to the
governing law of the case. Although Federal Rule of Evidence
704 permits an expert witness to give expert testimony that
“embraces an ultimate issue to be decided by the trier of
fact,” an expert witness is prohibited from rendering a legal
opinion. United States v. Leo, 941 F.2d 181, 195–96 (3d

Cir.1991). 23  Such testimony is prohibited because it would
usurp the District Court's pivotal role in explaining the law to
the jury. First National State Bank v. Reliance Elec. Co., 668
F.2d 725, 731 (3d Cir.1981) (per curiam).

*218  Notwithstanding this admonition, the line between
admissible and inadmissible expert testimony as to the
customs and practices of a particular industry often becomes
blurred when the testimony concerns a party's compliance
with customs and practices that implicate legal duties. Two of
our decisions in this area provide guidance. In First National
State Bank, the district court permitted an expert on the
Uniform Commercial Code to testify as to the established
custom in the banking industry and to provide background
information to help the jury determine whether the bank's
conduct warranted status akin to a holder in due course. Id.
at 731. The district court did not, however, permit the expert
to “give his opinion as to the legal duties arising” from the
industry custom as to whether the bank “lacked good faith
and/or had notice of claims, thereby denying it holder-in-
due course status.” Id. On appeal, we rejected the bank's
argument that the expert testified to a legal conclusion, and
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we agreed with the district court that the expert's testimony
was admissible.

Similarly in Leo, we held that the district court did not
abuse its discretion in permitting an expert in the field
of governmental contracting to testify as to the custom
and practices of the defense industry regarding the Armed
Services Procurement Act in a criminal fraud prosecution.
941 F.2d at 196–97. We stated that the expert's testimony
was admissible because it was limited to an explanation
of business custom, i.e., that defense contractors generally
provided updated cost and pricing data to the government
during contract negotiations. Id. Key to our determination
was that the expert did not give his opinion as to what was
required under the law, or whether the defendant complied
with the Act. Rather, the testimony was permissible because
the expert “testified, based upon his experience in the defense
industry, as to how firms such as [the defendant's] operated
when performing contracts governed by the Act.” Id. at 197.

[10]  This is a case in which we find that Van Sant's
background testimony could be helpful to the jury. She is
an experienced former counsel for the SEC with expertise
in offshore securities transactions. The customs and business
practices in the securities industry at the time the parties
entered into the Agreement provides an important context
which will aid the jury in determining whether Berckeley
had the requisite scienter at the time to evade the registration
requirements.

In accordance with First National State Bank and Leo,
however, Van Sant cannot testify as to whether Berckeley
complied with legal duties that arose under the federal
securities laws. Thus, Van Sant's testimony that Berckeley's
sales of NMFS stock were exempt from registration
requirements, and any testimony as to the legal effect of
the various SEC pronouncements regarding Rule 144 and
Regulation S, are inadmissible as improper legal opinions.
Similarly, the portion of paragraph 18 of the affidavit,
opining that in light of the apparent routine industry practice
it was reasonable for Berckeley to have believed that it
was entitled to the Section 4(1) exemption, is inadmissible
because it concerns Berckeley's legal duties resulting from
the various SEC pronouncements. Leo, 941 F.2d at 197. As
to the remainder of the testimony considered by the District
Court, we conclude that the District Court did not abuse
its discretion in admitting Van Sant's testimony regarding
securities industry custom with respect to the Section 4(1)
exemption.

Based solely on Van Sant's opinion regarding industry
practices, the District Court concluded that, given the state
of affairs in the securities industry in May *219  1996, “the
illegality of the transaction simply was not apparent.” (App.
at 43.) Van Sant's testimony regarding industry practice
and custom, however, is not determinative as to Berckeley's
state of mind. Such an inference would run counter to our
determination in Newton v. Merrill, Lynch, Pierce, Fenner
& Smith, 135 F.3d 266 (3d Cir.1998) (“Newton I”). In
that case, the defendants submitted multiple affidavits from
investment brokers explaining that the brokers followed
the same allegedly fraudulent investment practices as the
defendants. The defendants argued that the universal industry
custom established as a matter of law that the defendants did
not have the requisite scienter to violate Section 10(b). We
rejected the defendants's claim that evidence of a “widely,
if not almost universally followed” practice in the securities
industry was determinative as to their state of mind. We
explained that “[e]ven a universal industry practice may
still be fraudulent [,]” and that “ultimate responsibility for
construction and enforcement of the securities laws must rest
with the court.” Id. at 274 (citations omitted).

The touchstone of our decision in Newton I was that universal
industry practices are not “outcome determinative.” Id. at
273. In the present case, we read the District Court's opinion
as finding that the Van Sant affidavit on industry custom
was “outcome determinative” as to Berckeley's state of mind
regarding its qualification for the Section 4(1) exemption.
Under Newton I, that conclusion cannot stand. Our decision
in Newton I, however, did not preclude the defendants from
introducing the proffered evidence of industry custom and
practice to demonstrate that they had not acted with the
requisite scienter. See id. (stating that “any evidence, derived
from knowledge of industry practice or elsewhere, that the
plaintiffs were generally aware of the defendants' exclusive
reliance on the [allegedly fraudulent practices] would, of
course, be quite probative of whether the plaintiffs had the
expectations they claim”). Similarly in this case, Van Sant's
testimony regarding securities industry practices in May 1996
will be probative of Berckeley's scienter at the time of the
Agreement, but not determinative.

Because the Van Sant affidavit, standing alone, is insufficient
to establish that Berckeley did not have the requisite scienter,
we must examine the record to determine whether there
is any other evidence regarding Berckeley's state of mind
concerning its qualification for the Section 4(1) exemption
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at the time it entered into the Agreement. In order to defeat
summary judgment, Colkitt must point to evidence in the
record creating an issue of fact regarding whether Berckeley
was reckless in its belief that it would be entitled to an
exemption under Section 4(1) of the Securities Act of 1933.
Colkitt relies on several Rules, Regulations, and Interpretive
Guidances issued by the SEC to argue that the law in 1996
was clear that no exception to the Section 5 registration
requirement existed under Section 4(1) for unregistered
securities acquired in offshore transactions. (Appellant's Br.
at 42.) We agree that the authorities cited by Colkitt create
an issue of fact as to whether Berckeley's belief that it could
freely resell the securities after the holding period in the
Agreement without otherwise complying with Section 4(1)
was reckless.

Important to our conclusion is an understanding of the
interrelationship among Rule 144, which gives guidance on
“underwriter” status under Section 4(1); Regulation S, which
was adopted in 1990 to clarify the extraterritorial application
of the 1933 Act; and an interpretive release issued by the
SEC on June 10, 1995, entitled “Problematic Practices Under
Regulation S.” We examined the Rule 144 safe harbor in
*220  detail, supra, and concluded that Berckeley could not

fall under the safe harbor because it resold the securities
back into the United States within one year of converting the
debentures. See 17 C.F.R. § 230.144.

Regulation S was enacted in 1990 to provide generally
that an offer or sale of a security that occurs outside the
United States is not subject to the registration requirements
under Section 5 of the Securities Act. See 17 C.F.R. §§
230.901–.05. Under that regulation, “[s]ecurities acquired
overseas, whether or not pursuant to Regulation S, may be
resold in the United States only if they are registered under
the Act or an exemption from registration is available.”
Offshore Offers and Sales, 55 Fed.Reg. 18306, 18322 (May
2, 1990). 17 C.F.R. § 230.904, preliminary note 6. Regulation
S contains two non-exclusive safe harbor provisions, Rule
903 and Rule 904. Under Rules 903 and 904, an offer or sale
of securities is deemed to occur outside the United States
if: (1) the offer or sale is made in an offshore transaction;
(2) no directed selling efforts are made in the United States;
and (3) additional considerations listed in Rule 903(b) and/
or 904(b) are satisfied. See 17 C.F.R. §§ 230.903—.04. Both
safe-harbor rules contain a 40–day “distribution compliance
period” under which resales of unregistered shares may not be
made in any event. See id. The SEC interpretive release issued
in connection with Regulation S explained that Regulation S

did not alter the availability of the Section 4(1) exemption for
the resale of securities. Notice of Adoption of Rule 144, SEC.
Release No. 5223, 55 Fed.Reg. 18319 (January 11, 1972).
The interpretive release further stated that Regulation S did
not apply to “any transaction or series of transactions that,
although in technical compliance with the rules, is part of
a plan or scheme to evade the registration provisions of the
Securities Act.” 55 Fed.Reg. at 18320.

In June 1995, in response to “a number of problematic
practices [that] ... developed involving unregistered sales
of equity securities of domestic reporting companies
purportedly in reliance upon Regulation S,” the SEC
published an interpretive release entitled “Problematic
Practices Under Regulation S.” See Problematic Practices
Under Regulation S, SEC Release No. 33–7190, 60 Fed.Reg.
35663 (July 10, 1995). That publication stated that the safe
harbors under Rules 903 and 904 were not available “for a
transaction or series of transactions that, although in technical
compliance with the regulation, is part of a plan or scheme
to evade the registration requirements of the Securities Act.”
Id. The publication was concerned primarily with so-called
“parking transactions,” under which domestic issuers or
distributors sold securities to offshore shell entities to hold
for the forty-day restricted period, after which such securities
were sold back into the United States. In the end, proceeds
from the sales would make their way, directly or indirectly,
back to the domestic issuer or distributer. Id. at 35664. The
SEC made clear in the release that the forty-day restricted
period could not be used for this purpose, i.e., to “wash off”
resale restrictions such as the 2–year holding requirement
under Rule 144. The release concluded by stating that “any
distributions by a statutory ‘underwriter’ must be registered
pursuant to Section 5” unless subject to a statutory exemption.
Id.

The net effect of all of these Rules and interpretive releases
is to create an issue of fact as to whether it would have been
reckless for Berckeley to rely solely on the forty-day restricted
period to foreclose any possibility that it was an “underwriter”
at the time it entered into the Agreement *221  with Colkitt.
Berckeley argues that it was not reckless as a matter of
law because the 1995 interpretive release only solicited
comments as to whether Regulation S should be amended,
and that it was not until February 1997—almost one year
after the parties' transaction—that the SEC formally proposed
changes to Regulation S in order to stop certain abusive
practices. See Offshore Offers and Sales, SEC Release No.
33–7392, 62 Fed.Reg. 9258 (Feb. 28, 1997). We view

http://www.westlaw.com/Link/Document/FullText?findType=L&pubNum=1000547&cite=17CFRS230.144&originatingDoc=Ib32df1581bfd11dbbffafa490ee528f6&refType=LQ&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.UserEnteredCitation)
http://www.westlaw.com/Link/Document/FullText?findType=L&pubNum=1000547&cite=17CFRS230.901&originatingDoc=Ib32df1581bfd11dbbffafa490ee528f6&refType=LQ&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.UserEnteredCitation)
http://www.westlaw.com/Link/Document/FullText?findType=L&pubNum=1000547&cite=17CFRS230.901&originatingDoc=Ib32df1581bfd11dbbffafa490ee528f6&refType=LQ&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.UserEnteredCitation)
http://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=0101099802&pubNum=1037&originatingDoc=Ib32df1581bfd11dbbffafa490ee528f6&refType=FR&fi=co_pp_sp_1037_18306&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.UserEnteredCitation)#co_pp_sp_1037_18306
http://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=0101099802&pubNum=1037&originatingDoc=Ib32df1581bfd11dbbffafa490ee528f6&refType=FR&fi=co_pp_sp_1037_18306&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.UserEnteredCitation)#co_pp_sp_1037_18306
http://www.westlaw.com/Link/Document/FullText?findType=L&pubNum=1000547&cite=17CFRS230.904&originatingDoc=Ib32df1581bfd11dbbffafa490ee528f6&refType=LQ&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.UserEnteredCitation)
http://www.westlaw.com/Link/Document/FullText?findType=L&pubNum=1000547&cite=17CFRS230.903&originatingDoc=Ib32df1581bfd11dbbffafa490ee528f6&refType=LQ&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.UserEnteredCitation)
http://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=1972142066&pubNum=6509&originatingDoc=Ib32df1581bfd11dbbffafa490ee528f6&refType=CA&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.UserEnteredCitation)
http://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=1972142066&pubNum=6509&originatingDoc=Ib32df1581bfd11dbbffafa490ee528f6&refType=CA&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.UserEnteredCitation)
http://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=1972142066&pubNum=6509&originatingDoc=Ib32df1581bfd11dbbffafa490ee528f6&refType=CA&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.UserEnteredCitation)
http://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=0101099802&pubNum=1037&originatingDoc=Ib32df1581bfd11dbbffafa490ee528f6&refType=FR&fi=co_pp_sp_1037_18319&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.UserEnteredCitation)#co_pp_sp_1037_18319
http://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=0101099802&pubNum=1037&originatingDoc=Ib32df1581bfd11dbbffafa490ee528f6&refType=FR&fi=co_pp_sp_1037_18320&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.UserEnteredCitation)#co_pp_sp_1037_18320
http://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=1995417122&pubNum=0006509&originatingDoc=Ib32df1581bfd11dbbffafa490ee528f6&refType=CA&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.UserEnteredCitation)
http://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=1995417122&pubNum=0006509&originatingDoc=Ib32df1581bfd11dbbffafa490ee528f6&refType=CA&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.UserEnteredCitation)
http://www.westlaw.com/Link/Document/FullText?findType=Y&pubNum=1037&cite=60FR35663&originatingDoc=Ib32df1581bfd11dbbffafa490ee528f6&refType=FR&fi=co_pp_sp_1037_35663&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.UserEnteredCitation)#co_pp_sp_1037_35663
http://www.westlaw.com/Link/Document/FullText?findType=Y&pubNum=1037&cite=60FR35663&originatingDoc=Ib32df1581bfd11dbbffafa490ee528f6&refType=FR&fi=co_pp_sp_1037_35663&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.UserEnteredCitation)#co_pp_sp_1037_35663
http://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=0105375072&originatingDoc=Ib32df1581bfd11dbbffafa490ee528f6&refType=FR&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.UserEnteredCitation)
http://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=1997433560&pubNum=0006509&originatingDoc=Ib32df1581bfd11dbbffafa490ee528f6&refType=CA&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.UserEnteredCitation)
http://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=1997433560&pubNum=0006509&originatingDoc=Ib32df1581bfd11dbbffafa490ee528f6&refType=CA&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.UserEnteredCitation)
http://www.westlaw.com/Link/Document/FullText?findType=Y&pubNum=1037&cite=62FR9258&originatingDoc=Ib32df1581bfd11dbbffafa490ee528f6&refType=FR&fi=co_pp_sp_1037_9258&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.UserEnteredCitation)#co_pp_sp_1037_9258


Berckeley Inv. Group, Ltd. v. Colkitt, 455 F.3d 195 (2006)

Fed. Sec. L. Rep. P 93,904

 © 2016 Thomson Reuters. No claim to original U.S. Government Works. 19

Berckeley's argument as a distinction without a difference.
Although the SEC did not propose formal Regulation S rule
changes until February 1997, the 1995 interpretive release
was clearly directed to stop abusive practices relating to
the sale of unregistered securities. When the SEC finally
adopted amendments to Regulation S in February 1998, the
Commission explained that it first “acted to stem abuses of
Regulation S” in the June 1995 interpretive release. Offshore
Offers and Sales, SEC Release No. 33–7505, 63 Fed.Reg.
9362 (Feb. 25, 1998). The SEC further referenced eight
enforcement proceedings it had instituted against participants
in abusive Regulation S transactions between June 5, 1992,
and May 6, 1996, each of which took place prior to the date
of the Agreement on May 30, 1996.

Based upon all the information available to Berckeley at the
time it entered into the Agreement, we conclude that there
is an issue of fact as to whether Berckeley was reckless in
its belief that the resale of securities back into the United

States would not violate Section 5 of the Securities Act. 24

This issue must be resolved by the trier of fact, which may or
may not accept Berckeley's explanation that the law was so
unclear at the time to dispel *222  Colkitt's contention that it
acted with scienter. Accordingly, we will reverse the District
Court's grant of summary judgment on Colkitt's Section 29(b)
claim premised on a violation of Section 10(b) and remand
the case for a trial on the merits.

C. COLKITT'S SECTION 10(B) CLAIM
As we explained, supra, a party proceeding under a Section
29(b) rescission claim has a lesser burden because it is not
necessary in that context to establish reliance and causation.
See GFL Advantage Fund, 272 F.3d at 206 n. 6. In this case,
however, Colkitt has also alleged a stand-alone claim under
Section 10(b). The remaining issue for our consideration
under that claim is whether Colkitt has produced sufficient
evidence to create an issue of fact that Berckeley's alleged
misrepresentation caused his injury.

Causation in the securities context is strikingly similar to the
familiar standard in the torts context, but with different labels.
In the securities realm, “but for” causation is referred to as
“reliance, or transaction causation,” and “proximate cause”
is known as “loss causation.” See Newton II, 259 F.3d at
172–73; see also Bastian v. Petren Resources Corp., 892
F.2d 680, 683 (7th Cir.1990) (stating that “what securities
lawyers call ‘loss causation’ is the standard common law
fraud rule ... merely borrowed for use in federal securities law

cases”) (emphasis in original); 3 Hazen, The Law of Securities
Regulation, § 12.11[1].

[11]  In order to establish reliance, or transaction causation, a
Section 10(b) plaintiff must prove that “but for the fraudulent
misrepresentation, the investor would not have purchased
or sold the security.” Newton II, 259 F.3d at 172. Stated
differently, the plaintiff must prove that “but for the wrongful
conduct, the transaction would not have gone through, at
least in the form that it eventually took.” 3 Thomas Lee
Hazen, The Law of Securities Regulation, § 12.11[2] (5th
ed.2005); see also Suez Equity Investors, L.P., Sei Assocs. v.
Toronto–Dominion Bank, 250 F.3d 87, 95–96 (2d Cir.2001)
( “Transaction causation is based upon the plaintiff's reliance
upon the defendant's deceptive statements or omissions; that
is, but for such conduct by the defendant, the plaintiff would
not have acted to his detriment.”).

[12]  [13]  Loss causation is a more exacting standard
for a Section 10(b) plaintiff to meet. To prove loss
causation, the plaintiff must demonstrate “that the fraudulent
misrepresentation actually caused the loss suffered.” Newton
II, 259 F.3d at 173. Similar to the concept of proximate cause
in the tort context, loss causation focuses on whether the
defendant should be held responsible as a matter of public
policy for the losses suffered by the plaintiff. Suez Equity
Investors, 250 F.3d at 96. Thus, “[t]he loss causation inquiry
typically examines how directly the subject of the fraudulent
statement caused the loss, and whether the resulting loss was
a foreseeable outcome of the fraudulent statement.” Id. The
United States Court of Appeals for the Seventh Circuit has
succinctly explained that the loss causation element requires
the plaintiff to prove “that it was the very facts about which
the defendant lied which caused its injuries.” Caremark,
Inc. v. Coram Healthcare Corp., 113 F.3d 645, 648 (7th
Cir.1997) (citing LHLC Corp. v. Cluett, Peabody & Co.,
842 F.2d 928, 931 (7th Cir.1988)). In the typical Section
10(b) case, a party can meet this burden by showing that
the price of a security was inflated due to a fraudulent
misrepresentation. Semerenko v. Cendant Corp., 223 F.3d
165, 184 (3d Cir.2000); Hayes v. Gross, 982 F.2d 104, 107
(3d Cir.1992); *223  Scattergood v. Perelman, 945 F.2d 618,
624 (3d Cir.1991). In such a case, there is a direct causal nexus
between the misrepresentation and the plaintiff's economic
loss. Semerenko, 223 F.3d at 184. Similarly, the loss causation
element is satisfied where a fraudulent misrepresentation or
omission induces the plaintiff to enter into the challenged
transaction. See Hatrock v. Edward D. Jones & Co., 750 F.2d
767, 773 (9th Cir.1984) (stating that “[t]he plaintiff ... should
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not have to prove loss causation where the evil is not the price
the investor paid for a security, but the broker's fraudulent
inducement of the investor to purchase the security”), as cited
in 3 Hazen, The Law of Securities Regulation, § 12.11[3]. In
contrast, a plaintiff does not meet the loss causation element
if he fails to prove that the drop in the value of a security
is related to the alleged misrepresentation. Semerenko, 223
F.3d at 185; Robbins v. Koger Properties, Inc., 116 F.3d 1441,
1446–49 (11th Cir.1997). In that situation, it cannot be said
“that the alleged misrepresentation proximately caused the
decline in the security's value to satisfy the element of loss
causation.” Id.

[14]  Colkitt's complaint asserts that his NMFS share
holdings lost value as a proximate cause of Berckeley's

alleged misrepresentation. 25  (App. at 955.) We disagree.
Based on the record before us, there is absolutely no
connection between the price decrease in NMFS shares
and Berckeley's unrelated alleged misrepresentation as to
its intent to comply with offshore registration requirements.
In fact, Colkitt himself has attributed the drop in the price
of NMFS shares solely to repercussions resulting from
Berckeley's short sales of NMFS stock, a practice that the
District Court determined did not violate Section 10(b) or

Rule 10b–5. 26  For example, the following exchange took
place during Colkitt's deposition regarding the reasons why
he never repaid the loan amount to Berckeley:

Q. Is the only reason that you did not repay Berckeley
in one form or another these allegations that have been
made in this lawsuit that you believe that Berckeley was
involved in the short-selling of National Medical Stock?

A. Yes.

Q. There is no other reason that you have for not
repaying the loan made by Berckeley?

A. Well, obviously, the short-selling helped collapse
totally the price of the stock, which obviously made
my liquidity—inability to pay, it was a downward
cycle, made it much more difficult.

* * * *

Q. You don't have any other reason for failing to repay
this loan from Berckeley other than the allegations
that you have made in this case that Berckeley was
somehow involved in short-selling National Medical

stock *224  and the repercussions of those allegations;
is that correct?

A. Yeah, and the repercussions, that's correct.

Q. Okay. Included in those repercussions is your
contention that there's now some issue of inability
to repay?

A. Correct.

Q. Okay. Is there any other reason that you have for
not repaying this loan?

A. No.

(App. at 1018–19 (emphasis added).)
Once we strip away the short selling allegations, the alleged
misrepresentations in this case have no connection to the
decrease in the value of NMFS shares in the open market.
That misrepresentation simply did not affect the value of
NMFS stock. Accordingly, Colkitt cannot recover damages
for the decrease in value of his stock that was held in
escrow because that decrease was not proximately caused by
Berckeley's alleged misrepresentation.

In summary, we will reverse the decision of the District
Court with respect to Colkitt's Section 10(b) claim on
limited grounds. We hold that Colkitt failed to set forth
sufficient facts that the precipitous loss in value in his
NMFS share holdings was proximately caused by Berckeley's
alleged misrepresentation. There is no evidence in the record
that the decline in the price per share of NMFS stock
was connected in any manner to alleged misrepresentations
regarding Berckeley's intent to evade Section 5 registration
requirements, and we will affirm the decision of the District

Court relating to this category of damages. 27  For these
reasons, we will reverse in part, affirm in part, and remand
Colkitt's remaining Section 10(b) claim to the District Court

for trial. 28

D. CALCULATION OF DAMAGES
Having determined that Colkitt has adduced sufficient facts
to survive summary judgment on his Section 29 rescission
*225  claim premised on a violation of Section 10(b), we

must necessarily vacate the District Court's damages award in
favor of Berckeley. Colkitt will have the opportunity at trial

to prove that he is entitled to rescind the Agreement. 29
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V. CONCLUSION

Based upon the foregoing reasons, we will affirm in part,
reverse in part, and remand the case to the District Court for
further proceedings consistent with this opinion.

All Citations

455 F.3d 195, Fed. Sec. L. Rep. P 93,904

Footnotes
* The Honorable Jane R. Roth assumed senior status on May 31, 2006.

1 Defendant–Appellant Shoreline Pacific Institutional Finance (“Shoreline”) brokered the Agreement between Colkitt and
Berckeley. Berckeley I, 259 F.3d at 137.

2 A debenture is a debt secured only by the debtor's earning power, not by a lien on any specific asset. A convertible
debenture is one that the holder may change into some other security, such as stock. See Black's Law Dictionary 430
(8th ed.2004).

3 For example, suppose that Berckeley wanted to convert $1,000,000 of the debentures into NMFS shares, and that the
current market price for NMFS stock was $25 per share. The conversion price would be $20.75 per share ($25 per share *
0.83). At a rate of $20.75 per share, Berckeley would be entitled under the Agreement to 48,192.77 shares of NMFS stock.

The 17% discount received by Berckeley represented, in part, the fact that “the National Medical shares held by Colkitt
for the transaction were not registered with the Securities and Exchange Commission, as would be required for sales
of those shares within the United States by Section 5 of the Securities Act of 1933.” See Berckeley I, 259 F.3d at 137
(internal citation omitted).

4 Berckeley specifically made the following demands on the following dates in September 1996:

  Conversion Shares Due
Date Face Value Price (truncated)
    
9/13/96 $ 80,000 7.6152 10,505
9/16/96 $ 60,000 7.6775 7,815
9/19/96 $ 90,000 7.5115 11,981
9/26/96 $ 20,000 7.1795 2,786
9/26/96 $ 50,000 7.0965 7,046
 $300,000  40,133

5 That figure represented Berckeley's conversion demands made on September 13, 1996, and September 16, 1996.

6 The conversion price for the $160,000 demand made on November 6, 1996, does not appear in the record.

7 Berckeley also sued NMFS for breach of contract, and Shoreline for breach of contract and breach of fiduciary duty.
The District Court dismissed NMFS as a party to the action, and the merits of Berckeley's claims against Shoreline are
not at issue on appeal.

8 The lengthy procedural history in the District Court is summarized in our decision in Berckeley I, 259 F.3d at 138.

9 The record is unclear as to why there was a thirty-eight month delay between the date of our opinion remanding the case
back to the District Court and the District Court's subsequent order.

10 We subject questions of law concerning the interpretation of the requirements of Rule 54(b) to plenary review. Berckeley
I, 259 F.3d at 140 n. 4.

11 The distinction between this claim and the Section 29(b) claim premised on a violation of Section 10(b) is readily apparent.
The Section 10(b) claim alleges that Berckeley made material misrepresentations that induced Colkitt to enter into the
Agreement. If Colkitt is able to prove that claim, then the Agreement was “made in violation of” Section 10(b). The
misrepresentations that induced Colkitt to enter into the Agreement would be “inseparable from the underlying agreement
between the parties.” GFL Advantage Fund, 272 F.3d at 202.

12 We agree with the District Court that the SEC's administrative decision in In re GFL Fund Ltd., 64 S.E.C. Docket 1958,
1997 WL 330419 (June 18, 1997), does not compel a different conclusion. In that case, the SEC brought administrative
proceedings against GFL for reselling unregistered securities back into the United States. The SEC's administrative ruling
was concerned solely with GFL's resale of the unregistered shares, not with any contracts GFL had entered into with
other parties. In fact, the SEC did not even mention Section 29(b) in the administrative ruling. Thus, there was no finding
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that the underlying contracts that enabled GFL to obtain the unregistered shares violated Section 29(b). As such, we do
not find In re GFL Fund Ltd. helpful to our disposition of the present case.

13 We therefore need not determine whether Section 29(b) can ever support a rescission claim founded on a violation of
the 1933 Securities Act.

14 Employment of Manipulative and Deceptive Devices, 13 Fed.Reg. 8183 (Dec. 22, 1948), amended by 16 Fed.Reg. 7928
(Aug. 11, 1951). The full text of Rule 10b–5 provides:

It shall be unlawful for any person, directly or indirectly, by the use of any means or instrumentality of interstate
commerce, or of the mails or of any facility of any national securities exchange,
(a) To employ any device, scheme, or artifice to defraud,
(b) To make any untrue statements of material fact or to omit to state a material fact necessary in order to make the
statements made, in the light of the circumstances under which they were made, not misleading, or
(c) To engage in any act, practice, or course of business which operates or would operate as a fraud or deceit upon
any person, in connection with the purchase or sale of any security.
17 C.F.R. § 240.10b–5.

15 Under the Private Securities Litigation Reform Act of 1995, Congress codified the common law loss causation requirement
as a statutory element of a Section 10(b) private cause of action. See 15 U.S.C. § 78u–4(b)(4) (stating that “[i]n any
private action arising under this chapter, the plaintiff shall have the burden of proving that the act or omission of the
defendant alleged to violate this chapter caused the loss for which the plaintiff seeks to recover damages”).

16 Similarly, the SEC does not have to establish those elements in an enforcement proceeding. See Graham v. SEC, 222
F.3d 994, 1001 n. 15 (D.C.Cir.2000).

17 See 15 U.S.C. § 77e(a).

18 We will examine the misrepresentation and scienter issues as part of our resolution of the Section 29(b) claim, and we
will consider separately the causation prong in part IV.C, infra.

19 In the District Court, the primary argument advanced by Colkitt to establish that Berckeley violated Section 10(b) was
that Berckeley had engaged in short selling in violation of the Agreement. The District Court determined that Berckeley
did not engage in short selling, and Colkitt has not advanced this issue on appeal.

We note that our recent decision in GFL Advantage Fund, 272 F.3d at 202, addressed the effect of short sales in a
nearly identical financing transaction that Colkitt entered into with GFL. We held that GFL's short selling did not support
Colkitt's Section 10(b) claim. In rejecting Colkitt's argument that the short selling constituted market manipulation, we
stated that “[t]he fact that these short sales may have contributed to a decline in the stocks' prices is not evidence of
deceptive or manipulative conduct, for there is no reason to believe these prices were depressed artificially.” Id. at 207.
We concluded that “short selling, even in large volumes, is not in and of itself unlawful and therefore cannot be regarded
as evidence of market manipulation.” Id. at 209. We further explained: “That short selling may depress share prices,
which in turn may enable traders to acquire more shares for less cash (or in this case, for less debt), is not evidence
of unlawful market manipulation, for they simply are natural consequences of a lawful and carefully regulated trading
practice.” Id. at 209–10. Rather, short selling could only form a basis for a Section 10(b) claim if done “in conjunction
with some other deceptive practice that either injected inaccurate information into the market or otherwise artificially
affected the price of the stock.” Id. at 207.

20 Judicial admissions are concessions in pleadings or briefs that bind the party who makes them. See Parilla v. IAP
Worldwide Serv., VI, Inc., 368 F.3d 269, 275 (3d Cir.2004) (finding that the plaintiff was bound because she “expressly
conceded those facts in her complaint.”) (citing, inter alia, Soo Line R.R. Co. v. St. Louis Southwestern Ry. Co., 125
F.3d 481, 483 (7th Cir.1997) (noting the “well-settled rule that a party is bound by what it states in its pleadings”); Glick
v. White Motor Co., 458 F.2d 1287, 1291 (3d Cir.1972) (noting that unequivocal “judicial admissions are binding for the
purpose of the case in which the admissions are made[,] including appeals”)). See also Karkoukli's, Inc. v. Dohany, 409
F.3d 279, 283 (6th Cir.2005) (finding that the plaintiff's “admissions of statutory compliance by defendants in its briefs”
constituted “ ‘judicial admissions' that estop [plaintiff] from raising a statutory non-compliance argument in this appeal.”)
(citation omitted); Gospel Missions of America v. City of Los Angeles, 328 F.3d 548, 557 (9th Cir.2003) (stating that court
of appeals has discretion whether to treat a concession in a pleading or brief as a binding judicial admission).

21 In the initial years following the passage of the Securities Act, resellers of unregistered securities frequently made the
argument that they were not underwriters because “although they had the requisite investment intent at the time of
purchase, subsequent changes in their personal situations necessitated the resale of securities.” See 1 Hazen, The Law
of Securities Regulation 484. This highly fact-specific inquiry became known as the “change in circumstances” exception.
See generally Vohs v. Dickson, 495 F.2d 607, 620–21 (5th Cir.1974); see also Neuwirth Inv. Fund, Ltd. v. Swanton, 422
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F.Supp. 1187, 1197 (S.D.N.Y.1975) (finding that change in circumstances exception applied and that security holder did
not take stock with a view to distribution where fifteen months passed between purchase and resale and where stock
was sold only after security holder was forced into liquidation).

Although the SEC has taken the position that the “change in circumstances” exception is no longer applicable after the
passage of Rule 144, commentators have expressed doubt that the exception can be read out of the definition of an
“underwriter” under § 2(a)(11). See 1 Hazen, The Law of Securities Regulation 485 (“To the extent that the change in
circumstances defense is a valid interpretation in terms of the section 2(a)(11) statutory definition of one who purchases
with an intent to redistribute, the SEC cannot by administrative fiat change the meaning of the statute.”); Louis Loss &
Joel Seligman, Fundamentals of Securities Regulation 325 n. 241 (5th ed.2004) (noting that, although the “law largely
has made a transition from the subjectivity of the statutory standard to more objective rule enforcement, ... the statutes
still exist and it still can be argued ... that the wording of § 2(a)(11) compels some sort of change in circumstances
doctrine.”). In addition, Rule 144 is generally considered to be non-exclusive, and sellers such as Berckeley may still
seek to invoke the statutory Section 4(1) exemption. See 1 Hazen, The Law of Securities Regulation 490; Loss and
Seligman, Fundamentals of Securities Regulation 325 n. 241; Marc I. Steinberg, Understanding Securities Law 139
(3d ed 2001); II Louis Loss and Joel Seligman, Securities Regulation 1138.47 n. 580 (2d ed.1999).
Because the parties have not addressed the application of the “change in circumstances” exception to this case,
however, we need not decide whether that exception remains a viable method of refuting “underwriter” status under
§ 2(a)(11).

22 We review the District Court's decision to admit expert testimony for abuse of discretion. In re Unisys Savings Plan Litig.,
173 F.3d 145, 163 (3d Cir.1999).

23 The Advisory Committee Notes to Rule 704 explain that, although a witness may give an opinion as to an ultimate issue,
Rules 701, 702, and 403 “stand ready to exclude opinions phrased in terms of inadequately explored legal criteria.” As
the committee notes further explain:

[T]he question, “Did T have capacity to make a will?” would be excluded, while the question, “Did T have sufficient
mental capacity to know the nature and extent of his property and the natural object of his bounty and to formulate a
rational scheme of distribution?” would be allowed.
See Fed.R.Evid. 704, advisory committee notes.

24 We note that we are not determining that the failure to follow an SEC interpretive release is per se reckless for purposes
of finding liability under the securities laws. An interpretive rule is “one issued by an agency to advise the public of the
agency's construction of the statutes and rules which it administers.” Chrysler Corp. v. Brown, 441 U.S. 281, 302 n. 31, 99
S.Ct. 1705, 60 L.Ed.2d 208 (1979) (citation omitted). An interpretive rule is not binding upon a court. Dismas Charities, Inc.
v. United States Dept. of Justice, 401 F.3d 666, 681 (6th Cir.2005). Indeed, the SEC itself has recognized that “no-action
and interpretive responses by the staff are subject to reconsideration and should not be regarded as precedents binding
on the Commission.” See SEC Release No. 33–5089, 1970 WL 10582 (Oct. 29, 1970). Our decision in this case does
not elevate SEC interpretive releases to the force of law; rather our focus is on Berckeley's state of mind when it entered
into the Agreement. The sheer weight of the interpretive releases and the eight enforcement proceedings instituted by
the SEC against participants in abusive Regulation S transactions between June 5, 1992, and May 6, 1996, creates an
issue of fact that Berckeley intended to undertake an unlawful course of conduct.

Berckeley has evidence at its disposal to counter the interpretive releases, including the Van Sant testimony and
evidence that it sought out the advice of counsel prior to entering into the Agreement. On the latter piece of evidence,
we realize that the record is sparse as to the nature of the advice Berckeley received from its counsel. (App. at 1175–
77, 1187–89.) For purposes of the remand to the District Court, we remind the parties that the attorney-client privilege
cannot be used as both a “shield” and a “sword”: Berckeley cannot rely upon the legal advice it received for the purpose
of negating its scienter without permitting Colkitt the opportunity to probe the surrounding circumstances and substance
of that advice. See Livingstone v. North Belle Vernon Borough, 91 F.3d 515, 537 (3d Cir.1996) (“The attorney client
privilege is waived for any relevant communication if the client asserts as a material issue in a proceeding that: (a) the
client acted upon the advice of a lawyer or that the advice was otherwise relevant to the legal significance of the client's
conduct.”) (quoting Restatement of the Law Governing Lawyers § 130(1) (Final Draft No. 1, 1996)).

25 Colkitt also alleges that he suffered two other categories of damages as a direct and proximate cause of Berckeley's
alleged misrepresentation: (1) the sale of NMFS shares to Berckeley at a 17% discount from their market value, and
(2) the possible requirement to pay interest and penalties on the outstanding debentures under the Agreement. The
current record, as we have examined it, is unclear as to whether these expenses would have been part of the cost of
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any deal Colkitt could have made to obtain the financing in light of NMFS's precarious financial position at the time it
entered into the deal.

See Berckeley I, 259 F.3d at 137 & supra note 3. We invite the District Court upon remand to determine in the first
instance the nature of these expenses and their relationship, if any, to the alleged misrepresentation.

26 Colkitt has not appealed that ruling and is thus bound by it.

27 In this respect, our decision represents only a Pyrrhic victory for Colkitt, who will not be able to recover his largest category
of damages from Berckeley, which is the drop in stock prices connected to NMFS stock held in escrow. We note for the
record that Colkitt recognized the inherent possibility that market forces might cause the share price of NMFS stock to
decrease when he agreed, in the Agreement, to place additional shares of NMFS stock into escrow if the stock price
decreased.

28 As a result, to the extent we have determined that Colkitt has stated a claim under Section 10(b), we will also reinstate
Colkitt's claim that Berckeley's conduct committed common law fraud under New York law. We conclude that the
Agreement, which contains a choice of law clause in Paragraph 6. 1, is governed solely by New York law. See Kruzits
v. Okuma Machine Tool, Inc., 40 F.3d 52, 56 (3d Cir.1994) (stating that the parties freely bargained for a choice of law
provision and that Pennsylvania courts “will only ignore a contractual choice of law provision if that provision conflicts
with strong public policy interests”). As Colkitt fails to set forth any public policy interest to invalidate the choice of law
provision entered into between two parties that freely bargained for the terms of the Agreement, we find that the choice of
law provision bars Colkitt from proceeding under the Pennsylvania Securities Act and Pennsylvania common law fraud.
Accordingly, Colkitt will have to prove that Berckeley's conduct constituted fraud under New York law. See Computerized
Radiological Services v. Syntex Corp., 786 F.2d 72, 76 (2d Cir.1986) (stating that under New York law, a plaintiff must
prove the following elements of fraud: “(1) that the defendant made a representation, (2) as to a material fact, (3) which
was false, (4) and known to be false by the defendant, (5) that the representation was made for the purpose of inducing
the other party to rely upon it, (6) that the other party rightfully did so rely, (7) in ignorance of its falsity, (8) to his injury”)
(citation omitted).

29 We note that the record is unclear as to what damages Berckeley would be entitled to for its “buy-in loss” should it
ultimately be successful at trial. Those damages represent the losses that Berckeley allegedly suffered when it was forced
to buy NMFS shares on the open market to cover for existing delivery obligations after Colkitt failed to follow through on
his duty to convert shares under the Agreement. As set forth in note 4, supra, Berckeley made conversion demands on
five occasions in September 1996. Colkitt honored only two of the conversion demands and converted 18,320 shares.
At around the same time in September 1996, Berckeley entered into sales agreements to sell 10,680 NMFS shares.
Berckeley then purchased 10,680 shares on the open market in February 1997 to cover for its existing delivery obligations
from September. What is unclear to us from the existing record is why Berckeley would have had to purchase the shares
on the open market when it already held 18,320 shares that would have covered the outstanding delivery obligations.
The answer may be that Berckeley sold a certain number of shares, and that the 10,680 outstanding shares represent
the remaining shares upon which Berckeley still owed delivery obligations. The parties' current submissions, however,
are far from clear on this issue, and the parties should address this unanswered question on remand.

End of Document © 2016 Thomson Reuters. No claim to original U.S. Government Works.
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166 Ill.2d 204
Supreme Court of Illinois.

Joan BRIGHT, Appellee,
v.

Faith DICKE et al. (Faith Dicke, Appellant).

No. 77300.
|

March 23, 1995.

Defendant, who was sued for breach of fiduciary duty and
breach of settlement agreement, moved for leave to file late
response to request for admission of facts or genuineness
of documents. The Circuit Court, La Salle County, Robert
L. Carter, J., denied motion. Defendant filed interlocutory
appeal. The Appellate Court, Slater, P.J., 260 Ill.App.3d
768, 199 Ill.Dec. 292, 633 N.E.2d 1283, affirmed. Defendant
petitioned for leave to appeal. The Supreme Court, Harrison,
J., held that defendant could not serve late response to
plaintiff's request for admission of facts or genuineness of
documents solely on ground that plaintiff would not be
harmed by allowing late response.

Affirmed.
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[1] Pretrial Procedure
Time for response

Trial court may allow party to make late service
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genuineness of documents where good cause is
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Opinion

Justice HARRISON delivered the opinion of the court:

The issue in this case is whether a circuit court may permit
a party to respond to a request for the admission of facts or
the genuineness of documents once the 28–day time limit
specified by Rule 216(c) (134 Ill.2d R. 216(c)) has expired.
For the reasons that follow, we hold that the court may
allow an untimely response where the delinquent party has
shown good cause for the delay in accordance with Rule
183 (134 Ill.2d R. 183). Because no good cause was shown
here, permission to make a late response was properly denied.
The circuit court's order denying such permission and the
judgment of the appellate court affirming the circuit court's
order are therefore affirmed.

The dispute before us arose in the context of litigation *206
over administration of a trust. Joan Bright, a beneficiary of
the trust, brought an action in the circuit court of La Salle
County alleging that Faith Dicke, one of the original trustees,
had breached her fiduciary duty and violated the terms of a
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settlement agreement. During the course of discovery, Bright
served a request on Dicke pursuant to Rule 216 (134 Ill.2d R.
216) asking that she admit the truth of various facts and the
genuineness of certain documents.

Dicke was served with the request on May 13, 1993, but
did not respond until June 14, 1993, which was beyond
the 28–day deadline set forth in Rule 216(c) (134 Ill.2d R.
216(c)). On that date she filed an unsigned response with
the clerk of the circuit court. When Bright objected that
Dicke's response was untimely and unverified, Dicke moved
for **276  ***736  leave to file a properly sworn response
out of time.

In support of her motion, Dicke presented a chronology of
events pertaining to her response. She offered no explanation,
however, as to why the 28–day deadline was not met or
why the document eventually filed with the circuit court was
not signed by her under oath. Dicke's position was simply
that the court should grant her motion because the requested
admissions relate to central issues in the case and allowing
her to make an untimely response would not prejudice Bright.

Following a hearing, the circuit court denied Dicke's
motion. Although the court's order was interlocutory and
not otherwise appealable, the court made a written finding
pursuant to Rule 308(a) (134 Ill.2d R. 308(a)) that the order
involved a question of law as to which there is substantial
ground for difference of opinion and that an immediate
appeal from the order may materially advance the ultimate
termination of the litigation. The specific question of law
identified by the circuit court was

*207  “[w]hether the trial court has
discretion to allow a party to file a
response to a Supreme Court Rule 216
Request for Admission after the 28–
day period specified in Rule 216 has
expired.”

On Dicke's application, the appellate court allowed an appeal
from the circuit court's order and affirmed. (260 Ill.App.3d
768.) Rejecting the notion that the 28–day deadline is absolute
and inflexible, the court held that under Rule 183 (134 Ill.2d
R. 183), a trial judge has discretion to allow a late response
to a request to admit where the delinquent party has shown
good cause for the delay. The court further held that the trial
court cannot be said to have abused its discretion here because
the only reason advanced by Dicke in support of her request

was lack of prejudice, and, under Greene v. City of Chicago
(1978), 73 Ill.2d 100, 22 Ill.Dec. 507, 382 N.E.2d 1205, lack
of prejudice does not constitute good cause.

We granted Dicke's petition for leave to appeal from the
appellate court's judgment (145 Ill.2d R. 315), and the case
is now before us for review. Before reaching the merits, we
first note that the question of law identified by the circuit
court is flawed. That question speaks in terms of whether the
circuit court may allow a party to file a response to a request to
admit beyond Rule 216(c)'s 28–day limit. Under Rule 216(c),
however, filing is not the operative event.

Unlike Rule 213(c) (134 Ill.2d R. 213(c)), which governs
answers and objections to interrogatories, Rule 216(c) only
requires that responses to requests for admissions be served
on the opposing party within the specified time period. When
a response is filed with the court is irrelevant. Indeed, filing is
not even necessary under the rule. The only purpose it serves
is to help document when a responding party has acted within
the rule's time limits.

[1]  Because service, rather than filing, is what matters under
Rule 216(c), the issue here is not whether the *208  court can
allow late filing of a response to a request to admit, as the trial
judge supposed. It is, instead, whether the court can allow a
party to make late service of such a response. The answer to
this question is yes. Our Rule 183 expressly provides that the
court,

“for good cause shown on motion after notice to the
opposite party, may extend the time for filing any pleading
or the doing of any act which is required by the rules to
be done within a limited period, either before or after the
expiration of the time.” (134 Ill.2d R. 183.)

As a number of appellate court decisions have correctly
recognized (see, e.g., Sims v. City of Alton (1988), 172
Ill.App.3d 694, 698, 122 Ill.Dec. 538, 526 N.E.2d 931;
Kismer v. Antonovich (1986), 148 Ill.App.3d 508, 510, 102
Ill.Dec. 150, 499 N.E.2d 707), and as the appellate court
properly concluded here (260 Ill.App.3d 768, 770–71, 199
Ill.Dec. 292, 633 N.E.2d 1283), this rule is applicable to
the 28–day time limit set forth in Rule 216(c). We note,
moreover, that a request for admissions is essentially a
discovery tool. (See Homer G. Dickson & Co. v. Barraza
(1983), 115 Ill.App.3d 5, 7, 70 Ill.Dec. 643, 449 N.E.2d 990.)
To hold that a circuit court cannot grant parties additional time
to respond would therefore not only conflict with **277
***737  the plain language of Rule 183, it would also be
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inconsistent with our view that circuit courts must be allowed
to exercise discretion over the conduct of pretrial discovery.
See, e.g., Sohaey v. Van Cura (1994), 158 Ill.2d 375, 380–83,
199 Ill.Dec. 654, 634 N.E.2d 707.

[2]  This conclusion is sufficient to answer the specific
question of law identified by the circuit court. The scope of
our review, however, is not limited to determining how the
circuit court's question should be decided. When this court
accepts an appeal involving a question of law identified under
Rule 308, interests of judicial economy and the need to reach
an equitable result oblige us to go beyond the question of law
presented and consider the propriety of the order that gave rise
to the appeal. Boyd v. Travelers Insurance Co. (1995), 166
Ill.2d 188, 193–94, 209 Ill.Dec. 727, 652 N.E.2d 267; Schrock
v. Shoemaker (1994), 159 Ill.2d 533, 537, 203 Ill.Dec. 787,
640 N.E.2d 937.

As noted at the outset of this opinion, this appeal is *209
based on the circuit court's order denying Dicke leave to make
a late response to Bright's request for admission of facts and
genuineness of documents. That order was entirely proper.
Although Rule 183 does give judges discretion to allow
responses to be served beyond the 28–day time limit, that
discretion does not come into play under the rule unless the
responding party can first show good cause for the extension.
(Hernandez v. Power Construction Co. (1978), 73 Ill.2d 90,
95–97, 22 Ill.Dec. 503, 382 N.E.2d 1201.) Dicke made no
such showing here. Her claim for relief is based solely on the
argument that an untimely response would not harm Bright.

In support of her position, Dicke cites the appellate court
opinion in Smoot v. Knott (1990), 200 Ill.App.3d 1082, 146
Ill.Dec. 831, 558 N.E.2d 794. There, the court held that
absent prejudice to the party making the request to admit,
the responding party should generally be permitted to make
a late response. In the view of the Smoot court, the issue
of good cause under Rule 183 should be considered only if
the requesting party can show that allowing the late response
would result in prejudice. Smoot, 200 Ill.App.3d at 1098–99,
146 Ill.Dec. 831, 558 N.E.2d 794.

The problem with this approach is that it cannot be
squared with the plain language of Rule 183. As we have
just discussed, that rule specifically makes good cause a
prerequisite for relief. What the appellate court in this
case recognized, but the court in Smoot overlooked, is
that our court has expressly held that the mere absence

of inconvenience or prejudice to the opposing party is not
sufficient to establish good cause under Rule 183 and the
companion provision of the Code of Civil Procedure (735
ILCS 5/2—1007 (West 1992)). The moving party must assert
some independent ground for why his untimely response
should be allowed. Hernandez, 73 Ill.2d at 96, 22 Ill.Dec. 503,
382 N.E.2d 1201; Greene, 73 Ill.2d at 107, 22 Ill.Dec. 507,
382 N.E.2d 1205.

[3]  The Smoot approach is also flawed because it reverses
*210  the burden of proof. The general rule is that during

the progress of an action, the movant bears the burden
of sustaining the grounds of his motion. (See People v.
Smith (1993), 248 Ill.App.3d 351, 358, 187 Ill.Dec. 380, 617
N.E.2d 837.) Smoot, however, would place the burden on
the nonmoving party to show why the motion should not be
granted. If the nonmoving party, i.e., the party making the
request to admit, could not prove that an untimely response
would prejudice him, Smoot would allow the response to be
made. Smoot, 200 Ill.App.3d at 1098–99, 146 Ill.Dec. 831,
558 N.E.2d 794.

We see nothing unique about requests for leave to file
untimely responses to requests for admissions that would
justify such unprecedented treatment. Contrary to the view
taken in Smoot, the party opposing such a motion should
be under no obligation to show anything. Under Rule 183,
the general rule pertains: the burden of establishing grounds
for relief is on the party requesting the additional time. To
hold otherwise would be tantamount to saying that litigants
are free to disregard our rules so long as the opposing side
cannot show harm. Such an approach is wholly unacceptable.
Nonmoving parties such as Bright should not be required to
justify application of a rule before it will be given effect. The
rules of **278  ***738  court we have promulgated are not
aspirational. They are not suggestions. They have the force
of law, and the presumption must be that they will be obeyed
and enforced as written.

For the foregoing reasons, the judgment of the appellate court
is affirmed.

Affirmed.

All Citations

166 Ill.2d 204, 652 N.E.2d 275, 209 Ill.Dec. 735

http://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=1994048135&pubNum=0000578&originatingDoc=I7c575bdad91911d99439b076ef9ec4de&refType=RP&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.UserEnteredCitation)
http://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=1994048135&pubNum=0000578&originatingDoc=I7c575bdad91911d99439b076ef9ec4de&refType=RP&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.UserEnteredCitation)
http://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=1995032472&pubNum=0000578&originatingDoc=I7c575bdad91911d99439b076ef9ec4de&refType=RP&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.UserEnteredCitation)
http://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=1995032472&pubNum=0000578&originatingDoc=I7c575bdad91911d99439b076ef9ec4de&refType=RP&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.UserEnteredCitation)
http://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=1994163543&pubNum=0000578&originatingDoc=I7c575bdad91911d99439b076ef9ec4de&refType=RP&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.UserEnteredCitation)
http://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=1994163543&pubNum=0000578&originatingDoc=I7c575bdad91911d99439b076ef9ec4de&refType=RP&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.UserEnteredCitation)
http://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=1994163543&pubNum=0000578&originatingDoc=I7c575bdad91911d99439b076ef9ec4de&refType=RP&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.UserEnteredCitation)
http://www.westlaw.com/Link/Document/FullText?findType=L&pubNum=1003673&cite=ILSTSCTR183&originatingDoc=I7c575bdad91911d99439b076ef9ec4de&refType=LQ&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.UserEnteredCitation)
http://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=1978140583&pubNum=0000578&originatingDoc=I7c575bdad91911d99439b076ef9ec4de&refType=RP&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.UserEnteredCitation)
http://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=1978140583&pubNum=0000578&originatingDoc=I7c575bdad91911d99439b076ef9ec4de&refType=RP&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.UserEnteredCitation)
http://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=1990120047&pubNum=0000578&originatingDoc=I7c575bdad91911d99439b076ef9ec4de&refType=RP&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.UserEnteredCitation)
http://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=1990120047&pubNum=0000578&originatingDoc=I7c575bdad91911d99439b076ef9ec4de&refType=RP&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.UserEnteredCitation)
http://www.westlaw.com/Link/Document/FullText?findType=L&pubNum=1003673&cite=ILSTSCTR183&originatingDoc=I7c575bdad91911d99439b076ef9ec4de&refType=LQ&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.UserEnteredCitation)
http://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=1990120047&pubNum=0000578&originatingDoc=I7c575bdad91911d99439b076ef9ec4de&refType=RP&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.UserEnteredCitation)
http://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=1990120047&pubNum=0000578&originatingDoc=I7c575bdad91911d99439b076ef9ec4de&refType=RP&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.UserEnteredCitation)
http://www.westlaw.com/Link/Document/FullText?findType=L&pubNum=1003673&cite=ILSTSCTR183&originatingDoc=I7c575bdad91911d99439b076ef9ec4de&refType=LQ&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.UserEnteredCitation)
http://www.westlaw.com/Link/Document/FullText?findType=L&pubNum=1003673&cite=ILSTSCTR183&originatingDoc=I7c575bdad91911d99439b076ef9ec4de&refType=LQ&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.UserEnteredCitation)
http://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=1978140583&pubNum=0000578&originatingDoc=I7c575bdad91911d99439b076ef9ec4de&refType=RP&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.UserEnteredCitation)
http://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=1978140583&pubNum=0000578&originatingDoc=I7c575bdad91911d99439b076ef9ec4de&refType=RP&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.UserEnteredCitation)
http://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=1978140584&pubNum=0000578&originatingDoc=I7c575bdad91911d99439b076ef9ec4de&refType=RP&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.UserEnteredCitation)
http://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=1978140584&pubNum=0000578&originatingDoc=I7c575bdad91911d99439b076ef9ec4de&refType=RP&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.UserEnteredCitation)
http://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=1993153480&pubNum=0000578&originatingDoc=I7c575bdad91911d99439b076ef9ec4de&refType=RP&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.UserEnteredCitation)
http://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=1993153480&pubNum=0000578&originatingDoc=I7c575bdad91911d99439b076ef9ec4de&refType=RP&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.UserEnteredCitation)
http://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=1993153480&pubNum=0000578&originatingDoc=I7c575bdad91911d99439b076ef9ec4de&refType=RP&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.UserEnteredCitation)
http://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=1990120047&pubNum=0000578&originatingDoc=I7c575bdad91911d99439b076ef9ec4de&refType=RP&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.UserEnteredCitation)
http://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=1990120047&pubNum=0000578&originatingDoc=I7c575bdad91911d99439b076ef9ec4de&refType=RP&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.UserEnteredCitation)
http://www.westlaw.com/Link/Document/FullText?findType=L&pubNum=1003673&cite=ILSTSCTR183&originatingDoc=I7c575bdad91911d99439b076ef9ec4de&refType=LQ&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.UserEnteredCitation)


Bright v. Dicke, 166 Ill.2d 204 (1995)

652 N.E.2d 275, 209 Ill.Dec. 735

 © 2016 Thomson Reuters. No claim to original U.S. Government Works. 4

End of Document © 2016 Thomson Reuters. No claim to original U.S. Government Works.



City of Chicago for Use of Schools v. Albert J. Schorsch..., 95 Ill.App.2d 264 (1968)

238 N.E.2d 426

 © 2016 Thomson Reuters. No claim to original U.S. Government Works. 1

95 Ill.App.2d 264
Appellate Court of Illinois,

First District, Fourth Division.

CITY OF CHICAGO in Trust for the USE
OF SCHOOLS, Petitioner- Appellant,

v.
ALBERT J. SCHORSCH REALTY

COMPANY, Inc., et al., Defendants.
CITY OF CHICAGO in Trust for the USE

OF SCHOOLS, Petitioner-Appellant,
v.

John PRZYWARA, et al., Defendants-Appellees,
Western National Bank of

Cicero, etc., Defendant-Appellee.

Gen. No. 51674.
|

April 10, 1968.
|

Rehearing Denied May 22, 1968.

Action by city school board to condemn land for school
purposes. The Circuit Court, Cook County, Thomas C.
Donovan, J., entered a judgment in favor of the landowners
and the school board appealed and landowner cross-appealed.
The Appellate Court, Drucker, J., held that in view of fact that
$97,400 verdict for taking of eight lots zoned for residential
use was within range of evidence and in view of failure of
condemnor school district failure to specify such arguments
in post trial motion, verdict was affirmed.

Affirmed.

See also Ill.App., 238 N.E.2d 434.

West Headnotes (9)

[1] Eminent Domain
Nature and Use of Property

Eminent Domain
Presentation and reservation in lower court

of grounds of review

In view of fact that $97,400 verdict for taking
of eight lots zoned for residential use was within

range of evidence and that condemnor school
district failed to object to remarks of owner's
counsel in argument to jury and to specify
such arguments in post trial motion, verdict was
affirmed. S.H.A. ch. 110, § 68.1.

Cases that cite this headnote

[2] Eminent Domain
Conclusiveness and effect of exercise of

delegated power

Necessity for taking is legislative question whose
determination is within discretion of corporate
body vested with power to exercise right, and
such determination will be disturbed by court
only in event of an abuse of power violative of
constitutional rights.

1 Cases that cite this headnote

[3] Eminent Domain
Property Subject to Appropriation

Property owners failed to show that city school
board in taking residentially zoned lots was
abusing its discretion because land, which was
15,000 feet from end of runway, was allegedly
within flight zone around airport.

Cases that cite this headnote

[4] Estoppel
Municipal corporations in general

Landowner showing that one of two preceding
suits to condemn nearby property had been
dismissed on ground that land was within flight
zone around airport without any showing as
to reason for dismissal of other suit failed
to establish that school district was estopped
in subsequent condemnation suit because land
which was near airport was allegedly within
the flight zone which was not defined by any
introduced evidence.

Cases that cite this headnote

[5] Eminent Domain
Negotiations, offer to purchase, and

inability to agree with owner
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Action of general superintendent of schools in
sending letter to landowner making offer for
property together with statement of owner's
attorney that offer was unsatisfactory without the
making of any counteroffer or request to discuss
matter further was a sufficient offer and attempt
to negotiate prior to condemnation proceeding.

1 Cases that cite this headnote

[6] Eminent Domain
Conditions precedent in general

Failure of City of Chicago School Board to
contact the Chicago Plan Commission before
it sought to condemn land for school purposes
did not prevent a valid condemnation of
land under statute expressly providing that the
Commission's disapproval did not bar proposed
action. S.H.A. ch. 24, § 11-12-4.1.

1 Cases that cite this headnote

[7] Eminent Domain
Harmless error

Privileged Communications and
Confidentiality

Appraisers

Under the broad discovery principles, names of
appraisers in suit by school board to condemn
land were not privileged, but failure to compel
disclosure of their names was harmless error
under circumstances.

1 Cases that cite this headnote

[8] Appeal and Error
Discovery and depositions

Pretrial Procedure
Examination in General

Party should not have been permitted to both
answer in pretrial discovery proceedings and
simultaneously object to the same matter, but
failure to strike those answers which amounted
to objections was harmless error. Supreme Court
Rules, rule 216, S.H.A. ch. 110A, § 216.

1 Cases that cite this headnote

[9] Eminent Domain
Harmless error

Where evidence in condemnation action by
school board ultimately showed that properties
sought to be condemned were within instrument
approach zone around airport, the failure to
deem these facts as admitted could have had
no prejudicial effect to owner who claimed that
there was an abuse of discretion in condemning
such land. Supreme Court Rules, rule 216,
S.H.A. ch. 110A, § 216.

Cases that cite this headnote

Attorneys and Law Firms

*266  **427  James W. Coffey, Frank S. Righeimer,
Chicago, Richard E. Girard, Chicago, of counsel, for
appellant.

Green, Murnighan & Kane, Chicago, John B. Murnighan and
John J. Jiganti, Chicago, of counsel, for appellee.

Opinion

DRUCKER, Justice.

*267  Petitioner in eminent domain proceedings appeals
from a jury award and judgment of $97,440 in favor of
the owner of Parcel E-Western National Bank of Cicero, as
Trustee under Trust No. 498. Defendant cross appeals from
the denial of its motion to dismiss the complaint.

Petitioner instituted condemnation proceedings on March 4,
1965 (Circuit Court No. 65 L 7227) for five parcels of land
to be used for school purposes. On July 14, 1965, another
petition was filed in the same case seeking nine and one-
half acres of unsubdivided land and one acre of subdivided
property which consisted of eight lots designated as Parcel 4
and also referred to as Parcel E. On July 14, 1965, another
petition was filed in a new case (Circuit Court No. 65 L
20763) seeking the same property. In that case a change of
venue was granted on November 3, 1965, as to Parcel 4
and the case reassigned for a separate trial as to Parcel 4.
Thereafter the cases were consolidated.

This appeal by petitioner and the cross appeal of Western
National Bank of Cicero as Trustee under Trust No. 498
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(hereinafter referred to as defendant) emanates from the
proceedings in the separate trial as to Parcel 4-also referred
to as Parcel E.

In the consolidated case petitioner sought to condemn ten
and one-half acres of land located in the vicinity of O'Hare
Airport bounded by Cumberland Avenue on the west and
Pittsburgh Avenue on the east. Balmoral Avenue was to
the south and the city limits (close to Bryn Mawr Avenue)
were the northern boundary. Defendant's eight lots fronted on
Pittsburgh Avenue each with 58 foot frontage and a depth of
107.48 **428  feet. The evidence showed that the property
was zoned R-2, single family residence, and each lot in the
subdivision bore a covenant restricting it to such use.

*268  On appeal petitioner's principal contention is that
the conduct of defense counsel in closing argument was so
prejudicial as to deny petitioner a fair trial.

Petitioner's Evidence

Herman O. Walther testified that he was a real estate appraiser
with extensive experience and that he had taught real estate
appraising. He said that there were many other areas in the
City of Chicago still being developed for houses and that in
the immediate vicinity of the subject property, just west of
Cumberland Avenue, there were 100 vacant acres and three
and one-half miles east of Pittsburgh Avenue there was an
only partially developed new home area. He stated that the
highest and best use of the eight lots was for single family
residences and that each lot was worth $8,000.

Albert J. Schorsch, Jr., testified under subpoena. He stated
that he and his family had been developing property in the
area for about ten years, that eighteen months earlier one of
the companies in which he and his family were involved sold
a lot on the corner of Pittsburgh and Balmoral to another of the
Schorsch companies for $9,000 and that this was not an arm's
length transaction. He said that the lot was 60 feet wide and
124 feet deep but that the trend was toward building houses
on lots 50 feet wide.

Raymond Cleveland stated that he was a real estate broker
and that he had recently participated in the sale of a property
48 feet wide and 141 feet deep and within one-half mile of the
subject property for the price of $7,500. He said that the lot
fronted on Cumberland Avenue across the street from a large
shopping center and three or four lots away from a gas station
and that the houses in that area sold for between twenty and
thirty thousand dollars.

Edwin J. Feulner testified that he was a broker, manager and
appraiser of real estate and that he was *269  familiar with
the area of the subject property. He said that the highest and
best use of the eight lots was R-2 single family residences and
that as such they were worth $140 per front foot ($8120 for
58 foot frontage).

Defendants' Evidence

Albert Schorsch, Jr. (who had also been called as a witness by
petitioner) testified that his organizations were in competition
with defendants and owned the property immediately south of
defendant's subdivision. He said that the highest and best use
of the subject property would be under R-3 general residence
zoning. He then testified:

Under R-3 zoning you might be able to
build one flat on each parcel of 2500
square feet and on a lot 46 1/2, maybe
slightly larger than this, you could build
a two flat. You could get nine total units
out of that group of 8 lots and if you
took into consideration the ownership
of adjacent lots you could get 10 lots
because all you need is one more front
foot to make the 10th lot. I have an
opinion of the fair cash market value
of 10 such units as of July 15, 1965. I
believe each of the units 46 1/2 x 107.48,
that each parcel that size would be worth
$11,000 which works out to be $220-
$225 a front foot. My opinion is the same
if the zoning remains the same.

Frank Syms testified that he was an appraiser, broker,
manager and financier of land transactions; that an area of
land to the east of the subject property separated by one
vacant parcel and Pittsburgh Avenue had been developed
with homes ranging in value from $30,000 to $45,000 by
the Schorsch interests, James C. Moreland and Son and the
beneficial owners of the subject property and that there is
a relationship between the value of vacant and improved
property. He said that the highest and best use was for single
family residences and that *270  each lot would have a
value of **429  $10,400 or $179 per front foot or a total of
$83,200 for the eight lots. He stated that there was a scarcity
of comparable sales because most developers sold property
with houses as a complete package.
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William F. Moreland stated that he was a broker and
developer and was president of the company of James C.
Moreland and Son which had developed property in the area.
He testified that the highest and best use was single family
residences, that the fair cash value of the eight lots depended
on whether their sale was separate or bulk, that the fair cash
value was $11,000 to $14,000 per lot or $200 to $225 per front
foot.

Raymond Peterson said that he was a builder and subdivider,
that he was involved in a sale within a mile of the subject
property, the price was $251.87 per front foot for five lots,
all of which were 125 feet deep and four of which were 25
feet wide with the fifth being 38 feet wide. He said there was
no longer any vacant property in the immediate area of that
sale. He testified that the highest and best use of the subject
property was for single family residences and that the fair
cash value for the eight lots would be approximately $11,000
per lot or $220 to $225 per front foot. He admitted on cross-
examination that he never walked around the subject property
or bought or sold property within two or three blocks of it but
that he had only driven by it.

Opinion
[1]  Petitioner contends that prejudicial conduct of defense

counsel in his closing argument so confused and prejudiced
the jury that it was denied a fair trial. Walther testified that
the eight lots were worth $8,000 per lot. Defense counsel
argued to the jury that viewing Walther's testimony of $8,000
per lot with that of witnesses who testified to the possibility
of making ten lots out of the property, that ‘even using Mr.
Walther's valuation, the overall picture is $80,000 for this
whole *271  parcel.’ Walther never testified to what the lots
would be worth if subdivided into ten smaller lots. Counsel
used the same method in discussing the testimony of Feulner,
Syms and Peterson who all valued the eight lots as then
subdivided.

Petitioner also complains that counsel's argument that
property which was sold on Cumberland was not comparable
to the subject property because Cumberland is a ‘* * * high
speed street with a rumble strip,’ was not based on any
evidence in the case. The same is said of the argument that the
jury should consider the difficulty of defendant's getting new
land to continue this construction and development business.
Finally, complaint is made of a personal attack on peitioner's
counsel.

Defendant, however, argues that the alleged errors are not
properly preserved for review. The record shows that not one
of the remarks complained of was objected to at the trial.
In County of Cook v. Colonial Oil Corp., 15 Ill.2d 67, 153
N.E.2d 844, the court said at page 75, 153 N.E.2d at page 848:
Counsel for defendant also characterizes the closing argument
of petitioner's counsel as ‘unfair, insulting, full of ridicule of
respondent's witnesses and counsel, and so insinuating and
vindictive as to be highly prejudicial to the respondent.’ First
of all, counsel for defendant, who is admittedly experienced
in condemnation, made no objection to any of the opening
argument of counsel for petitioner and no objection to any
of the supposedly objectionable remarks made by petitioner's
counsel in his final argument. We have consistently held that
experienced counsel cannot take a chance of failing to make
objections and then, upon receiving what they consider an
adverse jury verdict, claim error. City of Chicago v. Vaccarro,
408 Ill. 587, 97 N.E.2d 766.

Furthermore, in its post-trial motion the petitioners said
only: ‘The petitioner was prejudiced by the argument *272
made by counsel **430  for defendant to the jury.’ Illinois
Revised Statutes, 1963, ch. 110, s 68.1, requires that the
post-trial motion ‘contain the points relied upon, Particularly
specifying the grounds in support thereof * * *. A party may
not urge as error on review of the ruling on his post-trial
motion any point, ground or relief not particularly specified in
the motion.’ (Emphasis supplied.) In Kortlander v. Chicago
Transit Authority, 56 Ill.App.2d 48, 205 N.E.2d 516, it
was held that unless the allegedly improper remarks were
specifically set forth in the post-trial motion, no objection
could be raised to them on appeal. See Lawler v. Pepper
Const. Co., 33 Ill.App.2d 188, 178 N.E.2d 687; Perez v.
Baltimore & O.R. Co., 24 Ill.App.2d 204, 164 N.E.2d 209;
Richman Chemical Co. v. Lowenthal, 16 Ill.App.2d 568, 149
N.E.2d 351.

In the instant case the verdict was ‘within the range of
the evidence.’ Chicago Land Clearance Comm. v. Darrow,
12 Ill.2d 365, 146 N.E.2d 1, 68 A.L.R.2d 532. There was
evidence that the eight lots were worth $11,000 to $14,000
per lot and that the 464 feet were worth between $200 and
$225 per front foot. In fact, in discussing the post-trial motion
the trial judge said:
There isn't any question that this jury valued this property, 464
feet at $210 a foot, which multiplied comes out to $97,440
to the penny. I don't think they ever considered it as ten sites
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as such. If they did, they would have come out with $9,744 a
building site, and juries don't do that.

In my opinion, this verdict is within the realm of the evidence,
and I don't think there is, as far as I am able to observe-and I
don't think there is any error in the record.

In view of petitioner's uniform failure both to object at the trial
and to specify in the post-trial motion, and since the verdict
is within the range of the evidence, the judgment is affirmed.

*273  Cross-Appeal

Defendant contends in its cross-appeal that its motion to
dismiss should have been sustained because (1) the taking was
an abuse of the School Board's power in that the proposed
site for school purposes was in a flight zone for aircraft using
O'Hare Field, and (2) the statutory prerequisites were not
fulfilled.

Hearing on Traverse and Defendants' Motion to Dismiss

Defendant's Evidence

Saul Samuels was called by defendant under Section 60 1

and testified that he knew of no schools built within a flight
zone in the last four years but that he did not have sufficient
information to say that none was built.

Francis B. McKeag, assistant superintendent of schools,
testified under Section 60 that there would eventually be
plans for a school on the site although he did not feel there
then existed any specific plans. He said, ‘We will serve a
3/4 mile radius from this location in all directions so far as
Kindergarten through 6th grade is concerned. 1 1/4 miles as
far as 7th and 8th grades are concerned and when a high
school is placed on this location it would serve a 1 1/2 mile
radius.’ He stated that the northern boundary of the proposed
school site was also the northern boundary of the City of
Chicago, that due to the inadequacy of present facilities the
Board of Education was forced to pay tuition fees for 120
students from this area to another school system and that
this school system had told the board last spring that it
would no longer have room for these students. He admitted,
however, on cross-examination that a report of the General
Superintendent of Schools said that the schools in District
1, the district here involved, were capable of receiving more
students.

Joseph P. McMahon, assistant real estate agent of the Board
of Education, testified under Section 60 that he *274  was
visited **431  by defendant's lawyer; that he did not know
whether the lawyer came in response to the letter containing
the offer of purchase; that the lawyer did not present the letter;
that he did not tell lawyer what the offer was; that the lawyer
only stated that his people were not happy about it and that he
told the lawyer that he (McMahon) had no authority to change
the offer.

John Duba, Commissioner of Development and Planning,
testified that the Chicago Plan Commission was not consulted
on this project.

Petitioner's Evidence

Francis B. McKeag testified that because of the decision of
the Pennoyer School Board to stop receiving the 120 students
from this area, the Chicago Board of Education was forced
to place four mobile classrooms on the corner of Balmoral
and Cumberland. He said that in the last ten years the city
had annexed a considerable amount of territory requiring the
acquisition of a school site in the general area.

Frank G. Lappas testified that he was an aeronautical
consultant with a degree in civil engineering, that he had
been a consultant to companies throughout the nation on
matters pertaining to air hazards as well as to property
owners planning on the use of land in the vicinity of airports,
that he had appeared before the Federal Aviation Agency
on numerous occasions, that he had studied the rules and
regulations of various bodies having to do with airports
throughout the country, and that he was familiar with O'Hare.
He stated that there were a variety of safety zones around
airfields and that this property was within O'Hare's instrument
approach zone but not within the control zone. He said that the
subject property was 15,000 feet from the end of the runway
and 1,400 feet off the extended center line of the runway
and that a two-story building would constitute no hazard and
violate no pertinent regulations he knew of.

*275  Opinion
[2]  [3]  In its cross-appeal defendant first contends that the

taking is an abuse of power and the petition should have been
dismissed. The general rule is stated in Trustees of Schools
of Township 37 North, Range II, Cook County v. Sherman
Heights Corp., 20 Ill.2d 357, at page 360, 169 N.E.2d 800, at
page 802:

The question of necessity for taking
by eminent domain for public use
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is legislative and its determination is
within the discretion of the corporate
body vested with the power to exercise
the right. (Cases omitted.) Such a
determination will be disturbed by the
courts only where there has been an
abuse of power violative of constitutional
rights. (Cases omitted.)

Petitioner introduced testimony that ten years of annexation
by the City of Chicago had created the need for new school
facilities in the area, first met by paying tuition for 120
students in the schools of a nearby community and later by
the erection of four mobile classrooms. Defendant, however,
says that the school board abused its power in attempting to
construct a school in what it terms the ‘flight zone’ around
O'Hare Airport when such action is expressly disapproved by
the zoning regulations for the Chicago-O'Hare International
Airport. Section 2 of these provisions provides:

Land Use Restriction Zone-In that
portion of the approach zone at each end
of each instrument and non-instrument
runway as indicated on the zoning map,
is hereby established an area hereinafter
referred to as the land use restriction
zone. The land use restriction zone shall
have a width of 1000 feet at a point
200 feet from the end of each runway
widening thereafter uniformly to a width
of 4000 feet at A distance of 10,200
feet from the end of each *276  runway.
Any land use established within the land
use restriction zone subsequent to the
effective **432  date of these zoning
regulations shall be subject to the control
of the affected political subdivision. To
the extent where feasible, such political
subdivision shall discourage further
development of residential buildings and
places of public assembly involving
educational, institutional, amusement,
and recreational uses. (Emphasis added.)

The evidence shows that the subject property is 15,000 feet
from the end of the runway and therefore outside the land use
restriction zone. Moreover, the only testimony on the actual
hazards involved was given by petitioner's witness Lappas,

an aeronautical consultant, who stated that the placement of
a school on the subject property would not constitute a safety
hazard and would not violate any regulations he knew of.

[4]  Defendant also argues that petitioner voluntarily
dismissed two prior suits to condemn nearby property
because that property was in a ‘flight zone.’ Defendant
claims that it relied on these actions to its detriment and
that petitioner is therefore estopped from taking the subject
property citing Hickey v. Illinois Central, 35 Ill.2d 427,
220 N.E.2d 415. Defendant produced a document purporting
to be a recommendation of the General Superintendent of
Schools that one of the condemnation suits be dismissed
because the property to be condemned was in a flight zone.
However, there was no evidence whatsoever as to the reason
for the dismissal of the other suit. Furthermore, there was
no evidence definiing a ‘flight zone’ or showing that the

subject property in the instant case was within it. 2  Finally,
defendant *277  failed to show that the expenditures it made
in improving the property in reliance on these dismissals will
not be reflected in the property's value and will be lost to it. In
these circumstances we find no basis for the conclusion that
petitioner is estopped from taking the subject property. See
generally Chicago, St. Louis & Western R.R. Co. v. Gates,
120 Ill. 86, 11 N.E. 527.

[5]  Defendants' second contention in their corss-appeal is
that petitioner failed to fulfill conditions precedent to the
filing of condemnation proceedings. First, defendant argues
that there was no good faith attempt on the part of petitioner to
negotiate with the land owners and no refusal on their part to
agree on a valuation. The general superintendent of Chicago
schools sent defendant a letter making an offer of $40,000 for
the property. The letter stated that the general superintendent
had been empowered by the School Board to negotiate but
that if discussion was desired Mr. Fred Arnholt of the Board
of Education should be contacted first. Defendants produced
evidence only that their lawyer talked to Joseph MacMahon
of the Board of Education's real estate office, but that he
made no counter offer and no request to discuss this with
the Superintendent. The lawyer merely said his clients were
dissatisfied with the offer, to which Mr. MacMahon replied
that he had no authority to change it. We believe there was
sufficient offer and attempt to negotiate. See County Board
of School Trustees of Macon County v. Batchelder, 7 Ill.2d
178, 130 N.E.2d 175; County of Mercer v. Wolff, 237 Ill. 74,
86 N.E. 708.
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*278  [6]  Defendant also contends that the School Board's
failure to contact the Chicago Plan Commission before it
sought to **433  condemn prevents a valid condemnation.
Illinois Revised Statutes, 1965, chapter 24, section 11-12-4.1,
reads as follows:

Whenever a municipality of more than
500,000 population has created a plan
commission pursuant to the provisions
of this Division 12, every plan, design
or other proposal by any public body or
agency which requires the acquisition or
disposition of real property within the
territorial limits of the municipality by
any public body or agency, * * * shall be
referred to the plan commission by such
public body or agency not less than 30
days prior to any election for the purpose
of authorizing the borrowing of money
for, or any action by such public body
or agency to appropriate fund for, or to
authorize such changes or the acquisition
or disposition of such real property,
but in no event shall such referral be
less than 30 days prior to making such
changes or acquiring or disposing of
such real property. The plan commission
shall review every such plan, design or
other proposal and shall within 30 days
after submission thereof report to the
public body or agency having jurisdiction
over such real property or improvement
thereon concerning the conformity of
the plan, design, or other proposal with
the long range planning objectives of
the municipality and with the official
plan for the municipality or any part
thereof if the same shall then be in
effect as provided in Section 11-12-2.
Such report shall be spread of record in
the minutes or record of proceedings of
such public body or agency. A report
that any such plan, design, or other
proposal is not in conformity with the
long range planning objectives of the
municipality, or the official plan for
the municipality shall be accompanied
*279  by a written statement of the

respects in which such conformity is
lacking but such a report shall not bar the

public body or agency having jurisdiction
over such real property or improvement
thereon from thereafter making such
changes or acquiring or disposing of such
real property. * * *

The statute expressly provides that the plan commission's
disapproval does not bar the proposed action. We believe that
the statute taken as a whole indicates that the requirement
of submission to the plan commission is not mandatory and
failure to submit the proposed action to the commission does
not bar condemnation.

[7]  Defendant asserts the court erred in sustaining
petitioner's objections to an interrogatory requesting a list
of all persons who were directed by the board to inspect
the property. The petitioner claimed that the names were
privileged and not subject to disclosure relying on City of
Chicago v. Harrison-Halsted Bldg. Corp., 11 Ill.2d 431,
143 N.E.2d 40, which held that the reports of appraisers
were privileged. However, we believe that under the broad
discovery principles of Monier v. Chamberlain, 35 Ill.2d 351,
221 N.E.2d 410, the names of appraisers are not privileged.
Nevertheless, under the circumstances we deem this to have
been a harmless error.

[8]  Defendant also contends that errors were committed
in the pretrial discovery proceedings with regard to the
disposition of six answers to defendant's notice to admit facts.
Petitioner responded to the questions by denying knowledge
sufficient to answer the questions and at the same time
asserting that they were irrelevant and immaterial. Defendant
complains that its motion to strike those parts of petioner's
answers asserting that the questions were irrelevant and
immaterial was erroneously denied. Supreme Court Rule
216, Illinois Revised Statutes, 1965, chapter 110A, section
216, formerly Rule 18, requires that the questions be either
answered or objected *280  to or that an explanation of why
they cannot be answered must be given. Petitioner should
not have been able to both answer and object simultaneously
to the same matter. The motion to strike those portions of
the answers which amounted to objections should have been
granted. However, this error could not prejudice defendant
and cannot be the basis of a reversal.

**434  [9]  Defendant also urges that those portions of
the answers asserting inability to answer were specious and
not made in good faith and that denial of its motion that
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petitioner be deemed to have admitted answers favoring
the movant was error. We sympathize with petitioner's
inability to answer some of these questions because the maps
provided by defendant fail to show what defendant asserted
they showed and did not contain the material necessary to
answer the questions. Furthermore, failure to deem these
answers admissions could not have substantially prejudiced
defendant's case. Some of the questions dealt with whether
the subject property and other property which had been the
subject of condemnation suits were within an instrument
approach zone within the meaning of the 1965 Revised
Code of Federal Regulations, Title 14, ch. 1, s 77.27. The
evidence ultimately showed that these properties were within
the zone. Thus failure to deem these facts as admitted could
have had no prejudicial effect. See Braswell v. New York,
C. & St. L.R. Co., 60 Ill.App.2d 120, 208 N.E.2d 358.
Moreover, Section 77.27 does not characterize these zones as
hazard zones and has no bearing on the case. (Section 77.23
entitled ‘Standards for Determining Obstructions' defines
hazard areas. There was not showing that this property was
within a hazardous area either under Section 77.23 or the

O'Hare Zoning Regulation, supra.) The remaining questions
were also substantially answered by the evidence but again
failed to have any significant bearing on important issues in
the case. Failure to deem these answers admissions was not
reversible error.

*281  Finally, we find no error in the trial court's refusal to
direct an answer to a question propounded during a discovery
deposition.

In view of the foregoing, the judgment of the Circuit Court
is affirmed.

Affirmed.

McCORMICK, P.J., and ENGLISH, J., concur.

All Citations

95 Ill.App.2d 264, 238 N.E.2d 426

Footnotes
1 Ill.Rev.Stat.1963, ch. 110, s 60.

2 The only evidence identifying and explaining the different zones that surround an airport was provided by petitioner's
expert, Frank Lappas. He said the ‘instrument approach Zone’ was 500 feet on each side of an extended center line of a
runway propjecting out to 50,000 feet at which point the width of the zone was 16,000 feet and that the subject property
fell within this zone. He mentioned but did not define the ‘non-instrument approach zone.’ Adjacent to the two zones are
‘transitional zones.’ Lappas also stated that there were conical surfaces and outer conical surfaces. He did not testify
that any of these above were hazard zones, nor did he mention the term ‘flight zone.’

End of Document © 2016 Thomson Reuters. No claim to original U.S. Government Works.
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COMMONWEALTH EDISON
COMPANY, Appellant,

v.
WILL COUNTY COLLECTOR, Appellee.

No. 88110.
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May 3, 2001.

Taxpayer filed complaint against county collector to
challenge failure to apply rate cap to property taxes to
fund workers' compensation and liability insurance. The
Circuit Court, Will County, William R. Penn, J., sustained
the objection, and the collector appealed. The Appellate
Court, 305 Ill.App.3d 819, 239 Ill.Dec. 41, 713 N.E.2d
572, reversed. Leave to appeal was granted. The Supreme
Court, McMorrow, J., held that: (1) the legislature intended
retroactive application of statutory amendments exempting
from a rate cap property taxes to fund workers' compensation
and liability insurance, and (2) retroactive application of the
amendments did not violate due process.

Affirmed.
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[1] Counties
Taxation

Public interest exception to the mootness
doctrine justified decision on retroactive
application of statutory amendments that
affected county property tax rates, even though
taxpayer had settled protest; the issue of
retroactivity had substantial public importance
and was likely to recur in the face of conflicting
case law. S.H.A. 55 ILCS 5/5–1024; 745 ILCS
10/9–107.

3 Cases that cite this headnote

[2] Statutes
Amendatory statutes

If the legislature has clearly indicated the
temporal reach of an amended statute,
then, absent a constitutional prohibition, that
expression of legislative intent on retroactivity
must be given effect; however, when the
legislature has not indicated what the reach
of a statute should be, then the court must
determine whether applying the statute would
have a retroactive impact, i.e., whether it would
impair rights a party possessed when he acted,
increase a party's liability for past conduct, or
impose new duties with respect to transactions
already completed.

61 Cases that cite this headnote

[3] Statutes
Amendatory statutes

If a statutory amendment has no retroactive
impact, then the amended law may be applied
retroactively; if, however, applying the amended
version of the law would have a retroactive
impact, then the court must presume that the
legislature did not intend that it be so applied.

34 Cases that cite this headnote

[4] Counties
Taxation

Statutory amendments exempting from a rate
cap county property taxes to fund workers'
compensation and liability insurance indicated
legislative intent to apply the amendments
retroactively and validate levies enacted prior
to the effective date; the amendments state
that they applied to all cases pending on or
after the effective date of the amendatory act,
one amendment validates levies adopted either
before, on, or after the effective date, and the
taxpayer filed the protest after the effective date.
S.H.A. 55 ILCS 5/5–1024; 745 ILCS 10/9–107.
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Retrospective laws and decisions;  change
in law

A retroactive tax measure does not necessarily
violate the due process provisions of the state
and federal constitutions; rather, a court must
consider the nature of a tax measure and the
circumstances leading to its adoption before
the court may determine that its retroactive
application is so harsh and oppressive as to
transgress the constitutional limitation. U.S.C.A.
Const.Amend. 14; S.H.A. Const. Art. 1, § 2.

9 Cases that cite this headnote

[6] Constitutional Law
Property Taxes

Counties
Taxation

Retroactive application of statutory amendments
exempting from a rate cap county property
taxes to fund workers' compensation and liability
insurance was not harsh and oppressive and
did not violate state or federal due process
clauses; the General Assembly was correcting
a law, not targeting a group of taxpayers for
retribution or other illegitimate purposes, the
county levies validated by the amendments were
adopted six weeks prior to the effective date of
the amendments, and the taxpayer's bill was due
about six months later. U.S.C.A. Const.Amend.
14; S.H.A. Const. Art. 1, § 2; S.H.A. 55 ILCS
5/5–1024; 745 ILCS 10/9–107.

9 Cases that cite this headnote
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Assistant State's Attorney, of counsel), for appellee.

Opinion

Justice McMORROW delivered the opinion of the court:

In 1994, the General Assembly enacted tax rate amendments
to section 5–1024 of the Counties Code (55 ILCS 5/5–
1024 (West 1994)) and section 9–107 of the *29  Local
Governmental and Governmental Employees Tort Immunity
Act (Tort Immunity Act) (745 ILCS 10/9–107 (West 1994)).
The issue presented in this case is whether these amendments
should be applied to certain tax levies that were adopted
by Will County shortly before the amendments became
effective. The appellate court concluded that the amendments
should be so applied. 305 Ill.App.3d 819, 239 Ill.Dec. 41, 713
N.E.2d 572. For the reasons that follow, we affirm.

BACKGROUND

Section 5–1024 of the Counties Code (55 ILCS 5/5–1024
(West 1994)) grants the authority to non-home-rule counties,
such as Will County, to levy property taxes for what is
commonly referred to as general corporate purposes. Section
5–1024 also sets a limit on the amount of taxes that a county
may raise for such purposes. This limit is expressed as a rate,
specifically, a percentage of the value of taxable property as
equalized or assessed by the Department of Revenue. Prior to
1995, the rate at which Will County could levy for its general
corporate fund (the general corporate rate limitation) was set
at $0.25 per $100 of assessed valuation.

While section 5–1024 authorizes levies for general corporate
funds, various other statutory provisions authorize levies
for more specific purposes. Among these other statutory
provisions is section 9–107 of the Tort Immunity Act (745
ILCS 10/9–107 (West 1994)). Section 9–107 provides that
a local public entity may levy property taxes to cover the
cost of insuring or otherwise defending itself against workers'
compensation claims and tort claims for which the local
public entity is liable under the Tort Immunity Act.

Section 5–1024 of the Counties Code lists many of the taxes
that a county is statutorily authorized to levy for specific
purposes and further provides that these taxes are exempt
from the general corporate rate limitation. *30  Before 1995,
however, taxes for workers' compensation and tort immunity
defense funds that were authorized by section 9–107 of the
Tort Immunity Act were not listed under section 5–1024 as
being exempt from the general corporate rate limitation.

In 1993, our appellate court held that, under the then-existing
language of section 5–1024 of the Counties Code and section
9–107 of the Tort Immunity Act, property taxes levied
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by a non-home-rule county for tort liability insurance had
to be included within the general corporate rate limitation
established under section 5–1024. See In re Application of the
Du Page County Collector, 243 Ill.App.3d 823, 183 Ill.Dec.
939, 612 N.E.2d 866 (1993). Taxes levied for tort liability
insurance were held void “to the extent the general corporate
tax rate would have exceeded the maximum **967  ***485
rate [under section 5–1024] if the liability insurance rate had
been included in the general corporate rate.” Du Page County
Collector, 243 Ill.App.3d at 825, 183 Ill.Dec. 939, 612 N.E.2d
866.

In response to this decision, in January of 1994, House Bill
2627 was introduced in the Illinois House of Representatives.
This bill added language to both section 5–1024 of the
Counties Code and section 9–107 of the Tort Immunity Act
which makes it clear that taxes for workers' compensations
funds and tort immunity defense funds are excluded from the
general corporate rate limitation. House Bill 2627 was passed
in the General Assembly on May 29, 1994. On June 27, 1994,
the Governor signed House Bill 2627 into law as Public Act
88–545 (Act). The effective date of the Act was January 1,
1995.

On November 17, 1994, approximately six weeks prior to the
Act's effective date, Will County adopted its 1994 levies for
its corporate fund, tort immunity insurance fund and workers'
compensation fund. After January 1, 1995, the Will County
clerk extended these levies against the assessed values of
property within the county. *31  The rates of the levies,
as certified by the county clerk, were $0.25 for the general
corporate fund, $0.0223 for the workers' compensation fund,
and $0.0155 for the tort immunity insurance fund. The total
rate of these three levies was $0.2878 per $100 of assessed
valuation.

The plaintiff, Commonwealth Edison Company (Edison),
paid the first installment of its 1994 Will County property
taxes on June 1, 1995, and the second installment on
September 1, 1995. On November 3, 1995, Edison filed a
tax objection complaint in the circuit court of Will County.
Citing to Du Page County Collector, 243 Ill.App.3d 823,
183 Ill.Dec. 939, 612 N.E.2d 866, Edison asserted that Will
County's 1994 levies for its tort immunity insurance and
workers' compensation funds had to be included within the
county's general corporate rate limitation and, therefore, that
Will County had exceeded the corporate rate limitation of
$0.25 by a total of $0.0378 (the combination of the workers'
compensation rate and the tort immunity insurance rate).

Thus, according to Edison, Will County's 1994 tax levies
for its workers' compensation and tort immunity insurance
funds were illegal and void. The circuit court sustained
Edison's objection. In so doing, the court rejected an argument
advanced by defendant, the Will County collector (collector),
that the amendments to section 5–1024 and section 9–107
enacted by the General Assembly in Public Act 88–545
should be applied retroactively to validate the levies.

The appellate court reversed. 305 Ill.App.3d 819, 239 Ill.Dec.
41, 713 N.E.2d 572. The appellate court concluded that the
plain language of the amendments to sections 5–1024 and
9–107 indicated that the General Assembly intended the
amendments to be applied to levies adopted prior to January 1,
1995, and, therefore, that the Will County levies were legally
valid. The appellate court also determined that, because no
vested right was involved, the application of the amendments
to the levies did not violate Edison's *32  rights under the due
process clause of the Illinois Constitution (Ill. Const. 1970,
art. I, § 2). We granted Edison's petition for leave to appeal.
177 Ill. 2d R. 315(a).

ANALYSIS

Before discussing the merits of this appeal, we address a
preliminary procedural matter.

After oral arguments were held in this cause, Edison and the
collector filed in this court an “Agreed Motion for Leave
to Substitute Named Party.” In this motion, Edison and the
collector stated that Edison **968  ***486  had “ settled
its claim” with the collector. Edison and the collector then
asked this court to substitute another company, Illinois Bell
Telephone Company/ Ameritech, for Edison as “the named
party appellant.” According to a sworn statement made
within the motion, Illinois Bell was one of numerous tax
objectors who brought the instant appeal. On the basis of
this representation, the motion was allowed, and an order
substituting “Illinois Bell Telephone Company/Ameritech as
the named party appellant” was entered by this court on
November 16, 2000.

Upon subsequent review of the record, however, and
following the issuance of a rule to show cause and the filing
of an answer, this court has determined that the statement
made in the agreed motion that numerous tax objectors were
involved in this appeal was incorrect. At the time the agreed
motion for substitution of named party was filed, the only
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parties to this cause were Edison and the collector. Because
Illinois Bell was not, in fact, a party to the present action or the
judgment appealed from, we have concluded that the motion
to substitute Illinois Bell as the “named party appellant”
was improvidently granted. Therefore, simultaneously with
this opinion, an order has been issued vacating the order
substituting “Illinois Bell Telephone Company/Ameritech as
the named party appellant.”

As noted, in the “Agreed Motion for Leave to Substitute *33
Named Party,” Edison and the collector stated that Edison has
settled its tax objection claim. Notably, neither party sought,
as Edison's counsel should have sought, to dismiss Edison
from this proceeding. Nor did either party indicate that this
appeal might be moot.

[1]  However, even assuming that the instant appeal is
moot, we choose to address the merits of the case pursuant
to the public interest exception to the mootness doctrine.
Whether statutory amendments that affect tax rates should
be given retroactive application is an issue of substantial
public importance, the issue is likely to recur, and, as will
be discussed below, our case law regarding the retroactive
application of statutory amendments is in conflict. See In re
D.L., 191 Ill.2d 1, 8, 245 Ill.Dec. 256, 727 N.E.2d 990 (2000).
Accordingly, we turn to the merits.

At issue in this case is whether the tax rate amendments to
section 5–1024 of the Counties Code and section 9–107 of
the Tort Immunity Act should be applied to levies that were
adopted by Will County for its workers' compensation and
tort immunity defense funds approximately six weeks before
the amendments became effective. In order to resolve this
issue, we must consider and apply the legal principles that
govern the retroactive application of statutory amendments.
Unfortunately, however, recent decisions of this court,
beginning with First of America Trust Co. v. Armstead, 171
Ill.2d 282, 215 Ill.Dec. 639, 664 N.E.2d 36 (1996), have left
these principles “in the state of some muddle.” Kopec v. City
of Elmhurst, 193 F.3d 894, 906 (7th Cir.1999) (Posner, C.J.,
dissenting).

In Armstead, this court addressed whether a newly enacted
statutory amendment should be applied in that appeal.
Recognizing that the principles for determining whether a
statutory amendment applies to an existing controversy on
appeal had “not been consistently stated” (Armstead, 171
Ill.2d at 287–88, 215 Ill.Dec. 639, 664 N.E.2d 36), this
court set out to clarify this area of the law. The court

began its effort by *34  examining prior case law that had
addressed the issue of retroactivity. The court determined
that previous opinions had generally followed one of two
different approaches to retroactivity, either the “legislative
intent approach” or **969  ***487  the “vested rights
approach.” Generally stated, under the legislative intent
approach, statutory amendments are presumed to operate
prospectively unless the “ ‘express language or necessary
implication’ ” of the amendment “ ‘clearly indicate[s] that
the legislature intended a retroactive application.’ ” Armstead,
171 Ill.2d at 288, 215 Ill.Dec. 639, 664 N.E.2d 36, quoting
Rivard v. Chicago Fire Fighters Union, Local No. 2, 122
Ill.2d 303, 309, 119 Ill.Dec. 336, 522 N.E.2d 1195 (1988).
Under the vested rights approach, in contrast, legislative
intent is “largely ignored.” Armstead, 171 Ill.2d at 289, 215
Ill.Dec. 639, 664 N.E.2d 36. Instead, the law is applied as
it exists at the time of the appeal unless to do so would
interfere with a vested right, i.e., an interest protected from
legislative interference by the due process clause of the
Illinois Constitution (Ill. Const. 1970, art. I, § 2). Armstead,
171 Ill.2d at 289, 215 Ill.Dec. 639, 664 N.E.2d 36.

After setting forth the two lines of case law, this court in
Armstead held that the vested rights approach to retroactivity
was “the better approach.” Armstead, 171 Ill.2d at 289,
215 Ill.Dec. 639, 664 N.E.2d 36. The court reached
this conclusion based upon its understanding of “true”
retroactivity. The Armstead court noted that “ ‘a statute is
not retroactive just because it relates to antecedent events, or
because it draws upon antecedent facts for its operation.’ ”
Armstead, 171 Ill.2d at 289–90, 215 Ill.Dec. 639, 664 N.E.2d
36, quoting United States Steel Credit Union v. Knight, 32
Ill.2d 138, 142, 204 N.E.2d 4 (1965). Instead, a retroactive
change in the law is defined as “ ‘ “one that takes away or
impairs vested rights acquired under existing laws, or creates
a new obligation, imposes a new duty, or attaches a new
disability in respect of transactions or considerations already
past.” ’ ” Armstead, 171 Ill.2d at 290, 215 Ill.Dec. 639, 664
N.E.2d 36, quoting United States Steel Credit Union, 32 Ill.2d
at 142, 204 N.E.2d 4, quoting *35  82 C.J.S. Statutes §
412 (1953). Accordingly, the Armstead court observed that
“[w]here no vested rights are involved, either because they
are not yet perfected or because the amendment is procedural
in nature, the amendment can be applied to the existing
controversy without any retroactive impact.” Armstead, 171
Ill.2d at 290, 215 Ill.Dec. 639, 664 N.E.2d 36. Applying this
definition of retroactivity, the Armstead court concluded that
“there is little reason to focus on legislative intent.” Armstead,
171 Ill.2d at 290, 215 Ill.Dec. 639, 664 N.E.2d 36. Rather,
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“a reviewing court should simply apply the law as its exists
at the time of the appeal, unless doing so would interfere
with a vested right.” Armstead, 171 Ill.2d at 290, 215 Ill.Dec.
639, 664 N.E.2d 36. See also Dardeen v. Heartland Manor,
Inc., 186 Ill.2d 291, 238 Ill.Dec. 30, 710 N.E.2d 827 (1999)
(applying the Armstead vested rights approach); Henrich v.
Libertyville High School, 186 Ill.2d 381, 402–06, 238 Ill.Dec.
576, 712 N.E.2d 298 (1998) (same).

Although Armstead adopted the vested rights approach to
retroactivity, subsequent decisions from this court have
continued to focus on legislative intent to resolve questions
concerning the retroactive application of newly enacted
legislation. For example, in Atkins v. Deere & Co., 177 Ill.2d
222, 226 Ill.Dec. 239, 685 N.E.2d 342 (1997), this court
was asked to determine whether the repeal of the Structural
Work Act (740 ILCS 150/0.01 et seq. (West 1994)) was
retroactive. In answering this question in the negative, the
court looked solely at legislative intent, rather than vested
rights. Atkins, 177 Ill.2d at 233 n. 2, 226 Ill.Dec. 239, 685
N.E.2d 342. No mention was made of Armstead or of that
opinion's rejection of the legislative intent approach **970
***488  to retroactivity. See P. Phillips & A. Zahaykevich,

Prospective Only—Repeal of the Structural Work Act—and a
New Approach to Saving Clauses?, 86 Ill. B.J. 76, 80 (1998)
(“In [Armstead] the supreme court said the vested rights
approach was better than the legislative intent approach. In
Atkins, the court obviously followed the legislative intent
approach”); R. Feldmeier, Armstead and Its Progeny: The
Illinois Supreme Court's ‘Vested Rights' Approach to the
Application of *36  Statutory Amendments to Pre-existing
Cases or Causes of Action, 25 S. Ill. U. L.J. 95, 124–26 (2000)
(noting that the analysis in Atkins was based on legislative
intent rather than vested rights).

Similarly, in People v. Digirolamo, 179 Ill.2d 24, 227 Ill.Dec.
779, 688 N.E.2d 116 (1997), in setting forth the rules for
determining whether a new statutory amendment should be
applied in that appeal, this court did not refer to Armstead or
the vested rights approach to retroactivity. Instead, reference
was made exclusively to the legislative intent approach.
Digirolamo, 179 Ill.2d at 50, 227 Ill.Dec. 779, 688 N.E.2d
116. See also White v. Sunrise Healthcare Corp., 295
Ill.App.3d 296, 299, 230 Ill.Dec. 197, 692 N.E.2d 1363
(1998) (noting conflict between Digirolamo and Armstead);
25 S. Ill. U. L.J. at 123–24 (noting that Digirolamo followed
the legislative intent rather than vested rights approach).

In an effort to resolve the conflict between the principles
espoused in Armstead, and those set forth in Atkins and
Digirolamo, several members of this court have proposed that
we adopt the approach to retroactivity endorsed by the United
States Supreme Court in Landgraf v. USI Film Products,
511 U.S. 244, 114 S.Ct. 1483, 128 L.Ed.2d 229 (1994). See
Premier Property Management, Inc. v. Chavez, 191 Ill.2d
101, 117, 245 Ill.Dec. 394, 728 N.E.2d 476 (2000) (Freeman,
J., specially concurring, joined by McMorrow, J.); People v.
Ramsey, 192 Ill.2d 154, 159, 248 Ill.Dec. 882, 735 N.E.2d
533 (2000) (Bilandic, J., specially concurring); Ramsey, 192
Ill.2d at 174, 248 Ill.Dec. 882, 735 N.E.2d 533 (Freeman,
J., specially concurring, joined by McMorrow, J.); Johnson
v. Halloran, 194 Ill.2d 493, 500–01, 252 Ill.Dec. 203, 742
N.E.2d 741 (2000) (Bilandic, J., specially concurring, joined
by Freeman and McMorrow, JJ.).

In Landgraf, the Supreme Court confronted many of the same
issues regarding retroactivity and statutory interpretation
with which this court has struggled. In particular, the Court
addressed the “apparent tension” between “the rule that ‘a
court is to apply the law in effect at the time it renders its
decision,’ [citation]” and “the *37  axiom that ‘[r]etroactivity
is not favored in the law,’ and its interpretive corollary that
‘congressional enactments and administrative rules will not
be construed to have retroactive effect unless their language
requires this result.’ [Citation.]” Landgraf, 511 U.S. at 264,
114 S.Ct. at 1496, 128 L.Ed.2d at 251. The Court resolved the
“tension” between these rules by adopting the following test
for determining when a new federal statute will be applied to
existing controversies:

“When a case implicates a federal statute enacted after
the events in suit, the court's first task is to determine
whether Congress has expressly prescribed the statute's
proper reach. If Congress has done so, of course, there is no
need to resort to judicial default rules. When, however, the
statute contains no such express command, the court must
determine whether the new statute would have retroactive
effect, i.e., whether it would impair rights a party possessed
when he acted, increase a party's liability for past conduct,
or **971  ***489  impose new duties with respect to
transactions already completed. If the statute would operate
retroactively, our traditional presumption teaches that it
does not govern * * *.” Landgraf, 511 U.S. at 280, 114
S.Ct. at 1505, 128 L.Ed.2d at 261–62.

See also Martin v. Hadix, 527 U.S. 343, 352, 119 S.Ct. 1998,
2003, 144 L.Ed.2d 347, 356–57 (1999) (restating the same
test).
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In this test, the Supreme Court reaffirmed the “traditional
rule” that new “statutes do not apply retroactively unless
Congress expressly states that they do.” (Emphasis in
original.) Plaut v. Spendthrift Farm, Inc., 514 U.S. 211, 237,
115 S.Ct. 1447, 1461–62, 131 L.Ed.2d 328, 354 (1995). The
Court explained the importance of requiring the legislature
to clearly indicate the temporal reach of newly enacted
legislation:

“The presumption against statutory retroactivity had
special force in the era in which courts tended to view
legislative interference with property and contract rights
circumspectly. In this century, legislation has come to
supply *38  the dominant means of legal ordering,
and circumspection has given way to greater deference
to legislative judgments. [Citations.] But while the
constitutional impediments to retroactive civil legislation
are now modest, prospectivity remains the appropriate
default rule. Because it accords with widely held intuitions
about how statutes ordinarily operate, a presumption
against retroactivity will generally coincide with legislative
and public expectations. Requiring clear intent assures that
Congress itself has affirmatively considered the potential
unfairness of retroactive application and determined that it
is an acceptable price to pay for the countervailing benefits.
Such a requirement allocates to Congress responsibility
for fundamental policy judgments concerning the proper
temporal reach of statutes, and has the additional virtue
of giving legislators a predictable background rule against
which to legislate.” (Emphasis in original.) Landgraf, 511
U.S. at 272–73, 114 S.Ct. at 1500–01, 128 L.Ed.2d at 256–
57.

[2]  [3]  Under the Landgraf test, if the legislature has
clearly indicated what the temporal reach of an amended
statute should be, then, absent a constitutional prohibition,
that expression of legislative intent must be given effect.
However, when the legislature has not indicated what the
reach of a statute should be, then the court must determine
whether applying the statute would have a retroactive impact,
i.e., “whether it would impair rights a party possessed
when he acted, increase a party's liability for past conduct,
or impose new duties with respect to transactions already
completed.” Landgraf, 511 U.S. at 280, 114 S.Ct. at 1505, 128
L.Ed.2d at 261–62. If there would be no retroactive impact, as
that term is defined by the court, then the amended law may
be applied. Landgraf, 511 U.S. at 273–74, 275, 114 S.Ct. at
1501, 1502, 128 L.Ed.2d at 257, 258. If, however, applying
the amended version of the law would have a retroactive

impact, then the court must presume that the legislature did
not intend that it be so applied. Landgraf, 511 U.S. at 280,
114 S.Ct. at 1505, 128 L.Ed.2d at 261–62.

*39  As examples of statutory changes that normally do not
have a retroactive impact, the Court mentioned statutes that
affect jurisdiction and statutes that affect certain procedural
rules. Landgraf, 511 U.S. at 273–76, 114 S.Ct. at 1501–03,
128 L.Ed.2d at 257–59. The Court also observed:

“A statute does not operate ‘retrospectively’ merely
because it is applied in a case arising from conduct
antedating the **972  ***490  statute's enactment
[citation] or upsets expectations based in prior law. Rather,
the court must ask whether the new provision attaches
new legal consequences to events completed before its
enactment. The conclusion that a particular rule operates
‘retroactively’ comes at the end of a process of judgment
concerning the nature and extent of the change in the law
and the degree of connection between the operation of the
new rule and a relevant past event. Any test of retroactivity
will leave room for disagreement in hard cases, and is
unlikely to classify the enormous variety of legal changes
with perfect philosophical clarity. However, retroactivity
is a matter on which judges tend to have ‘sound ... instinct
[s],’ [citation] and familiar considerations of fair notice,
reasonable reliance, and settled expectations offer sound
guidance.” Landgraf, 511 U.S. at 269–70, 114 S.Ct. at
1499, 128 L.Ed.2d at 254–55.

We have carefully considered the principles discussed in
Landgraf and conclude that the approach to retroactivity
described in that opinion provides the appropriate means
of determining when new legislation should be applied to
existing controversies. We further observe that the Landgraf
test adequately resolves the “tension” reflected in our case
law in decisions such as Armstead, Atkins and Digirolamo.
Accordingly, we hereby adopt the approach to retroactivity
set forth in Landgraf.

[4]  Pursuant to Landgraf, our first task in the case at bar is
to determine whether the General Assembly has “expressly
prescribed” (Landgraf, 511 U.S. at 280, 114 S.Ct. at 1505,
128 L.Ed.2d at 262) the temporal reach of the amendments
to sections 5–1024 and 9–107. To *40  answer this question,
we turn to the language of the amendments.

Section 5–1024 of the Counties Code states, in part:
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“A county board may cause to be levied and collected
annually, except as hereinafter provided, taxes for county
purposes, including all purposes for which money may
be raised by the county by taxation, * * * at a rate not
exceeding .25% * * *.” 55 ILCS 5/5–1024 (West 1994).

Public Act 88–545 amended section 5–1024 by adding the
following language:

“except taxes levied under Section 9–107 of the
Local Governmental and Governmental Employees Tort
Immunity Act.

Those taxes a county has levied and excepted from the
rate limitation imposed by this Section or Section 25.05 of
‘An Act to revise the law in relation to counties', approved
March 31, 1874, in reliance on this amendatory Act of 1994
are not invalid because of any provision of this Section that
may be construed to or may have been construed to restrict
or limit those taxes levied and those taxes are hereby
validated. This validation of taxes levied applies to all cases
pending on or after the effective date of this amendatory
Act of 1994.” Pub. Act 88–545, § 5, eff. January 1, 1995
(amending 55 ILCS 5/5–1024 (West 1992)).

Public Act 88–545 amended section 9–107 of the Tort
Immunity Act by adding the following language:

“With respect to taxes levied under this Section, either
before, on, or after the effective date of this amendatory
Act of 1994:

(1) Those taxes are excepted from and shall not be
included within the rate limitation imposed by law on
taxes levied for general corporate purposes **973
***491  by the local public entity authorized to levy a

tax under this Section.

(2) Those taxes that a local public entity has levied in
reliance on this Section and that are excepted under
paragraph (1) from the rate limitation imposed by law on
taxes levied for general corporate purposes by the local
public entity are not invalid because of any provision of
the law authorizing the local public *41  entity's tax levy
for general corporate purposes that may be construed
or may have been construed to restrict or limit those
taxes levied, and those taxes are hereby validated. This
validation of taxes levied applies to all cases pending
on or after the effective date of this amendatory Act

of 1994.” Pub. Act 88–545, § 10, eff. January 1, 1995
(amending 745 ILCS 10/9–107 (West 1992)).

Edison argues that the General Assembly did not intend for
the amendments to sections 5–1024 and 9–107 to apply to
levies adopted prior to the amendments' effective date. Edison
notes that Public Act 88–545 was signed into law on June
27, 1994, but that the effective date of the Act was delayed
until January 1, 1995. Edison maintains that if the General
Assembly had intended that the amendatory provisions in
Public Act 88–545 be applied to levies made in November of
1994, “it would have made [the Act] effective immediately
upon signature of the Governor on June 27, 1994.”

Edison also observes that the amendatory language of
sections 5–1024 and 9–107 states that the amendments apply
to levies made “in reliance on” the “amendatory Act of 1994.”
The amendatory language of section 5–1024 provides:

“Those taxes a county has levied and excepted from the
rate limitation imposed by this Section * * * in reliance on
this amendatory Act of 1994 * * * are hereby validated.”
Pub. Act 88–545, § 5, eff. January 1, 1995 (amending 55
ILCS 5/5–1024 (West 1992)).

Similar language is found in the amendment to section 9–107,
which states, “Those taxes that a local public entity has levied
in reliance on this Section * * * are hereby validated.” Pub.
Act 88–545, § 10, eff. January 1, 1995 (amending 745 ILCS
10/9–107 (West 1992)).

Edison contends that, since the amendments did not become
effective until January 1, 1995, the amendments could not, in
fact, be “relied upon” to validate levies enacted in November
1994. Therefore, according to Edison, *42  the General
Assembly must have intended the amendments to have a
prospective effect. We disagree.

As the collector points out, there is no logical reason why a
county could not “levy in reliance on a statute which has been
enacted into law but prior to the law's effective date where
the law specifically provides that a levy made prior to the
effective date in reliance on the law is validated.” Further,
while Edison is correct in noting that the postponement
of an effective date may, as a general matter, constitute
evidence that the legislature intended the amendment to have
a prospective application (see, e.g., People v. Ramsey, 192
Ill.2d 154, 174, 248 Ill.Dec. 882, 735 N.E.2d 533 (2000)
(Freeman, J., specially concurring, joined by McMorrow, J.)
(and authorities cited therein)), that general rule may not, in
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this case, trump the plain language of the amendments to
sections 5–1024 and 9–107.

Both the amendment to section 5–1024 and the amendment to
section 9–107 expressly state that the amendments' validation
of taxes “applies to all cases pending on or after the effective
date of this amendatory Act of 1994.” The tax objection
brought by Edison in this case was **974  ***492  filed
in late 1995 and, thus, was pending after the effective date
of the Act. Moreover, the amendment to section 9–107
expressly validates levies adopted “ either before, on or
after the effective date of [the Act].” This statement is an
unequivocal expression of legislative intent. The General
Assembly clearly intended to validate levies, such as those
at issue in the case at bar, that were enacted prior to the
amendments' effective date.

Edison argues, however, that, even if the General Assembly
intended the amendments to sections 5–1024 and 9–107 to be
applied to Will County's November levies, that intent may not
be given effect here. According to Edison, the amendments
may not be applied to the November levies because to do
so would violate Edison's *43  rights under the due process
clause of the Illinois Constitution (Ill. Const. 1970, art. I, § 2).

[5]  “A retroactive tax measure does not necessarily violate
the due process provisions of either the Illinois or the Federal
constitution (U.S. Const., amends. V, XIV; Ill. Const. 1970,
art. I, sec. 2). A court must consider the nature of a tax
measure and the circumstances leading to its adoption before
the court may determine ‘that its retroactive application is
so harsh and oppressive as to transgress the constitutional
limitation.’ ” General Telephone Co. v. Johnson, 103 Ill.2d
363, 378–79, 83 Ill.Dec. 133, 469 N.E.2d 1067 (1984),
quoting Welch v. Henry, 305 U.S. 134, 147, 59 S.Ct. 121, 126,
83 L.Ed. 87, 93 (1938); see also 2 N. Singer, Sutherland on
Statutory Construction § 41.10 at 412 (5th ed. 1993) (“If the
retroactive feature of a tax law is arbitrary and burdensome,
the statute will not be sustained. The reasonableness of each
retroactive tax statute depends on the circumstances of each
case”).

In determining whether a retroactive tax measure is “ ‘so
harsh and oppressive as to transgress the constitutional
limitation’ ” (General Telephone Co., 103 Ill.2d at 379,
83 Ill.Dec. 133, 469 N.E.2d 1067, quoting Welch, 305
U.S. at 147, 59 S.Ct. at 126, 83 L.Ed. at 93), courts have
considered such factors as the legislative purpose in enacting
the amendment (see, e.g., United States v. Carlton, 512 U.S.

26, 32, 114 S.Ct. 2018, 2023, 129 L.Ed.2d 22, 29 (1994);
Landgraf, 511 U.S. at 266–67, 114 S.Ct. at 1497–98, 128
L.Ed.2d at 253 (noting that legislative purpose is a concern
with retroactive legislation because the legislature “may be
tempted to use retroactive legislation as a means of retribution
against unpopular groups or individuals”)), the length of the
period of retroactivity (see, e.g., Carlton, 512 U.S. at 32–
33, 114 S.Ct. at 2023, 129 L.Ed.2d at 29–30), whether the
taxpayer reasonably and detrimentally relied on the prior
law (see, e.g., General Telephone Co., 103 Ill.2d at 379, 83
Ill.Dec. 133, 469 N.E.2d 1067), and whether the taxpayer
had adequate notice of *44  the change in the law (see, e.g.,
General Telephone Co., 103 Ill.2d at 379, 83 Ill.Dec. 133, 469
N.E.2d 1067).

[6]  Parenthetically, we note that the United States Supreme
Court has strictly limited the scope of inquiry under the due
process clause of the federal constitution, holding that neither
lack of notice nor detrimental reliance are “dispositive”
factors in determining whether the retroactive application
of a tax amendment violates the due process clause of the
federal constitution. See Carlton, 512 U.S. at 33–34, 114
S.Ct. at 2023, 129 L.Ed.2d at 30–31; see also C. Hochman,
The Supreme Court and the Constitutionality of Retroactive
Legislation, 73 Harv. L. Rev. 692, 706 (1960) (“The Court has
been extremely reluctant to override the legislative judgment
as to the necessity for retroactive taxation”). We need not
decide, in this case, whether the due process clause of the
**975  ***493  Illinois Constitution is similarly limited.

Even if we give full consideration to all the factors noted
above, it is clear that no due process violation would occur if
the amendments to section 5–1024 and 9–107 were applied
to Will County's November levies.

First, no argument has been made, and there is nothing
of record which indicates, that the purpose of the General
Assembly in enacting the amendments to sections 5–1024 and
9–107 was “illegitimate or arbitrary.” See Carlton, 512 U.S.
at 32, 114 S.Ct. at 2023, 129 L.Ed.2d at 29. The General
Assembly was correcting a law, not “targeting” a group of
taxpayers for retribution or other illegitimate purposes. See
Carlton, 512 U.S. at 32, 114 S.Ct. at 2023, 129 L.Ed.2d at
29. Second, as applied to Will County's November levies,
the period of retroactivity of the amendments is extremely
modest, going back only six weeks from the amendments'
effective date. See Carlton, 512 U.S. at 33, 114 S.Ct. at 2023,
129 L.Ed.2d at 30 (upholding a retroactive tax amendment
where “the actual retroactive effect” of the amendment *45
“extended for a period only slightly greater than one year”).
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Third, no argument has been made, and there is nothing
of record which indicates, that Edison detrimentally relied
upon the tax rate that existed prior to the enactment of
the amendments. This is not surprising, given that the first
installment of Edison's 1994 tax bill was not due, and
was not paid, until June 1995, some six months after the
amendments' effective date. Finally, Edison had adequate
notice of the impending amendatory change in the tax rate.
The amendments, which clearly state that they will apply
to validate levies such as those in the case at bar, became
law in June of 1994, months before the November levies
were adopted. Thus, in sum, there is nothing in the instant
case which indicates that the application of the amendments
to the November levies would be “ ‘harsh and oppressive’
” (General Telephone Co., 103 Ill.2d at 379, 83 Ill.Dec. 133,
469 N.E.2d 1067, quoting Welch, 305 U.S. at 147, 59 S.Ct. at
126, 83 L.Ed. at 93) or, indeed, unfair in any sense.

Edison also argues, however, that application of the
amendments to sections 5–1024 and 9–107 to the November
levies is foreclosed by this court's decision in Henrich v.
Libertyville High School, 186 Ill.2d 381, 402–06, 238 Ill.Dec.
576, 712 N.E.2d 298 (1998). At issue in Henrich was whether
a new amendment to section 3–108(a) of the Tort Immunity
Act (745 ILCS 10/3–108(a) (West 1994)) applied on appeal
to a claim brought by the plaintiff that alleged willful and
wanton misconduct on the part of the defendant high school.
Under the amendatory language, the plaintiff's claim was
properly brought. Without the amendatory language, the
school district was immunized from claims alleging willful
and wanton misconduct and plaintiff's claim was barred.
Henrich, 186 Ill.2d at 395, 238 Ill.Dec. 576, 712 N.E.2d 298.

Applying Armstead, this court held that the amendment to
section 3–108(a) did not apply to the controversy on appeal
because the school district had a vested right  *46  to the
immunity afforded by section 3–108(a) as it existed when the
cause of action arose. Henrich, 186 Ill.2d at 405, 238 Ill.Dec.
576, 712 N.E.2d 298. The court stated:

“This court has agreed with the view that ‘ “an exemption
from a demand or an immunity from prosecution in a suit is
as valuable to the one party as the right to the demand or to
prosecute the suit is to the other.” ’ [Citation.] Thus, it has
long been recognized that ‘[a] vested ground of defense is
as fully protected from being cut off or destroyed by an act
of the legislature as is a vested cause of action.’ [Citations.]
Put simply,, **976  ***494  the legislature lacks the
power to reach back and breathe life into a previously
barred claim. [Citations.]

When this cause of action arose, the school district's
immunity under the unamended section 3–108 was
‘unconditional,’ and ‘ “immediate, fixed and determinate”
’ [citation]; it did not depend on the entry of a judgment.
Thus, the school district's right to the total immunity
provided by the unamended section 3–108 vested when the
cause of action accrued. [Citation.] The amended section
3–108 cannot reach back and take that vested right away,
impose a new duty on the school district, and breathe life
into this previously barred claim.” Henrich, 186 Ill.2d at
404–05, 238 Ill.Dec. 576, 712 N.E.2d 298.

Edison argues that its objection to Will County's November
1994 levies, based on the holding of In re Application of the
Du Page County Collector, 243 Ill.App.3d 823, 183 Ill.Dec.
939, 612 N.E.2d 866 (1993), was a “defense” identical to the
school district's defense that it was immune from liability in
Henrich. Edison emphasizes that the validity of a tax rate is
determined at the time of the levy. See, e.g., People ex rel.
Carr v. Pittsburgh, Cincinnati, Chicago & St. Louis Ry. Co.,
316 Ill. 410, 414, 147 N.E. 492 (1925) (“[W]hen a tax is
once ordered or laid, its extension,—a ministerial function,
—must be at a rate not exceeding that authorized when the
levy was made”). Edison argues, therefore, that its defense
against the tax rates accrued on November 17, 1994, the
date Will County adopted its levies. According to Edison, on
that date, its tax defense was as “unconditional, immediate,
fixed and determinate” as the school *47  district's tort
immunity defense in Henrich. Thus, Edison maintains that
its tax defense vested on November 17, 1994, and that the
due process clause of the Illinois Constitution prevents the
amendments to sections 5–1024 and 9–107 from “reaching
back and taking [its] vested right away.”

Initially, we note that Henrich was decided under the
principles espoused in Armstead rather than those set forth
in Landgraf. Nevertheless, Henrich remains relevant in this
case insofar as it defines those interests that are protected
from legislative interference by the due process clause of the
Illinois Constitution. With this understanding in mind, we
consider the holding of Henrich.

In assessing whether the application of a new statutory
amendment to an existing controversy violates due process,
the question is not simply whether the “ ‘rights' allegedly
impaired are [labeled] ‘vested’ or ‘non-vested.’ ” In re
Marriage of Semmler, 107 Ill.2d 130, 137, 89 Ill.Dec. 873,
481 N.E.2d 716 (1985). Rather,
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“[t]he question of the validity of the application of a
statute rests on subtle judgments concerning the fairness
or unfairness of applying the new statutory rule to
affect interests which accrued out of events which
transpired when a different prior rule of law was in
force. One fundamental consideration of fairness is that
settled expectations honestly arrived at with respect to
substantial interests ought not to be defeated. [Citation.]
The determination of whether the application of the statute
unreasonably infringes upon the rights of those to whom
it applies involves a balancing and discrimination between
reasons for and against the application of the statute to
this class of individuals. [Citation.]” Moore v. Jackson
Park Hospital, 95 Ill.2d 223, 241–42, 69 Ill.Dec. 191,
447 N.E.2d 408 (1983) (Ryan, C.J., specially concurring,
joined by Underwood and Moran, JJ.).

See also 2 N. Singer, Sutherland on Statutory Construction §
41.05, at 369 (5th ed. **977  ***495  1993) (“Analysis of
the practical considerations influencing the question whether
*48  a retroactive application of a new law is fair and

just should afford more meaningful standards of judgment
than either catchpenny phrases or the ambivalent concept of
‘vested’ ”).

This court's holding in Henrich that the school district's tort
immunity defense had “vested,” and thus was protected from
legislative interference, is simply a specific example of the
general maxim that “settled expectations honestly arrived at
with respect to substantial interests ought not to be defeated.”
Moore, 95 Ill.2d at 241–42, 69 Ill.Dec. 191, 447 N.E.2d 408
(Ryan, C.J., specially concurring, joined by Underwood and
Moran, JJ.). The facts that supported the conclusion that the
school district's defense was a “settled expectation” that could
not be disturbed are readily distinguishable from the facts
in the case at bar. In Henrich, the school district's defense
accrued on February 2, 1995, the date the plaintiff's cause
of action arose. The amendment to section 3–108(a) became
effective on December 2, 1998. Applying the amendment
to section 3–108(a) to plaintiff's claim would therefore have
meant imposing a period of retroactivity on the school district
of almost four years. In contrast, the period of retroactivity at
issue in this case is only six weeks.

Further, in Henrich, this court concluded that the preamended
version of section 3–108(a) completely and unconditionally
immunized the school district from plaintiff's claim alleging
willful and wanton misconduct. Henrich, 186 Ill.2d at 395,
238 Ill.Dec. 576, 712 N.E.2d 298. Thus, applying the

amendment to section 3–108(a) on appeal would have meant
resurrecting a claim that had previously been barred in its
entirety. See Henrich, 186 Ill.2d at 405, 238 Ill.Dec. 576,
712 N.E.2d 298, citing Sepmeyer v. Holman, 162 Ill.2d 249,
205 Ill.Dec. 125, 642 N.E.2d 1242 (1994). Here, in contrast,
even assuming that Edison had a defense to the tax rate on
November 17, 1994, that defense did not completely bar
Will County's “claim” to Edison's property taxes. Edison
knew that, under either the old or *49  new versions of
sections 5–1024 and 9–107, it would be obligated to pay 1994
county property taxes. The only question was how much its
tax bill would be. Edison's position would be more like the
high school's in Henrich, and more an upsetting of “settled
expectations,” if an entirely new tax, rather than a new tax
rate, were being imposed by the amendments to sections
5–1024 and 9–107. This important distinction between a
new, retroactive tax rate and a new, retroactive tax has been
frequently noted:

“ ‘Nobody has a vested right in the rate of taxation, which
may be retroactively changed at the will of Congress at
least for periods of less than twelve months; Congress has
done so from the outset.... The injustice is no greater than
if a man chance to make a profitable sale in the months
before the general rates are retroactively changed. Such a
one may indeed complain that, could he have foreseen the
increase, he would have kept the transaction unliquidated,
but it will not avail him; he must be prepared for such
possibilities, the system being already in operation. His
is a different case from that of one who, when he takes
action, has no reason to suppose that any transactions of
the sort will be taxed at all.’ ” (Emphasis added.) United
States v. Darusmont, 449 U.S. 292, 298, 101 S.Ct. 549,
552–53, 66 L.Ed.2d 513, 518–19 (1981), quoting Cohan v.
Commissioner, 39 F.2d 540, 545 (2d Cir.1930) (Hand, J.).

Unlike the high school's situation in Henrich, the “subtle
judgments concerning the fairness or unfairness of applying
the new statutory rule” ( **978  ***496  Moore, 95 Ill.2d
at 241–42, 69 Ill.Dec. 191, 447 N.E.2d 408 (Ryan, C.J.,
specially concurring, joined by Underwood and Moran, JJ.))
do not, in this case, weigh in Edison's favor. Accordingly,
we hold that Edison's right to due process under the
Illinois Constitution is not violated by the application of the
amendments to sections 5–1024 and 9–107 to Will County's
November 1994 levies.
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CONCLUSION

For the foregoing reasons, the judgment of the appellate court
is affirmed.

Affirmed.

All Citations
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 Distinguished by SCO Group, Inc. v. Novell, Inc., D.Utah, January

28, 2010

238 F.3d 690
United States Court of Appeals,

Fifth Circuit.

C.P. INTERESTS, INC., doing business as California
Pools; California Pool Service; California Pool

Repair & Service Co., Plaintiffs–Appellees,
v.

CALIFORNIA POOLS, INC., et al., Defendants,
California Pools Inc.; California Pools &
Spas; California Pools & Spas Inc.; W.

Douglas Steimle, Defendants–Appellants.

No. 99–21038.
|

Jan. 30, 2001.

Houston, Texas pool builder brought suit in state court against
California pool builder, claiming that plaintiff had acquired
the right to use the “California Pools” mark by virtue of
qualifying as remote junior user of the mark, and added claim
of business disparagement. Following removal, the United
States District Court for the Southern District of Texas, Sim
Lake, J., found that plaintiff had remote junior user rights
to the trademark in the Houston area, that defendant had
infringed those rights, and that defendant had disparaged
plaintiff. Defendant appealed. The Court of Appeals, Emilio
M. Garza, Circuit Judge, held that: (1) as a matter of first
impression, attorneys fees alone cannot constitute sufficient
pecuniary loss to support claim of business disparagement;
(2) admission of expert testimony on trademark law was not
plain error; (3) admission of testimony regarding transfers of
right to use trademark did not violate best evidence rule; (4)
district court did not abuse its discretion in issuing good faith
jury instruction; (5) any error in instruction on “tacking on” of
trademark rights did not require reversal; and (6) admission
of evidence of earlier use of mark in Dallas was not error.

Affirmed in part and vacated in part.
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Challenges to sufficiency of evidence supporting
jury verdict are reviewed de novo.
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[5] Federal Courts
Anticipating or predicting state decision

When making an “Erie guess” as to state law, it
is not federal court's role to create or modify state
law, rather only to predict it.
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of Appeals, attorneys fees incurred in bringing
lawsuit, where no additional pecuniary loss has
been identified, do not establish element of
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Expert's testimony on transfers of right to use
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Failure to make best evidence objections
contemporaneously with disputed testimony
waived error. Fed.Rules Evid.Rule 103, 28
U.S.C.A.

1 Cases that cite this headnote

[14] Evidence
Conveyances, Contracts, and Other

Instruments

Admission of testimony regarding transfers of
right to use trademark did not violate best
evidence rule, absent showing that writing at
some point existed. Fed.Rules Evid.Rule 1004,
28 U.S.C.A.

2 Cases that cite this headnote

[15] Federal Civil Procedure
Construction and Effect of Charge as a

Whole

Federal Courts
Instructions

Court of Appeals reviews challenges to jury
instructions for abuse of discretion, and will
reverse judgment only if charge as a whole
creates substantial doubt as to whether jury has
been properly guided in its deliberations.

8 Cases that cite this headnote

[16] Trademarks
Knowledge, intent, and motives;  bad faith

Junior user's knowledge of senior use of mark
does not defeat good faith and remote junior
user rights to trademark, but rather is one factor
in determining whether junior use was in good
faith.

3 Cases that cite this headnote

[17] Federal Courts
Instructions

Any error in use of phrase “substantially
related,” instead of “substantially identical,” in
instructions on “tacking on” of trademark rights

did not require reversal, since instruction did not
alter outcome of case.

Cases that cite this headnote

[18] Federal Courts
Admission or exclusion of evidence

Although appellant filed motion in limine, its
failure to object to testimony at trial waived
issue. Fed.Rules Evid.Rule 103, 28 U.S.C.A.

3 Cases that cite this headnote

[19] Trademarks
Admissibility

In action by Houston, Texas pool builder,
claiming remote junior user rights in mark
“California Pools,” evidence of earlier use of
mark in Dallas by builder's predecessor was
relevant, if only to show why name “California
Pools” was selected for the new Houston
business.

1 Cases that cite this headnote

[20] Trademarks
Relation to Business, Assets, or Good Will; 

 Assignments in Gross

Assignment of trademark without the goodwill it
represents is invalid.

Cases that cite this headnote
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Judges.
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Opinion

EMILIO M. GARZA, Circuit Judge:

Defendant–Appellant California Pools, Inc. appeals the
judgment of the district court based on a jury verdict in
favor of plaintiff-appellee C.P. Interests, Inc., finding that
C.P. Interests had remote junior user rights to the trademark
“California Pools” in the Houston area, that California Pools
had infringed those rights, and that California Pools had
disparaged C.P. Interests. California Pools challenges the
finding of business disparagement, the admission of expert
testimony, the admission of oral testimony on the transfer of
trademark rights, several jury instructions, and the admission
of evidence of the use of the mark in the Dallas area. For
the reasons assigned, we affirm in part and vacate in part the
judgment of the district court.

I

California Pools, Inc. is a California corporation dedicated
to the construction of swimming pools and spas in several
western states. California Pools has constructed new pools
since its inception in 1952, and filed a federal trademark
registration for the mark “California Pools & Spas, Inc.” in
1995. In 1997, following a failed attempt to establish a branch
in Dallas in the 1980s, California Pools sought to open a
Houston branch office.

In Houston, California Pools encountered a Texas corporation
incorporated as “C.P. Interests, Inc.” but doing business as
“California Pool Repair & Service Company.” C.P. Interests,
Inc. is a Texas corporation that traces its roots to the
“California Pool Service” company of Dallas, a company
dedicated primarily to pool service and repair. Today, C.P.
Interests operates exclusively in Houston and has shifted its
focus to pool construction. California Pools, Inc. of California
informed C.P. Interests of its intention to enter the Houston
market and requested that C.P. Interests cease using the
“California Pools” name.

It was C.P. Interests, however, that filed suit, claiming rights
in the mark “California Pools” since 1961 on the basis of
predecessor use. C.P. Interests argued that it had acquired
the right to use the “California Pools” mark by virtue of
qualifying as a remote junior user of the mark, and added
a claim of business disparagement. California Pools had
the action removed to federal court, and counterclaimed for

trademark infringement, citing its use of the mark since 1952.
California Pools argued that it had priority in its use of the
mark, and, inter alia, challenged C.P. Interests' ability to
establish the alleged predecessor use.

The jury agreed with C.P. Interests and traced the company's
good-faith use of the “California Pools” mark in Texas
to 1963. The jury awarded damages based on trademark
infringement and business disparagement, as well as punitive
damages. Following post-trial motions, the court adjusted
these damages and issued its final judgment, finding that
C.P. Interests owned common law service mark rights
in “California Pools,” “California Pool Service,” and
“California Pool Repair and Service” *693  for pool-related
work performed within a 100 mile radius of Houston, and
that C.P. Interests' use of the mark in that area did not violate
California Pools' rights in the mark. The court enjoined
California Pools from using the mark in the Houston area
and from referring to C.P. Interests as “imposters.” Finally,
the court awarded C.P. interests $85,000 for common law
trademark infringement, $152,000 in general damages for
business disparagement, and $139,000 in punitive damages.
This appeal followed.

On appeal, California Pools raises six issues: (1) whether
the district court erred by awarding general damages on
the business disparagement claim; (2) whether the district
court abused its discretion in allowing expert testimony
on trademark law; (3) whether the district court erred by
permitting oral testimony regarding the trademark transfer;
(4) whether the district court erred in its jury instruction on
“good faith” adoption under the remote junior user exception;
(5) whether the district court erred in its jury instruction on
“tacking on” of trademark rights to establish priority; (6)
whether the district court abused its discretion by allowing
evidence of earlier use of the mark in Dallas. C.P. Interests
responds by arguing first that most of these issues were not
preserved for appeal, and second that the district court ruled
correctly on the merits.

II

A

California Pools first argues that the district court erred
as a matter of law in awarding general damages for
and ordering an injunction against business disparagement,
notwithstanding C.P. Interests' failure to prove special

http://www.westlaw.com/Link/Document/FullText?findType=h&pubNum=176284&cite=0141561901&originatingDoc=Ib701a062799711d9bf29e2067ad74e5b&refType=RQ&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.UserEnteredCitation)


C.P. Interests, Inc. v. California Pools, Inc., 238 F.3d 690 (2001)

48 Fed.R.Serv.3d 1100, 57 U.S.P.Q.2d 1690, 56 Fed. R. Evid. Serv. 422

 © 2016 Thomson Reuters. No claim to original U.S. Government Works. 5

damages. California Pools contends that C.P. Interests could
not have successfully made out a business disparagement
claim without the required element of special damages—
damages which the district court found as a matter of law had
not been proved.

[1]  [2]  Before reaching the merits of this issue, we
must first address whether California Pools has waived this
argument by failing to bring its motion for judgment as a
matter of law (JMOL) as required by Federal Rule of Civil
Procedure 50(b). We may review sufficiency of the evidence
claims on appeal only if a Rule 50(b) motion was made
in the trial court at the conclusion of all the evidence. See
McCann v. Texas Refining, 984 F.2d 667, 671 (5th Cir.1993).
California Pools acknowledges that it did not make a timely
Rule 50(b) motion, but argues for a liberal construction of
our Rule 50(b) requirement. California Pools is correct that
we have in the past forgiven Rule 50(b) errors where we
determined that the purposes of the rule have been satisfied.
See id. These purposes are “to enable the trial court to re-
examine the question of evidentiary insufficiency as a matter
of law if the jury returns a verdict contrary to the movant, and
to alert the opposing party to the insufficiency before the case
is submitted to the jury.” MacArthur v. University of Texas
Health Ctr., 45 F.3d 890, 896–97 (5th Cir.1995).

[3]  Here, because California Pools addressed the same
business disparagement issue in its written objection to the
district court's proposed jury instructions, we find that the
purposes of the Rule 50(b) requirement are met. See Scottish
Heritable Trust v. Peat Marwick Main & Co., 81 F.3d 606,
610 (5th Cir.), cert. denied, 519 U.S. 869, 117 S.Ct. 182, 136
L.Ed.2d 121 (1996) (“A defendant's objection to proposed
jury instructions on grounds pertaining to the sufficiency of
evidence issues it seeks to appeal may satisfy [the purposes
of the Rule 50(b) requirement].”); Bay Colony, Ltd. v.
Trendmaker, Inc., 121 F.3d 998, 1003–04 (5th Cir.1997).
California Pools' objection to the proposed jury instructions,
coupled with its Rule 50(a) JMOL motion, as well as the
fact that California Pools attempted on at least one occasion
to remind the court verbally of its concern over the “JMOL
issues,” was adequate *694  to alert both the court and
C.P. Interests to California Pools' continued protest over the
sufficiency of the evidence on the business disparagement
issue.

[4]  We review California Pools' allegation that the district
court erred as a matter of law in upholding the verdict of
business disparagement and awarding general damages de

novo. See Gaia Tech. Inc. v. Recycled Prod. Corp., 175
F.3d 365, 373 (5th Cir.1999) (challenges to the sufficiency
of the evidence supporting a jury verdict are reviewed de
novo). California Pools argues that the award cannot stand
because C.P. Interests did not meet its burden of proving
special damages, a required element of the tort of business
disparagement. The issue turns on whether, under Texas law,
attorneys fees can be a “pecuniary loss” such that no other
economic harm need be proven. As our jurisdiction in this
case is based on diversity of citizenship, we function as an
Erie court, applying Texas law as we think the Supreme Court
of Texas would. See Erie R. Co. v. Tompkins, 304 U.S. 64,
58 S.Ct. 817, 82 L.Ed. 1188 (1938); Salve Regina College
v. Russell, 499 U.S. 225, 239–40,111 S.Ct. 1217, 1225, 113
L.Ed.2d 190 (1991) (federal courts of appeals review the state
law determinations of district courts de novo).

In deciding the motion for entry of judgment and motion for
judgment as a matter of law, the district court found that
C.P. Interests was unable to prove that it had experienced
a pecuniary loss other than the attorneys fees required to
bring this litigation. But the court nevertheless permitted the
business disparagement issue to go to the jury, explaining that
“I conclude that the Restatement § 623(a) permits a cause of
action for disparagement without proof of special damages;
and I conclude that the Restatement § 633(b) permits recovery
of general damages.”

As no Texas court has specifically addressed the issue, we
must make an “Erie guess” as to whether attorneys fees
alone can constitute a sufficient pecuniary loss to support

a claim of business disparagement under Texas law. 1  We
agree with the district court that the Restatement is relatively
clear on this point, and supports C.P. Interests' position that
an additional pecuniary loss need not be proven. Restatement
(Second) of Torts § 623A defines business disparagement as
the publication of a false statement harmful to the interests
of another and creates liability for the resulting “pecuniary
loss.” Section 633 then defines “pecuniary loss” as including
“the expense of measures reasonably necessary to counteract
the publication, including litigation to remove the doubt cast
upon vendibility or value by disparagement.” Restatement
(Second) of Torts § 633(b).

The “Erie guess” is to whether the Texas courts would
follow the Restatement view. California Pools urges that the
Texas case law indicates to the contrary—that an additional
pecuniary loss beyond litigation costs is necessary to satisfy
the business disparagement cause of action. The principal
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business disparagement case is Hurlbut v. Gulf Atlantic
Life Ins. Co., 749 S.W.2d 762 (Tex.1987), in which the
Texas Supreme Court held that insurance agents in an action
against their former employer were unable to make out a
claim of business disparagement because they had proven
only “personal” as opposed to economic damages. The court
explained:

“The general elements of a claim for business
disparagement are publication by the defendant of the
disparaging words, falsity, malice, lack of privilege,
and special damages.... Proof of special damages is an
essential part of the plaintiffs' cause of action for business
disparagement. The requirement goes to the cause of action
itself and requires that plaintiff ‘establish pecuniary loss
*695  that has been realized or liquidated as in the case

of lost sales.’ W. Keeton, Prosser and Keeton on the Law
of Torts, § 128 at 971 (5th ed. 1984). Furthermore, the
communication must play a substantial part in inducing
others not to deal with the plaintiff with the result that
special damage, in the form of loss of trade or other
dealings, is established. Id. at 967; Restatement (Second)
of Torts § 632 (1977).”

Hurlbut v. Gulf Atlantic Life Ins. Co., 749 S.W.2d 762,
766–67 (Tex.1987). We have relied on Hurlbut in similarly
rejecting a business disparagement claim when the plaintiffs
did not present any evidence of a direct pecuniary loss. See
Johnson v. Hospital Corp. of America, 95 F.3d 383, 390 (5th
Cir.1996). Neither Hurlbut nor Johnson, however, addresses
the issue presented in the instant case of whether the costs
associated with bringing the litigation to stop the business
disparagement are themselves evidence of a pecuniary loss,
in turn satisfying the special damages requirement.

C.P. Interests brought this litigation in response to messages
posted by California Pools both on the internet and in
Houston newspaper advertisements warning customers to
beware of the “imposter” C.P. Interests. These messages were
widely disseminated, and there is no evidence on this record
indicating whether or not it would have been possible to
identify any particular customer that may have been swayed
by the disparagement. See Charles Atlas, Ltd. v. Time–Life
Books, Inc., 570 F.Supp. 150 (S.D.N.Y.1983) (recognizing
that under New York business disparagement law a plaintiff
must specifically identify lost customers only where it is
reasonable to expect such proof). We recognize the ongoing
nature of the internet disparagement, and that C.P. Interests'
suit for injunctive relief may have been the only means by
which the company could defend its name.

[5]  As a federal court in a diversity case, however, we are
not in a position to fill any perceived gaps in Texas tort law.
When making an “Erie guess, it is not our role to create
or modify state law, rather only to predict it.” Lawrence v.
Virginia Ins. Reciprocal, 979 F.2d 1053, 1055 (5th Cir.1992).
The existing Texas case law provides every indication that
attorneys fees are not considered a form of pecuniary loss
and do not constitute special damages. In A.H. Belo Corp.
v. H.B. Sanders, 632 S.W.2d 145, 145–46 (Tex.1982), the
Texas Supreme Court reversed a Court of Appeals holding
that Restatement § 633 was appropriately applied to permit
recovery of attorneys fees as the sole form of damages in
a disparagement of title suit. The court clarified that the
plaintiff “was required to prove the loss of a specific sale or
sales in order to recover on his slander of title action.” Id. at
146; see also W.G. Ellis v. G.C. Waldrop, 656 S.W.2d 902,
904 (Tex.1983) (“No Texas case has ever awarded damages
under the rubric ‘cloud on title.’ A suit to remove a cloud
from title is a suit for a specific, equitable remedy.”). In Texas
Beef Cattle Co. v. Green, 921 S.W.2d 203, 208 (Tex.1996),
the Texas Supreme Court held that in a malicious prosecution
case, for which plaintiffs are also required to prove “special
damages,” it is “insufficient that a party has suffered the
ordinary losses incident to defending a civil suit, such as
embarrassment, discovery costs, and attorney's fees.” Id. at
208–09. The court recognized that “this rule may leave a
party without a remedy for indirect losses,” but reasoned that
the potential injustice was outweighed by the “countervailing
policies supporting this heightened threshold.” Id. Finally, in
Kneip v. Unitedbank–Victoria, 734 S.W.2d 130 (Tex.App.
—Corpus Christi 1987), a Texas Court of Appeals held in
a common law fraud case that “[w]e have previously dealt
with and acknowledged that these consequential expenses
concerning the litigation are some evidence of a pecuniary
loss. However, we do not believe that attorney's fees are
properly assigned to *696  the category of pecuniary losses.”
Id. at 134–35.

[6]  [7]  This precedent indicates that under Texas law,
the attorneys fees incurred in bringing a lawsuit, where no
additional pecuniary loss has been identified, do not establish
the element of special damages required to support a claim
of business disparagement. We accordingly vacate both the

business disparagement injunction 2  against California Pools
and the award of $152,000 in general damages to C.P.
Interests.
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B

California Pools contends that the district court abused
its discretion in allowing C.P. Interests' trademark expert,
attorney Alan D. Rosenthal, to testify outside the scope of
his report and to offer legal conclusions on trademark issues
in this case. C.P. Interests responds that California Pools
failed to preserve this issue for appeal by not objecting
contemporaneously with the disputed testimony.

[8]  [9]  We hold first that California Pools did not preserve
this issue for appeal. Federal Rule of Evidence 103(a)(1)
requires a “timely objection or motion to strike ... stating
the specific ground of objection.” During direct examination,
California Pools twice objected on the grounds that the

answer would call for or in fact offered a legal conclusion. 3

On four separate occasions, however, California Pools failed
to object on the grounds that the answer might have called

for a legal conclusion. 4  California Pools' failure to *697
object to these four questions means that it has not satisfied

the requirements of Rule 103, 5  and the issue has not been
preserved for appeal. See Bailey v. Southern Pac. Transp.
Co., 613 F.2d 1385, 1389 (5th Cir.), cert. denied, 449 U.S.
836, 101 S.Ct. 109, 66 L.Ed.2d 42 (1980) (holding that party's
failure to object to the challenged evidence on four of the five
occasions on which it was offered meant that the issue was
waived on appeal).

[10]  Consequently, we review the admission of Mr.
Rosenthal's testimony for plain error. See United States
v. Yamin, 868 F.2d 130, 135 (5th Cir.1989). California
Pools argues that Mr. Rosenthal improperly offered legal
conclusions in his testimony on the application of trademark
law to this case. Federal Rule of Evidence 704(a) states that
opinion testimony otherwise admissible is not objectionable
because it includes an ultimate issue to be decided by the
trier of fact; Federal Rule of Evidence 702 permits the district
court to admit expert testimony that will assist the trier of fact
in either understanding the evidence or determining a fact in
issue. Neither rule, however, permits expert witnesses to offer
conclusions of law. See Owen v. Kerr McGee Corp., 698 F.2d
236, 240 (5th Cir.1983).

To determine whether it was plain error to admit Mr.
Rosenthal's testimony, we identify first what the disputed
expert testimony is, then compare that testimony to the
ultimate issues to be decided by the trier of fact, and finally

decide the harm of any error. See Askanase v. Fatjo, 130
F.3d 657, 672 (5th Cir.1997); Specht v. Jensen, 853 F.2d
805, 808–09 (10th Cir.1988) (en banc), cert. denied 488 U.S.
1008, 109 S.Ct. 792, 102 L.Ed.2d 783 (1989). Here, Mr.
Rosenthal testified to three basic points: succession to the
rights in the “California Pools” mark, geographic remoteness,
and ownership of the rights in the Houston area. On each of
these points, Mr. Rosenthal's testimony was unequivocal—he
testified that C.P. Interests has succeeded to the rights to the
mark in Houston, and that C.P. Interests owns the rights to the
mark in Houston and therefore was not infringing California
Pools' rights.

[11]  As set forth in the special interrogatories, the relevant
issues to be decided by the jury were:

*698  Question 5: Did C.P. Interests prove from a
preponderance of the evidence that in 1980 Jim Hays
transferred the trademark “California Pools” or a mark with
the same continuing impression to Bill Lewis and Mike
DeHart along with the goodwill of the business?

Question 6: Did C.P. Interests prove from a preponderance
of the evidence that in 1981 Bill Lewis and Mike DeHart
transferred the trademark “California Pools” or a mark
with the same continuing commercial impression to Lewis
Wiebe and Dennis Alexander along with the goodwill of
the business?

Question 7: Did C.P. Interests prove from a preponderance
of the evidence that Harris County, Texas, was an
area remote from Defendant California Pools, Inc., its
reputation and its natural right of expansion when the
persons listed below used the trademark “California Pools”
or a mark with the same continuing commercial impression
at [a number of different times]?

Question 12: Has C.P. Interests proven by a preponderance
of the evidence that Defendants infringed the trademark
“California Pools” or a mark with the same continuing
commercial impression in connection with the pool
construction business in the Houston area?

Comparison of Mr. Rosenthal's testimony with the issues
to be decided by the jury reveals a clear overlap. Mr.
Rosenthal offered conclusive testimony on each of these
issues—the transfer of rights (Questions 5 and 6), geographic
remoteness (Question 7), and infringement (Question 12).
Mr. Rosenthal's testimony, however, was only one part of
a comprehensive case put forth by plaintiff C.P. Interests.
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In addition to Mr. Rosenthal, several other witnesses
testified about the facts underlying the succession of
rights, the ownership of rights, and geographic remoteness.
Furthermore, the phrasing of the special interrogatories
had the effect of discouraging a jury leap to the same
conclusions advanced by Mr. Rosenthal: the transfer of rights
questions were divided to reflect the historical series of
events that would have to occur to effect a succession of
rights, an approach not paralleled in the questioning of Mr.
Rosenthal. Under such circumstances, we have noted that
“[w]here an expert's trial testimony included the bases for the
expert's conclusion, and the conclusion was supported by the
overwhelming evidence, ... Fifth Circuit case law supports
a determination that there was not significant risk that
the expert's testimony ‘supplant[ed the] jury's independent
exercise of common sense.’ ” United States v. $9,041,598.68
(Nine Million Forty One Thousand Five Hundred Ninety
Eight Dollars and Sixty Eight Cents), 163 F.3d 238, 255 (5th
Cir.1998) (quoting United States v. Willey, 57 F.3d 1374,
1389 (5th Cir.1995)); see also Askanase, 130 F.3d at 673
(considering whether the plaintiff's claim might be proved
even without the inadmissible expert testimony). Given the
overwhelming factual support in the record to buttress Mr.
Rosenthal's testimony, we hold that any possible error in the
admission of his testimony was harmless.

[12]  California Pools also argues that Mr. Rosenthal's
testimony was improper because it went outside the scope
of his expert report. We review the district court's decision
to include Mr. Rosenthal's oral testimony for abuse of
discretion. See Johnson v. Ford Motor Co., 988 F.2d 573, 578
(5th Cir.1993). California Pools objected to Mr. Rosenthal's
testimony three times during trial on the basis that the

testimony was outside the scope of the expert report. 6

In none of these instances *699  did the district court
abuse its discretion by admitting the testimony. The first
two objections were to questions on subjects which were
mentioned in the expert report—specifically, transfers and
geographic remoteness. The third objection was to a question
asked on C.P. Interests' redirect, after California Pools had
cross-examined Mr. Rosenthal on issues beyond the scope
of the report. Thus, as the district court correctly ruled, C.P.
Interests was no longer confined to the scope of the report, and
the question was properly asked. See, e.g., United States v.
Zimeri–Safie, 585 F.2d 1318, 1322 (5th Cir.1978) (permitting
on redirect a witness's potentially improper testimony on
the grounds that the defense had earlier cross-examined the
witness along the same lines). Accordingly, there was no
abuse of discretion in admitting this testimony.

C

California Pools asserts that the district court erred in
admitting oral testimony regarding the transfer of rights
where the Best Evidence Rule required proof by a written
document. C.P. Interests again responds that this issue has
been waived. We agree.

[13]  As discussed above, Federal Rule of Evidence 103
requires a specific objection to be made contemporaneously
with the disputed testimony. On the best evidence issue, the
district court made this requirement explicit: when counsel
for California Pools inquired, “Do you want me to have the
[already-filed motion in] limine objection or do you want me
to object every time?,” the court responded, “When you think
a question is asked that is not proper, object and I'll rule.”
But California Pools did not comply with this admonishment
of the district court. Although best evidence objections were
made during the examination of Mr. Alexander, California
Pools was silent during the subsequent testimonies of Mr.
Wiebe and Mr. Hays, both key witnesses in establishing
the transfer of rights. The specific admonition of the court
indicated that the court, as is its prerogative, sought to be
alerted at every point at which the Best Evidence Rule was
at issue. By failing to comply with Rule 103 and the specific
admonishment of the district court, California Pools has failed
to preserve the issue for appeal, and we review the court's
decision to allow oral testimony on the transfer of rights for
plain error. See Yamin, 868 F.2d at 135.

[14]  No such error is present here. Federal Rule of Evidence
1002 requires production of the original writing to prove
the contents of that writing. Federal Rule of Evidence 1004
excuses this requirement where it can be shown that the
original has been lost or destroyed, as long as unavailability
is not the result of the proponent's bad faith. California Pools'
best evidence argument fails, however, in that California
Pools never made the threshold showing required by Rule
1002 that a writing at some point existed. While California
Pools did allege the existence of such a writing, the issue was
so contended that the district court presented the question to
the jury as a special interrogatory (which the jury answered in
the negative). Under *700  such circumstances, we certainly
cannot say that it was plain error to include oral testimony
about evidence that may also at some point have been
contained in a writing. See, e.g., United States v. Howard,
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953 F.2d 610, 613 (11th Cir.1992) (Best Evidence Rule
presupposes the existence of an original).

D

[15]  California Pools next argues that the district court's
jury instructions on “good faith adoption” and “tacking on”
of trademark rights were erroneous. We review challenges to
jury instructions for abuse of discretion, see United States v.
Monroe, 178 F.3d 304, 307 (5th Cir.1999), and will reverse
a judgment only if the charge as a whole creates a substantial
doubt as to whether the jury has been properly guided in

its deliberations. 7  See Batts v. Tow–Motor Forklift Co., 978
F.2d 1386, 1389 (5th Cir.1992).

On the “good faith” issue, the court instructed the jury that
“mere knowledge of defendant's use of the mark does not
defeat good faith, though it is a factor you may consider if you
find that plaintiff had knowledge of the time of its first use.”
California Pools disagreed with this instruction and suggested
“if plaintiff had knowledge of defendant's prior use of the
mark at the time of its adoption, then plaintiff's adoption was
not in good faith.” California Pools asserts that its proposed
jury instruction accurately reflects the Tea Rose–Rectanus
doctrine set forth by the Supreme Court in Hanover Star
Milling Co. v. Metcalf, 240 U.S. 403, 36 S.Ct. 357, 60 L.Ed.
713 (1916) (Tea Rose) and United Drug Co. v. Theodore
Rectanus Co., 248 U.S. 90, 39 S.Ct. 48, 63 L.Ed. 141 (1918).
These cases have given rise to the general proposition that
“a senior user has exclusive rights to a distinctive mark
anywhere it was known prior to the adoption of the junior
user and has enforceable rights against any junior user who
adopted the mark with knowledge of its senior use.” A.J.
Canfield Co. v. Honickman, 808 F.2d 291, 295 n. 4 (3d
Cir.1986).

[16]  California Pools is correct that many courts examining
the good faith issue have held that, as per the Tea Rose–
Rectanus doctrine, a junior user's knowledge of a senior
appropriator's use of a mark is itself sufficient to defeat a
claim of good faith. See, e.g., Yankee Spirits, Inc. v. Gasbarro,
1998 WL 428092, *11 (D.Mass.1998). The Fifth Circuit,
however, has not expressly joined this majority view, and our
past precedent implies a test to the contrary—specifically,
that knowledge of use is but one factor in a good faith inquiry.
See El Chico, Inc. v. El Chico Cafe, 214 F.2d 721, 726 (5th
Cir.1954) (holding that knowledge of use is not dispositive
in the absence of evidence of “an intent to benefit from the

reputation or good will of the [senior user].”). This multi-
factored test is the model for the one articulated in the district
court's jury instruction. California Pools therefore has failed
to demonstrate that the district court abused its discretion in
issuing the good faith jury instruction.

[17]  Regarding the “tacking on” issue, California Pools
contests the district court's use of the phrase “substantially
related” in several interrogatories. California Pools argues
that the correct language, as gleaned from Big Blue v. IBM,
19 U.S.P.Q.2d 1072, 1075, 1991 WL 326549 (Trademark Tr.
& App. Bd.1991), is “substantially identical”—as in whether
C.P. Interests had proved its rights to a mark that was used
in connection with a business substantially identical to the
pool construction *701  business. We agree with California
Pools that a review of case law reveals that “substantially
identical” is the dominant terminology, though we are unable
to find precedent establishing “substantially related” as a
proper or improper approximation to the standard term.
Assuming that the district court did err in its selection of
“substantially related,” and that California Pools properly
objected to this wording at every appropriate juncture, we
engage in a two-part analysis to determine whether the
district court's error requires reversal. First, California Pools
must demonstrate that the instruction as a whole creates
a “substantial and ineradicable doubt whether the jury has
been properly guided in its deliberations”; second, California
Pools must demonstrate that based upon the entire record, the
instruction altered the outcome of the case. Russell v. Plano
Bank & Trust, 130 F.3d 715, 719 (5th Cir.1997) (quoting
Bender v. Brumley, 1 F.3d 271, 276 (5th Cir.1993)). We
find no indication on the record of such outcome-altering
doubt, and California Pool's allegations in this regard are
conclusory. While California Pools' arguments about the
differences between the pool services and pool construction
industries may have common-sense appeal, these arguments
do not speak to whether there is an outcome-determinative
difference between “substantially related” and “substantially
identical.” California Pools has therefore failed to meet its
burden in challenging the jury instructions, and we hold that
the district court did not abuse its discretion in issuing the
“good faith” and “tacking on” instructions.

E

[18]  California Pools finally argues that evidence of C.P.
Interests' use of the mark in Dallas was not relevant and that
the court abused its discretion by admitting it. C.P. Interests
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responds that this issue was not preserved for appeal; we
again agree. California Pools, although it did file a motion in
limine on the issue, failed to object to any of the testimony
on the Dallas use, thereby waiving the issue. See Wilson v.
Waggener, 837 F.2d 220, 222 (5th Cir.1988) (holding that
a motion in limine is insufficient to preserve error in the
admission of evidence where the contemporaneous objection
requirement of Rule 103 has not been met).

[19]  Accordingly, we review the admission of this evidence
for plain error. See id. We find none. California Pools'
irrelevancy arguments are premised principally on the
testimony of a witness who stated that he did not have
any knowledge of a relationship between the Houston and
Dallas predecessors of C.P. Interests. C.P. Interests, however,
offered pleadings and statements to establish a connection
between the Houston and Dallas businesses. Moreover, the
witness's testimony did not foreclose the possibility of a
relationship between the companies; it simply did not buttress
C.P. Interests' argument. California Pools in this sense
appears to be confusing a sufficiency argument with the less
stringent relevancy requirements of Federal Rule of Evidence
401.

[20]  California Pools secondarily argues that the evidence is
irrelevant because the rule prohibiting the assignment in gross

of trademarks prevents C.P. Interests from claiming priority
to the Dallas use. It is true that assignment of a trademark
without the goodwill it represents is invalid. See Sugar
Busters, LLC v. Brennan, 177 F.3d 258, 265 (5th Cir.1999)
( “Plaintiff's purported service mark in ‘Sugarbusters' is valid
only if plaintiff also acquired the goodwill that accompanies
the mark.”). As C.P. Interests correctly points out, however,
even assuming that the Dallas transfer was an invalid
assignment in gross, the Dallas use evidence is still relevant to
the question of why the name “California Pools” was selected
for the new Houston business. There was no error in the
admission of the evidence of the Dallas use.

*702  III

The judgment of the district court awarding $152,000 in
the form of general damages to C.P. Interests and enjoining
California Pools' business disparagement is VACATED. All
other aspects of the judgment are AFFIRMED.

All Citations

238 F.3d 690, 48 Fed.R.Serv.3d 1100, 57 U.S.P.Q.2d 1690,
56 Fed. R. Evid. Serv. 422

Footnotes
1 The Restatement and the law of many states refers to the tort as “publication of injurious falsehood.” Restatement

(Second) of Torts § 623A (1976). Texas has renamed the tort “business disparagement.”

2 The jury finding that California Pools disparaged C.P. Interests notwithstanding, it is necessary to vacate the injunction
as well as the damages award. The element of “special damages” is a part of the business disparagement cause of
action. See Hurlbut, 749 S.W.2d at 766. Because C.P. Interests has not made out the elements of this claim, not brought
any other cause of action upon which injunctive relief against the disparagement might be available, the exercise of the
court's equitable powers is inappropriate. See, e.g., System Operations, Inc. v. Scientific Games Development Corp., 555
F.2d 1131, 1141–44(3d Cir.1977) (holding that the issuance of a preliminary injunction was improper where the plaintiff
failed to prove a likelihood of eventual success in the litigation because the plaintiff had not alleged special damages, a
required element of the product disparagement cause of action under New Jersey law).

3 Q [by C.P. Interests]: Do you have an opinion as to whether or not our client, C.P. Interests, Inc., and Lewis Wiebe and
Dennis Alexander are the successors to all the rights in the California Pools mark as it's used here in Houston?

Mr. Cain: Objection, Your Honor. It calls for a legal conclusion.
The Court: I will overrule the objection to the question of whether or not he has an opinion.
A [by Mr. Rosenthal]: Yes, I do have an opinion.

* * *
Q: Now, why is it important to either focus on the geographic areas, the distinction between California and Houston?
A [by Mr. Rosenthal]: Because of common law, absent a federal registration or state registration, which can confer
different rights after they're issued, but at common-law the rights and the trademark are geographically limited. They
only apply where the mark's been used. It's my understanding that, for example, in this case, while the Defendants
were using “California Pools” in California, they didn't make any use of “California Pools” outside California until even
after Mr. Alexander had acquired the California Pools business here in Houston. The two markets, California and the

http://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=1988014107&pubNum=0000350&originatingDoc=Ib701a062799711d9bf29e2067ad74e5b&refType=RP&fi=co_pp_sp_350_222&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.UserEnteredCitation)#co_pp_sp_350_222
http://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=1988014107&pubNum=0000350&originatingDoc=Ib701a062799711d9bf29e2067ad74e5b&refType=RP&fi=co_pp_sp_350_222&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.UserEnteredCitation)#co_pp_sp_350_222
http://www.westlaw.com/Link/Document/FullText?findType=L&pubNum=1000607&cite=USFRER103&originatingDoc=Ib701a062799711d9bf29e2067ad74e5b&refType=LQ&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.UserEnteredCitation)
http://www.westlaw.com/Link/Document/FullText?findType=L&pubNum=1000607&cite=USFRER401&originatingDoc=Ib701a062799711d9bf29e2067ad74e5b&refType=LQ&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.UserEnteredCitation)
http://www.westlaw.com/Link/Document/FullText?findType=L&pubNum=1000607&cite=USFRER401&originatingDoc=Ib701a062799711d9bf29e2067ad74e5b&refType=LQ&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.UserEnteredCitation)
http://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=1999128895&pubNum=0000506&originatingDoc=Ib701a062799711d9bf29e2067ad74e5b&refType=RP&fi=co_pp_sp_506_265&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.UserEnteredCitation)#co_pp_sp_506_265
http://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=1999128895&pubNum=0000506&originatingDoc=Ib701a062799711d9bf29e2067ad74e5b&refType=RP&fi=co_pp_sp_506_265&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.UserEnteredCitation)#co_pp_sp_506_265
http://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=0290694530&pubNum=0101577&originatingDoc=Ib701a062799711d9bf29e2067ad74e5b&refType=TS&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.UserEnteredCitation)
http://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=0290694530&pubNum=0101577&originatingDoc=Ib701a062799711d9bf29e2067ad74e5b&refType=TS&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.UserEnteredCitation)
http://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=1987156419&pubNum=713&originatingDoc=Ib701a062799711d9bf29e2067ad74e5b&refType=RP&fi=co_pp_sp_713_766&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.UserEnteredCitation)#co_pp_sp_713_766
http://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=1977105390&pubNum=0000350&originatingDoc=Ib701a062799711d9bf29e2067ad74e5b&refType=RP&fi=co_pp_sp_350_1141&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.UserEnteredCitation)#co_pp_sp_350_1141
http://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=1977105390&pubNum=0000350&originatingDoc=Ib701a062799711d9bf29e2067ad74e5b&refType=RP&fi=co_pp_sp_350_1141&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.UserEnteredCitation)#co_pp_sp_350_1141


C.P. Interests, Inc. v. California Pools, Inc., 238 F.3d 690 (2001)

48 Fed.R.Serv.3d 1100, 57 U.S.P.Q.2d 1690, 56 Fed. R. Evid. Serv. 422

 © 2016 Thomson Reuters. No claim to original U.S. Government Works. 11

Houston area, are geographically remote and don't compete with each other in the sense of a customer from here in
Houston deciding, if they want a swimming pool, they're going to call up a company in California to build a swimming
pool for them.
Mr. Cain: Objection, Your Honor. The answer was a legal conclusion and it goes well beyond the scope of his expert
report, and I move to strike it.
The Court: [after seeing the relevant part of the report] All right. The objection is overruled.

4 Q [by C.P. Interests]: Is it your opinion that the trademark rights passed through in those transactions?
A [by Mr. Rosenthal]: Yes it is.

* * *
Q: Tell me why it is you believe the trademark rights transferred from Mr. Hays to Mr. Lewis and Mr. DeHart.
A: Basically, in each of these cases it was a transfer of the entire business, and there is a rule in trademark law that
when you transfer a business in its entirety that it's presumed that the trademark rights are transferred as well.

* * *
Q: Okay. Now, the defendants say that they own the trademark rights in this case and that Mr. Alexander is the one
infringing and misusing their marks. Do you agree with that?
A: Not here in the Houston area.
Q: What is your opinion as to who has the rights in the Houston area?
A: It is my opinion that the rights to the trademark “California Pools” in the Houston area are owned by the plaintiff.
Q: Why do you hold that opinion?
A: Because, basically, trademark law, rights of common-law, are gained by the first company to use the mark in a
geographic area in connection with the goods or services that the mark is associated with. And in this case it's very
clear that the Plaintiff and the Plaintiff's predecessors in interest had used the mark “California Pools” here in the
Houston area long before the Defendants were using the mark “California Pools” in the Houston area. What's more,
it's my understanding—I haven't seen it—based on the documents I that I have reviewed or the testimony that I have
reviewed, I haven't seen anything to indicate that the Plaintiffs, when they adopted and chose the mark “California
Pools” to begin with, that that was done based upon the desire to trade on the reputation of the Defendants.

5 California Pools argues that its motion in limine to exclude Mr. Rosenthal's testimony, as well as its oral complaint to the
court in the initial days of the trial, were enough to alert the court to the issue of legal conclusions in Mr. Rosenthal's
testimony. The motion in limine was overruled, however, and we have previously stated that “a party whose motion in
limine has been overruled must object when the error he sought to prevent with his motion is about to occur at trial.”
Collins v. Wayne Corp., 621 F.2d 777, 784 (5th Cir.1980). Nor does the oral complaint rise to the level of specificity
required to satisfy Rule 103(a)(1).

6 Q [by C.P. Interests]: And there are, really, two main transfers involved here. Is that right?
Mr. Cain: Objection, Your Honor. Now we're beyond the scope of the expert report.
The Court: Overruled.

* * *
A [by Mr. Rosenthal]: ... The two markets, California and the Houston area, are geographically remote and don't
compete with each other in the sense of a customer from here in Houston deciding, if they want a swimming pool,
they're going to call up a company in California to build a swimming pool for them.
Mr. Cain: Objection, Your Honor. The answer was a legal conclusion and it goes well beyond the scope of his expert
report, and I move to strike it.

* * *
Q [by C.P. Interests, on redirect]: Okay. Now, let's just bring it right down to the specific case here, not garages and
building cars but repairing and servicing swimming pools and then deciding to build some pools that you have been
doing for 20 years. Do you consider that to be some dramatic shift, that it's a totally different business?
Mr. Cain: Objection. This goes beyond the scope of his expert report with respect to how similar the pool construction
and pool repair business is.
The Court: It's within the scope of your cross-examination. Overruled.

7 California Pools made a timely objection to the proposed jury instructions pursuant to Fed.R.Civ.P. 51, which provides in
pertinent part that “[a]t the close of evidence or at such earlier time during the trial as the court reasonably directs, and
party may file written requests that the court instruct the jury on the law as set forth in the requests. The court shall inform
counsel of its proposed action upon the requests prior to their arguments to the jury.”
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322 Ill.App.3d 1006
Appellate Court of Illinois,

Fourth District.

Beverly D. ELLIS, Special Administratrix of the
Estate of Shaun J. Ellis, Plaintiff–Appellant,

v.
AMERICAN FAMILY MUTUAL INSURANCE

COMPANY, a Corporation, Defendant–Appellee.

No. 4–00–1008.
|

June 20, 2001.

Insured brought action against automobile insurer seeking
declaration that son killed while driving insured vehicle was
an insured under accidental death endorsement. The Circuit
Court of McLean County, Luther H. Dearborn, J., granted
summary judgment for insurer, and insured appealed. The
Appellate Court, Cook, J., held that: (1) insured could not
withdraw her admission that son owned his own vehicle at
the time of his death, and (2) son was not an insured under
accidental death endorsement.

Affirmed.

West Headnotes (5)

[1] Pretrial Procedure
Nature and purpose

Requests to admit differ from other discovery
devices in that requests to admit are not designed
to produce evidence but to limit the issues at trial
and withdraw admitted facts from contention.
Sup.Ct.Rules, Rule 216(a).

5 Cases that cite this headnote

[2] Pretrial Procedure
Nature and purpose

Through the request-to-admit procedure, a party
is able to determine what facts remain disputed
and accordingly require further discovery.
Sup.Ct.Rules, Rule 216(a).

Cases that cite this headnote

[3] Pretrial Procedure
Effect

Only in extraordinary circumstances may a party
escape the consequences of a judicial admission.
Sup.Ct.Rules, Rule 216(a).

1 Cases that cite this headnote

[4] Stipulations
Setting aside or relief from stipulation

Stipulation is ordinarily binding, the trial judge
may, in her sound discretion, relieve a party
from its effect upon application seasonably made
and a showing that the matter is in fact untrue,
violative of public policy, or the result of fraud.
Sup.Ct.Rules, Rules 183, 216.

2 Cases that cite this headnote

[5] Pretrial Procedure
Effect

In a declaratory judgment action seeking to
determine whether insured's son's death was
covered by accidental death endorsement to
motor vehicle policy, insured was not allowed
to controvert her answer to a request to admit,
admitting that her son owned his own vehicle
at the time he was killed driving her vehicle;
even if insured had made a proper request to be
relieved of the consequences of her admission,
insured's equivocal answers at her deposition as
to whether son owned his own vehicle would
not have justified such relief. Sup.Ct.Rules, Rule
216.

2 Cases that cite this headnote

Attorneys and Law Firms

**1288  ***903  *1007  John L. Morel (argued), John L.
Morel, P.C., Bloomington, for Beverly D. Ellis.

Stephen R. Swofford, Christine L. Olson, Hinshaw &
Culbertson, Chicago, William P. Hardy (argued), Hinshaw &
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Culbertson, Springfield, and Edward T. Habecker, Hinshaw
& Culbertson, Peoria, for American Family Mutual Ins. Co.

Opinion

Justice COOK delivered the opinion of the court:

Plaintiff Beverly D. Ellis appeals from the trial court's grant
of summary judgment in favor of defendant American Family
Mutual Insurance Company (American Family). We affirm.

American Family issued a motor vehicle insurance policy
to Ellis effective from December 12, 1991, to June 12,
1992. The policy contained an endorsement, the “Automobile
Accidental Death and Specific Dismemberment Benefits
Coverage Endorsement.” On May *1008  15, 1992, Ellis'
son Shaun was killed in an automobile accident while driving
Ellis' car. Ellis sought benefits under the endorsement but
American Family denied coverage.

On January 17, 1995, Ellis filed a complaint for declaratory
judgment; American Family filed an answer and a
counterclaim for declaratory judgment. The parties next filed
cross-motions for summary judgment. Each was denied. The
case languished for two years. Ellis then filed a second motion
for summary judgment; American Family filed a response
and cross-motion for summary judgment. Ellis' motion was
denied, American Family's was granted. From this ruling,
Ellis appeals.

Three pertinent provisions of the policy are at issue. The first
two provisions are found in the endorsement:

“Death Benefit: We will pay the maximum benefit
shown in the declarations, if the insured person dies
within 90 days of the accident.

* * *

Insured person or insured persons means you or any
relative while occupying, or when struck by, a land
motor vehicle or trailer.”
The third provision is found in the base policy, in
a section entitled “Definitions Used Throughout the
Policy”:

“Relative means a person
living in your household
related to you by blood,

marriage[,] or adoption. * * *
It excludes any person who, or
whose spouse, owns a motor
vehicle other than an off-road
motor vehicle.”

American Family offers two theories in support of the trial
court's ruling: (1) Shaun owned his own car, thereby coming
under an exception to the policy definition of “relative” and
(2) Shaun was not “living in [Ellis'] household” at the time
of his death.

The question whether an individual is a resident of, or living
in, a household commonly arises in other automobile policy
contexts. The standard automobile policy covers “relatives”
as insureds, meaning persons living in the household and
related to the insured by blood or marriage. See 625 ILCS
5/7–317(a), (b) (West 2000); 215 ILCS 5/143.13(a) (West
2000). A number of cases consider whether a person is a
“relative” and accordingly covered as an insured under an
automobile liability policy. See, e.g.,  **1289  ***904
State Farm Mutual Automobile Insurance Co. v. Taussig,
227 Ill.App.3d 913, 916, 169 Ill.Dec. 845, 592 N.E.2d 332,
334–35 (1992) (child who dropped out of school and had
his own apartment not a related person who lived with his
parents); Kopier v. Harlow, 291 Ill.App.3d 139, 142, 225
Ill.Dec. 368, 683 N.E.2d 536, 538 (1997) (liability coverage
exclusion for bodily injury or property damage arising out of
use of any vehicle owned by any “resident of the household”).
Other *1009  cases have considered whether a person
is a relative “resident of the household” and accordingly
excluded from receiving benefits under a homeowner's
or automobile liability policy. See, e.g., Country Mutual
Insurance Co. v. Peoples Bank, 286 Ill.App.3d 356, 359–60,
221 Ill.Dec. 607, 675 N.E.2d 1031, 1033–34 (1997) (foster
child under one-year placement agreement a “resident of the
household”). Different factors may apply in cases interpreting
coverage clauses than in cases involving exclusion clauses.
The endorsement here, providing accidental death benefits,
appears to be somewhat unusual, even though it employs
language previously interpreted in the cases. Why should a
relative, traveling in an insured vehicle, be covered under the
endorsement if he does not own a motor vehicle, but not be
covered if he does?

The policy definition of “insured persons” includes the
policyholder's relatives. The policy definition of “relative”
specifically excludes individuals who own their own vehicles.
American Family states that Shaun owned his own vehicle
and therefore was not an insured person.
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American Family mainly relies upon Ellis' response to a
request for admission tendered pursuant to Supreme Court
Rule 216 (134 Ill. 2d R. 216). American Family's request No.
7 stated:

“7. That on May 15, 1992, the
decedent, SHAUN J. ELLIS, was
the owner of his own vehicle and
it was not the 1982 Oldsmobile 88
Royale which was involved in this
accident.”

Ellis' response to the request did indeed explicitly admit the
truth of this fact. On appeal, Ellis refers to a portion of her
discovery deposition wherein she contradicts her admission:

“DEFENSE COUNSEL: In May of 1992 did Shaun own
his own vehicle?

PLAINTIFF: No, not at the time of the accident.

DEFENSE COUNSEL: In your answers to the [r]equest
for [a]dmission of [f]acts you were asked whether Shaun
was the owner of his own vehicle on May 15th of '92,
and you admitted that. Was that wrong? He didn't have
his own car?

PLAINTIFF: Not at the time he did not.

DEFENSE COUNSEL: Okay. Had he at any time prior
to—

PLAINTIFF: Yes.

DEFENSE COUNSEL: —the accident? Okay. When
was the last time that he owned a vehicle prior to the
accident date of May 15th, '92?

PLAINTIFF: I don't honestly remember that.

* * *

DEFENSE COUNSEL: Do you know the reason why
Shaun was using your vehicle at that time?

PLAINTIFF: He did not have a car of his own at
that time, so *1010  until he had decided what he
was going to purchase he was using my car.”

Ellis directs our attention to Supreme Court Rule 201(j),
which states that “[d]isclosure of any matter obtained by

discovery is not conclusive, but may be contradicted by other
evidence.” 166 Ill. 2d R. 201(j).

**1290  ***905  [1]  [2]  Rule 216(a) (134 Ill. 2d R.
216(a)) allows a party to request admission of “the truth of
any specified relevant fact,” including an ultimate fact. See
also P.R.S. International, Inc. v. Shred Pax Corp., 184 Ill.2d
224, 237, 234 Ill.Dec. 459, 703 N.E.2d 71, 77 (1998) (requests
for admission of legal conclusions are improper). Requests to
admit differ from other discovery devices in that requests to
admit are not designed to produce evidence but to limit the
issues at trial and withdraw admitted facts from contention.
People v. Mindham, 253 Ill.App.3d 792, 797, 192 Ill.Dec.
680, 625 N.E.2d 835, 839 (1993). Through the request-to-
admit procedure, a party is able to determine what facts
remain disputed and accordingly require further discovery.
Mindham, 253 Ill.App.3d at 798, 192 Ill.Dec. 680, 625 N.E.2d
at 840.

“While these requests are designed to clarify and simplify
evidentiary issues at trial rather than to further the goals of
discovery, they are governed by Rule 216 and enforced in
accord with the rules pertaining to discovery. Nevertheless,
Rule 201(j), which provides that matter disclosed by
discovery is not conclusive, should be inapplicable to
these requests because their purpose is to obtain judicial
admissions.” 4 R. Michael, Illinois Practice § 33.9, at 152
(1989) (Civil Procedure Before Trial).

[3]  [4]  Admissions pursuant to requests to admit constitute
judicial admissions, which are binding upon the party making
them; they may not be controverted at trial or in a motion
for summary judgment. M. Graham, Cleary & Graham's
Handbook of Illinois Evidence § 802.11, at 779 (7th ed.
1999) (hereinafter Cleary & Graham). Only in extraordinary
circumstances may a party escape the consequences of a
judicial admission. See Cleary & Graham § 802.11, at 781,
citing In re Marriage of O'Brien, 247 Ill.App.3d 745, 749,
187 Ill.Dec. 416, 617 N.E.2d 873, 875 (1993) (verified
pleading not binding if amended pleading discloses that
admissions were made through mistake or inadvertence).
While a stipulation is ordinarily binding, the trial judge may,
in her sound discretion, relieve a party from its effect upon
application seasonably made and a showing that the matter
is in fact untrue, violative of public policy, or the result
of fraud. Cleary & Graham § 202.4, at 67, citing Brink v.
Industrial Commission, 368 Ill. 607, 609–10, 15 N.E.2d 491,
492 (1938); see also Sanders v. Sanders, 55 Ill.App.3d 248,
251, 13 Ill.Dec. 426, 371 N.E.2d 121, 123–24 (1977) (“In
order to reach a just result in this case *1011  it is imperative
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that we not treat the technical admission of lack of maternity
to operate against the best interests of the minor child”). A
trial court has some discretion under Rule 216 (134 Ill. 2d R.
216). Bright v. Dicke, 166 Ill.2d 204, 207, 209 Ill.Dec. 735,
652 N.E.2d 275, 276 (1995) (despite the language of Rule 216
that a request is admitted unless a specific denial or objection
is served within 28 days, under Rule 183 (134 Ill. 2d R. 183)
a trial judge has discretion to allow late service of a response
to a request to admit where the delinquent party has shown
good cause for the delay).

[5]  Ellis' attempt to avoid the consequences of her judicial
admission cannot be allowed. Answers to requests to admit
cannot be controverted at trial or in a motion for summary
judgment. Even if Ellis had made a proper request to be
relieved of the consequences of her admission, her equivocal
answers at the deposition would not have justified such relief.

Because Ellis had admitted that Shaun owed a vehicle at the
time of his death, **1291  ***906  Shaun was not an insured
person under the provisions of the policy, and the grant of
summary judgment was proper. Because of our resolution of
this issue, we need not consider whether Shaun was “living in
[Ellis'] household,” which, if not true, would also have barred
recovery under the endorsement.

For the foregoing reasons, we affirm the trial court's
judgment.

Affirmed.

STEIGMANN, P.J., and MYERSCOUGH, J., concur.

All Citations

322 Ill.App.3d 1006, 750 N.E.2d 1287, 255 Ill.Dec. 902

End of Document © 2016 Thomson Reuters. No claim to original U.S. Government Works.
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818 N.E.2d 100
Court of Appeals of Indiana.

FAIRLAND RECREATIONAL
CLUB, INC., Appellant–Plaintiff,

v.
INDIANAPOLIS DOWNS,
LLC, Appellee–Defendant.

No. 73A01–0403–CV–115.
|

Nov. 23, 2004.

Synopsis
Background: Landowner brought action against nearby
property owner, alleging that property owner diverted
underground water away from landowner's property during
construction and drained lake on property. Following a
jury verdict in favor landowner, landowner filed request
for attorney fees and costs associated with property owner's
denial in its response to request for admissions. The Shelby
Superior Court, Jack A. Tandy, J., denied request. Landowner
appealed.

[Holding:] The Court of Appeals, Barnes, J., held that
imprecise drafting of request for admission justified failure to
admit.

Affirmed.

West Headnotes (5)

[1] Pretrial Procedure
Costs and expenses upon improper failure

to admit

Landowner's imprecise drafting of request for
admission concerning whether property owner
caused decline in water level on landowner's
lake during property owner's construction project
justified property owner's failure to admit
request, and thus landowner was not entitled to
award of attorney fees and costs as sanctions for
property owner's failure to admit in landowner's
action concerning decline in water level; request

set forth allegedly disputed issues concerning
relevant time period, causation, and respondeat
superior. Trial Procedure Rules 36, 37(C).

Cases that cite this headnote

[2] Pretrial Procedure
Discretion of court

Trial court exercises judicial discretion in ruling
on discovery issues.

Cases that cite this headnote

[3] Appeal and Error
Depositions, affidavits, or discovery

Court of Appeals will reverse trial court's
ruling on discovery issues only for an abuse of
discretion.

Cases that cite this headnote

[4] Pretrial Procedure
Nature and purpose

Unlike other discovery techniques, the essential
purpose of a request for admission is to obviate
the need for time-consuming proof at trial
by establishing undisputed facts, instead of
attempting to discover essentially unknown facts
by deposition or interrogatory. Trial Procedure
Rule 36.

1 Cases that cite this headnote

[5] Pretrial Procedure
Request;  striking request

Because the purpose of requests for admission
is to conclusively establish facts, the requesting
party bears the burden of artfully drafting
a statement of facts contained in a request
for admission in a manner that is precise,
unambiguous, and not misleading to the
answering party. Trial Procedure Rule 36.

1 Cases that cite this headnote
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*100  Gene R. Leeuw, John M. Mead, Leeuw Oberlies &
Campbell, P.C., Indianapolis, IN, Attorneys for Appellant.

Mary F. Schmid, James W. Brauer, Stewart & Irwin, P.C.,
Indianapolis, IN, Attorneys for Appellee.

OPINION

BARNES, Judge.

Case Summary

Fairland Recreation Club (“Fairland”) appeals the trial court's
denial of its request for attorney fees and costs accrued as
a result of Indianapolis Downs' responses to requests for
admission. We affirm.

*101  Issue

The sole issue before us is whether the trial court erroneously
denied Fairland's request for attorney fees and costs.

Facts

The facts relevant to this appeal follow. In 2002, Fairland
initiated this action against Indianapolis Downs alleging inter
alia that during construction on Indianapolis Downs' property,
Indianapolis Downs diverted underground water away from
its usual course and drained a lake on Fairland's property.
During the discovery phase, Fairland served a series of
requests for admission on Indianapolis Downs, one of which
stated:

REQUEST NO. 7: Admit or deny
that from March 2002 through
the present, Indianapolis Downs, its
agents, employees, or contractors
working for it or under its direction
and control, in the course of de-
watering activities associated with the
construction work on the site, have
caused a decline in the water level
of the lake located on the property

owned and operated by the Fairland
Recreation Club.

App. p. 27. Indianapolis Downs' response stated, “Defendant
is without sufficient information to either admit or deny
this request for admission and it is therefore denied.” App.
p. 27. In a corresponding interrogatory, Fairland stated, “If
you do not unequivocally admit the answer to the foregoing
request, state the specific reasons for your denial and all
witnesses or documents that support your denial.” App. p. 27.
In its answer, Indianapolis Downs stated, “See responses to
Request No. 7.” App. p. 27.

After a jury trial in November 2003, Fairland was awarded
$26,800 in compensatory damages and $120,000 in punitive
damages, which were later reduced pursuant to statute.
Thereafter, Fairland filed a request for attorney fees and costs
associated with Indianapolis Downs' denial in its response to

the request for admissions. 1  In its order denying Fairland's
request, the trial court found in part:

The Requests for Admission in issue contain specific
terms to which the Defendant had reasonable basis to
refuse to admit. For example, Request No. 6 requires the
Defendant to agree the diverted water “channeled into a
ditch and culvert.” The Defendant in a related Answer to
Interrogatory explaining its refusal to Admit to Request for
Admission No. 6 stated “the groundwater was pumped up
to the surface to a sediment basin and from there it took its
actual drainage course.” The Court finds no fault with the
conduct of the Defendant in responding to the Requests for
Admission.
App. p. 9. Fairland now appeals the denial of its request.

Analysis

[1]  [2]  [3]  [4]  A trial court exercises judicial discretion
in ruling on discovery issues, and we will reverse on
appeal only for an abuse of that discretion. Hyundai Motor
Co. v. Stamper, 651 N.E.2d 803, 808 (Ind.Ct.App.1995).
Indiana Trial Rule 36 permits a litigant to serve upon
the opposing party a written request for admission of the
truth of matters relevant to the litigation. Unlike other
discovery techniques, the essential purpose of a request for
admission is to obviate the need for time-consuming proof at
trial by establishing undisputed facts, instead of attempting
to “discover” essentially unknown facts by deposition or
interrogatory. *102  Georgetown Steel Corp. v. Chaffee,
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519 N.E.2d 574, 575–76 (Ind.Ct.App.1988), trans. denied.
Indiana Trial Rule 37(C) provides:

If a party fails to admit the genuineness
of any document or the truth of any
matter as requested under Rule 36, and
if the party requesting the admissions
thereafter proves the genuineness of
the document or the truth of the
matter, he may apply to the court
for an order requiring the other
party to pay him the reasonable
expenses incurred in making that
proof, including reasonable attorney's
fees. The court shall make the order
unless it finds that (1) the request was
held objectionable pursuant to Rule
36(A), or (2) the admission sought was
of no substantial importance, or (3) the
party failing to admit had reasonable
ground to believe that he might prevail
on the matter, or (4) there was other
good reason for the failure to admit.

It is pursuant to this rule that Fairland sought to recoup fees
and expenses from Indianapolis Downs.

Fairland argues that because Indianapolis Downs failed to
admit Request No. 7 and because Fairland subsequently
proved the matter during trial, it is entitled to recover fees and
costs. Specifically, Fairland argues:

The issue of what caused the Fairland
lake to lose its water was central to
Count II of the amended Complaint.
Indianapolis Downs denied that its
dewatering efforts caused the decline
in its response to the Request for
Admissions and again at a later
deposition. Then, at trial, its own
witnesses admitted that the cause and
effect were known to them.

Appellant's Br. p. 8. Fairland points to testimony by
Indianapolis Downs' witnesses Jonathan Moen from Mid–
States Engineering, John Schuster from Indianapolis
Downs, and Mark Basch from the Indiana Department of
Natural Resources, and argues the witnesses admitted that
Indianapolis Downs' dewatering activities drained the lake.

Fairland also points to the testimony of Dr. Darrell Leap who
confirmed the effect of the dewatering activities.

However, the question in this case of whether the trial court's
denial of Fairland's request for fees and costs was proper
turns on the language of Request No. 7 itself, not on whether
the truth of the matter was proven during trial. Indianapolis
Downs argues that Request No. 7 was “improperly vague
and ambiguous, and unfairly increased the burden on the
answering party, Indianapolis Downs.” Appellee's Br. p. 7.
We agree with Indianapolis Downs, and ultimately with the
trial court, to the extent that the request was inartfully written
such that it was reasonable for Indianapolis Downs to not
admit the matter.

First, Indianapolis Downs argues that it was unprepared to
admit that the dewatering activities caused the decline in the
water level “from March 2002 through the present.” App.
p. 27. Indianapolis Downs argues that those dates were at
issue during trial. Next, Indianapolis Downs argues that the
language, “its agents, employees, or contractors working for
it or under its direction and control” required it to admit
facts giving rise to a legal theory of liability under respondeat
superior for the subcontractor's conduct. Indianapolis Downs
also argues it could not admit that the lake was located on
the property owned and operated by the Fairland Recreation

Club because it did not know who owned the property. 2  More
generally, Indianapolis Downs argues that sanctions *103
were unwarranted because the determination of whether
Indianapolis Downs' dewatering caused a decline in the water
level of Fairland Lake was a materially disputed issue of fact
that required the expertise of a hydrologist and/or engineer.

[5]  Because of the imprecise drafting of the request,
Indianapolis Downs was justified in not admitting the matter
contained therein. Because the purpose of requests for
admission is to conclusively establish facts, the requesting
party bears the burden of artfully drafting a statement of
facts contained in a request for admission in a manner
that is precise, unambiguous, and not misleading to the
answering party. Weldy v. Kline, 652 N.E.2d 107, 110
(Ind.Ct.App.1995), trans. denied. Fairland failed to do so.
Therefore, the trial court was within its discretion to find that
Indianapolis Downs had a reasonable basis for not admitting
the request and properly denied Fairland's request for fees and
costs pursuant to Trial Rule 37(C).

However, we would be remiss if we did not comment on the
following part of Trial Rule 36(A):
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If objection [to the request for
admission] is made, the reasons
therefor shall be stated. The answer
shall specifically deny the matter or
set forth in detail the reasons why
the answering party cannot truthfully
admit or deny the matter. A denial
shall fairly meet the substance of the
requested admission, and when good
faith requires that a party qualify
his answer or deny only a part of
the matter of which an admission is
requested, he shall specify so much
of it as is true and qualify or deny
the remainder. An answering party
may not give lack of information or
knowledge as a reason for failure to
admit or deny unless he states that
he has made reasonable inquiry and
that the information known or readily
obtainable by him is insufficient to
enable him to admit or deny or that
the inquiry would be unreasonably
burdensome. A party who considers
that a matter of which an admission
has been requested presents a genuine
issue for trial may not, on that ground
alone, object to the request; he may,
subject to the provisions of Rule
37(C), deny the matter or set forth
reasons why he cannot admit or deny

it. 3

Indianapolis Downs neither attempted to object to the
request for admission nor indicated that it had conducted
a reasonable inquiry to obtain information or that doing so
would be unreasonably burdensome. Also, in its response
to Interrogatory No. 7, wherein it was asked to explain
why it did not admit the matter contained in Request No.
7, Indianapolis Downs merely responded by referencing its
answer to Request No. 7 and did not elaborate or otherwise
clarify its response to the request. Indianapolis Downs could
have, and should have, put forth a greater effort to answer the
request with whatever clarification was necessary to answer
accurately. We warn counsel in future litigation to be more
careful in complying not only with the black letter of this rule,
but also the spirit of it.

Conclusion

The trial court properly denied Fairland's request to recoup
fees and costs for *104  litigation costs pursuant to Trial Rule
37(C). We affirm.

Affirmed.

NAJAM, J., and SULLIVAN, J., concur.

All Citations

818 N.E.2d 100

Footnotes
1 Fairland's request was based on Indianapolis Downs' answers to Requests No. 6 and No. 7. Fairland's appeal relates

solely to the response to Request No. 7.

2 Indianapolis Downs points out that the property is not owned by Fairland, but by a trust entitled “the Richard and Geraldine
Herr Trust.”

3 Indianapolis Downs' apparent failure to comply with this part of Trial Rule 36(A) does not affect our conclusion that
Fairland is not entitled to recover fees and costs pursuant to Trial Rule 37(C). That is a separate inquiry. Fairland sought
sanctions based on Indianapolis Downs' failure to admit. Although Trial Rule 36 provides a procedure for clarifying and
objecting to requests for admission that should have been followed, Indianapolis Downs should not be sanctioned for
failing to admit to Fairland's request.
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