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Y THE TIME YOU READ this column, summer will

be behind us, and if you have children, they will be

back in school. However, since I am writing this at
the height of summer I would like to share my thoughts on
summer vacations.

As lawyers, we have a million reasons for never taking vacations—trial prepa-
ration, transaction closings, billable hours, and any number of client demands. As
I have grown older, I hope I have become wiser and, hopefully, my vacation schedule
reflects this. After employment with the federal government, I joined a firm that had
a very flexible vacation policy. Although I could have taken as much vacation as was
reasonable, I limited myself to one week per year for at least a decade. Finally, after
much discussion, my wife convinced me that since we had young children, 10 days
was more appropriate. My wife was right, so we began taking longer vacations.

Why should we take vacations? Well, it is common knowledge that the practice
of law is ranked among the most stressful jobs. Our jobs involve deadlines for many
cases, telephone calls, client meetings, travel, and an endless number of related activ-
ities. Those of us in litigation practice also have to answer to the court. If this were
not enough, we are connected to our practices 24/7 through Blackberrys, iPads,
iPhones, and the like.

There have been many studies on the benefits of vacations, the most significant
of which was probably the 1992 Framingham Heart Study involving 12,000 men
who were at risk of heart disease and who were followed over nine years. One con-
clusion drawn from the data was that the more frequently the men took vacations,
the longer they lived. In other words, the participants who took the fewest holidays
were most likely to suffer a heart attack.

Studies have also shown that persons who go on vacation allow their creativity
to be renewed. As lawyers, creativity is one of the most important components of
problem solving. A good vacation can help us reconnect with ourselves and afford
us the opportunity to read a good book and have new and different experiences. It
is easy to see that a lawyer who spends every day in the office running from one pro-
ject to another may not take the time or have the energy to think through problems
as thoroughly as someone who has had the opportunity to leave the pressures of the
office for a while and return refreshed, energetic, and recharged.

Vacations have the effect of strengthening relationships with family and friends.
Although family vacations can create their own stresses, there is no question that
the quality time that parents spend with their children, their spouses, or significant
others strengthens the bonds among them. The vacation memories we retain are ours
for a lifetime. I believe vacations are especially important for parents who have chil-
dren. It is a truism that when you get older, you will never ask yourself whether you
could have worked harder in your practice, but you will ask yourself whether you
could have spent more time with your children.

It is common among lawyers to say that you pay for your vacations before you
leave and after you return, but we should not let this keep us from taking the vaca-
tions we need. The health and psychological benefits from taking time off are well
documented. We owe it to ourselves, our families, our friends, and our clients to
recharge our batteries so we can maintain the balance in our lives that makes us good
human beings—as well as effective lawyers. |
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Dennis L. Perez is a principal in Hochman, Salkin, Rettig, Toscher & Perez, PC. He is the
2012-13 chair of the Los Angeles Lawyer Editorial Board.
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BY ALISON M. PEAR

Nonlegal Considerations in Client Relations

AN IMPORTANT ASPECT OF PROFESSIONAL GROWTH involves devel-
oping an ability to recognize and incorporate nonlegal considerations
into the fabric of a legal situation. In law school, a standard exercise
for students is to apply the law or legal principle to a problem. In legal
practice, however, new attorneys must learn that being a lawyer
often involves a number of factors that depend on not only the law
but also the circumstances of the problem. Attorneys do not just apply
a legal principle to a problem but also try to do so in the greater land-
scape of nonlegal considerations. What are the consequences and ben-
efits of any given course of action? What does the client want? What
are the time and money limitations? Even
for the most junior attorneys, these aspects
color how to represent a client.

A primary nonlegal factor in any given
situation is the cost-benefit analysis. There
are consequences and benefits that affect
the practical options of the given situation.
Minimal consequences may require a min-
imal legal approach. For example, an ideal
sales contract may be a dozen pages, address-
ing every issue that may arise in the contract
relationship. However, if the amount of the
sale and the consequences of a breach are small, a three-page agree-
ment may be the better approach, even if it leaves some issues open.
Similarly, if a course of action will result in little benefit, it may be appro-
priate to abandon that course, even if strictly legal considerations would
dictate otherwise. For example, a claim may justify a large judgment,
but such judgment is of little value if the client cannot collect on the
judgment, and it may not be worth the time and effort to pursue. The
nonlegal consequences and benefits of the situation may influence prac-
tical possibilities of how it will or should be handled.

Nonlegal Factors

The priorities and proclivities of each client are an additional set of
nonlegal factors in the practice of law. An attorney needs to under-
stand what the client wants. The practice of law is a service indus-
try, and to a certain extent a client’s goals dictate the lawyer’s objec-
tive. For example, one client may have a strong cause of action but
does not want to spend the time or energy taking on a lawsuit. A dif-
ferent client may put a premium on addressing a problem quickly or
quietly. Another client may be willing to undertake expense—even if
it is not legally required or warranted—to maintain a good relationship
with a potential defendant. Part of a lawyer’s role is to consider
these nonlegal goals and priorities.

In addition to understanding what the client wants, a lawyer
needs to grasp who the client is. To practice law is to work with peo-
ple, and understanding human nature and personalities is a crucial
part of being an attorney. A client may want detailed updates and for-
mal communications or only the broad strokes in casual phone calls.
The client may be cavalier or very risk averse. An attorney needs to
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factor these considerations into the relationship with the client.
Identifying and addressing this variable facilitates the growth of a rela-
tionship with a client, which ultimately improves the lawyer’s abil-
ity to assist the client as an attorney.

Finally, external constraints such as time and money are an
unavoidable limitation on the practice of law. A thorough response
to a legal question may require a few days of research, but if a client
needs an answer in a few hours, the associate needs to act within those
constraints. Even if there is more time, a client may only be willing
to pay for a certain amount of legal research. When practicing law,

Lawyers must inform and advise clients regarding the law, regardless
of the consequences or the client’s goals, and must try to protect

a client’s interests, despite the constraints of time and money.

an attorney must deal with these temporal and economic constrictions.

Adding complexity to the interaction is that legal concerns and non-
legal ones, as well as more than one nonlegal concern, can be in con-
flict. A client may want to resolve an issue on friendly terms but may
not want to accept the risks that resolution entails. A client may be
litigious but also be vehemently against undertaking the expense of
pursuing a claim. A lawyer must help the client navigate through these
conflicts, identifying the priorities, tempering the personal elements,
and ultimately helping the client reach a conclusion that is tenable from
legal and nonlegal perspectives.

Perhaps the most difficult part is balancing the above with the con-
straints of the law and the responsibilities inherent in the role of attor-
ney. Lawyers must inform and advise clients regarding the law,
regardless of the consequences or the client’s goals, and must try to
protect a client’s interests, despite the constraints of time and money.
A client may be loathe to draw up a long legal contract, but the risks
of having an abbreviated contract may be too risky to be legally sound.
A client may want a project done quickly, but doing so may result in
legal perils that the client must understand. Lawyers must apply the
law—and the lawyer’s legal training and experience—amid nonlegal
complications. The nonlegal elements of a situation influence how it
should be addressed but do not completely overtake the constructs
of the law and the lawyer’s responsibility to the client. Maturing as
a lawyer requires learning to recognize and balance the many com-
peting aspects weighing upon and influencing a lawyer’s practice. l

Alison M. Pear is a transactional attorney specializing in securities and
mergers and acquisitions at TroyGould PC in Century City.



RICHARD EWING

WITH OVER 37 MILLION RESIDENTS,! California leads the nation in
many population categories, and the use of foreign languages at
home and in commerce is no exception. According to the 2010 U.S.
census, 43 percent of Californians aged five and above converse
either “sometimes” or “always” in a language other than English while
in the home.2 This percentage—which equates to almost 16 million
Californians—is by far the highest percentage of non-English speak-
ers for any state in the union, and it is more than two times the national
average.’

A sizeable percentage of the consumer transactions that take
place each day in California in which both parties are speaking a lan-
guage other than English are governed by a California consumer pro-
tection law that enables parties to void certain transactions, unless
a translation of the contract in the party’s native language was pro-
vided at the time of the deal. (For example, if a party negotiates a deal
in Chinese but signs a standard consumer contract in English, the deal
may be void.) The California Translation Act (CTA), codified at
Civil Code Section 1632, governs transactions effected in the five most
common non-English languages spoken in California: Spanish,
Chinese, Tagalog, Vietnamese, and Korean.* Generally, for contracts
negotiated in any of these five languages, the CTA requires a trans-
lation (from English into one of the five languages) of certain types
of written agreements (including attorney’s fee agreements) to be pro-
vided to the consumer or client before the contract is executed.®

Although this law generally has been on the books since 1976, its
impact on the legal landscape has not been widely felt. Very few
California appellate decisions have been reported, although a small
number of federal trial court decisions have dealt with the statute.®
Legal counsel for consumers as well as those providing consumer goods
and services would do well to take heed of this statute’s extensive reach,
detailed requirements, and significant remedies.

Purpose and Coverage

The widespread proliferation of unfair business practices and scams
pertaining to residential leases, auto sales and leasing, personal loans,
and, more recently, home loan modifications and foreclosures has
caused concern particularly in cases in which non-English speakers are
involved. To address such concerns, the California Legislature enacted
the CTA to protect California consumers who speak languages other
than English.” The statute was originally enacted for the benefit of the
large Spanish-speaking population of California but has been expanded
to include the “top five languages other than English most widely spo-
ken by Californians in their homes,” as determined by the U.S. Census
of 2000.8 Thus, the CTA addresses concerns about fraud and unfair
dealing in consumer transactions involving 43 percent of the
Californians who speak a language other than English at home.?
The CTA applies to certain designated consumer transactions in
which the non-English speaker is deemed to be particularly vulner-
able to unfair business practices.!? The law’s coverage is broad.
Included within the statute’s reach are numerous transactions relat-

BY YURIKO MARY SHIKAI

ing to people’s automobiles, homes, rental units, and financial rela-
tionships. For example, regarding automobiles, Section 1632 applies
to credit sale contracts involving consumer goods and services under
the Credit Sales Law,!! the Automobile Sales Finance Act,!'? and the
Vehicle Leasing Act.!3 Regarding housing, the CTA applies to loans
or other extensions of credit used primarily for personal, family, or
household purposes, provided the loans are not secured by real prop-
erty.”* The CTA also applies to residential tenancies, specifically a
“lease, sublease, rental contract or agreement, for a period of longer
than one month, covering a dwelling, apartment, or mobilehome, or
other dwelling unit normally occupied as a residence.”!®

Yuriko Mary Shikai is an attorney with Neufeld, Marks & Gralnek in Los
Angeles and specializes in business and commercial litigation.
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Although the CTA generally excludes real
property-secured loans, these loans will be
covered by the statute if they are negotiated
by a real estate broker and if they are
primarily for personal, family or household
purposes.!¢ Further, under Section 1632(b)(4),
lenders who are subject to the Industrial
Loan Law or the California Finance Lenders
Law are also subject to the CTA’s require-
ments.!” These can include home mortgage
loans, home equity loans, business loans
secured by residences, secured guarantees
(to the extent that the guarantee is an exten-
sion of credit), refinance loans, and residen-
tial mortgage loan modification fee agree-
ments.!8

Retainer agreements for legal services are
also subject to the CTA.1 Lawyers who nego-
tiate retention agreements primarily in
Spanish, Chinese, Tagalog, Vietnamese, or
Korean are required to provide a translation
of the retainer agreement to the client before
the client signs it.2? Recently, in light of con-
cerns regarding the increasing number of
“advance fee” scams by lawyers whose home-
owner clients are desperately seeking to mod-
ify their home loans, the CTA has been
extended to cover residential mortgage loan
modification fee agreements, even if the
provider is not a real estate broker.2! Civil
Code Section 2944.6 covers “any person”
who engages in these services and applies to
mortgages and deeds of trust secured by res-
idential real property containing four or fewer
dwelling units.22 Thus, attorneys who provide
the applicable loan modification services in
one of the five CTA languages must comply
with the requirements of both Sections 1632
and 2944.6(a), including a translation of the
required written disclosure provided for in
Section 2944.6.23

The CTA also applies to foreclosure con-
sulting contracts as well as contracts involv-
ing reverse mortgages.24 The definition of
foreclosure consulting contracts has been
expanded to include agreements to arrange or
attempt to arrange “an audit of any obliga-
tion secured by a lien on a residence in fore-
closure.”2’ The CTA does not apply to home
improvement contracts2® or to any seller who
is not engaged in a trade or business.?”

Translation Requirements

For businesses and persons engaged in busi-
ness who are covered by the CTA, the basic
requirement is to “deliver to the other party...
prior to the execution thereof, a translation
of the contract or agreement in the language
in which the contract or agreement was nego-
tiated, which includes a translation of every
term and condition in that contract or agree-
ment.”28 Failure to comply with this require-
ment may have drastic consequences.

The obligation to provide a written trans-
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lation does not apply, however, if the con-
sumer negotiates through his or her own
interpreter.?’ This seems to be based on an
assumption that a consumer who has brought
an interpreter to a negotiation does not need
the CTA’s protection. No exclusion, how-
ever, exists for bilingual consumers. A bor-
rower who is quite fluent in English but who
negotiates entirely in one of the designated
languages does not qualify as an interpreter
and must be provided a translation of the con-
tract.3? The consumer’s fluency in English is
irrelevant.3! Even if the consumer has writ-
ten a doctoral thesis in English, the CTA still
requires a written translation to be provided
to the consumer as long as the transaction is
negotiated in one of the five designated lan-
guages.3?

Occasionally, it is difficult to translate
certain English terms precisely into another
language, or sometimes the translated version
of the contract is just plain wrong. In cases
in which a discrepancy exists between the
English and translated versions of the con-
tract, the CTA holds that the English-lan-
guage version controls and determines the
rights and obligations of the parties.3 How-
ever, the aggrieved party may cite to the dis-
crepancy as admissible evidence to show
that the material terms and conditions of
the contract were so substantially different
that no contract was formed between the
parties.?*

In addition to handing the consumer a
translation of the contract, the CTA requires
notices to be posted on most business premises
where such contracts are ordinarily negoti-
ated.3’ Business owners who negotiate trans-
actions in one of the five CTA languages
must post the required notices in a conspic-
uous place where the contract is negotiated
or executed.3® The notice must state that the
company or person who is subject to the
CTA “is required to provide a contract or
agreement in the language in which the con-
tract or agreement was negotiated, or a trans-
lation of the disclosures required by law in the
language in which the contract or agreement
was negotiated, as the case may be.”37 If the
person subject to the CTA does business at
more than one location or branch, the notice
must be posted only at the location or branch
where the foreign language is used.?8

The notice requirement for residential
leases is slightly different, since such con-
tracts are often prepared and executed at the
premises being leased. Thus, no posting of the
CTA-mandated notice is required for these
leases. The required notice of rights and oblig-
ations is to be given to the lessee or tenant at
the “time and place where a lease, sublease,
or rental contract or agreement” is executed.??
Other exceptions to the posting rule apply. No
separate notice is required to be posted or

handed to the consumer by “providers of
legal services or those who make or arrange
loans secured by real property.”40

Effect of Noncompliance

Noncompliance with the CTA implicates
consumer rights and remedies as well as
administrative and governmental actions.
Regarding consumer rights and remedies,
the statute is clear. Upon a violation of the
CTA, “the person aggrieved may rescind the
contract or agreement.”*! Consumers have
an absolute right to rescind contracts based
on the other party’s failure to provide a
translation of the contract. Rescission is a
powerful remedy. “[Tlhe very purpose of
rescission is to restore the parties to the posi-
tion they would have been in had they not
entered the contract.”#2 Although the
aggrieved party is required to provide restora-
tion to the breaching party,*3 in many cases
under the CTA the consumer will stand to
reap a windfall. Thus, a consumer who seeks
to end a residential tenancy, release posses-
sion of a financed automobile, or return
rental equipment or furniture will likely be
freed from any onerous provisions of the
governing written contracts, since the terms
of the rescinded contracts will be of no legal
consequence.** Even a party in default of
contractual obligations is entitled to rescind,
as its contractual obligations will be
expunged by the rescission.*> Moreover,
rescission claims can coexist with separate
claims to recover consequential damages
arising out of the failed transaction.*®

In addition to the contracting party’s reme-
dies, administrative authorities and the attor-
ney general may impose penalties on a per-
son who violates the CTA. For example,
Section 1632.5 states that a licensing author-
ity may impose administrative penalties
against a supervised financial organization of
up to $2,500 for the first violation, $5,000 for
the second violation, and $10,000 for each
subsequent violation.*” Any violation of the
CTA by a supervised financial organization is
also a violation of the lender’s licensing law.*3
In addition, the law authorizes a licensing
agency to administer and enforce Civil Code
Section 1632.5 through other options, includ-
ing by investigating and examining the
licensee’s books and records, and to pursue
any combination of civil, criminal, and admin-
istrative authority and remedies available to
it pursuant to its licensing law.4’ The attor-
ney general may also bring an action to
enforce the provisions of the CTA.50

Finally, if a person violates the CTA
through Section 2944.6 with respect to loan
modification fee agreements, it is considered
a public offense, and that person can be
imprisoned for a period of not less than one
year, fined up to $10,000 per violation, or
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Fourteenth Amendment.

Language rights issues have also involved
claims under the Civil Rights Act of 1964 pro-
hibiting discrimination in housing, employ-
ment, and federally funded programs.®3 Title
VI of the Civil Rights Act of 1964 bans dis-
crimination based “on the ground of race,
color, or national origin,” in “any program
or activity receiving Federal financial assis-
tance.”6* The seminal U.S. Supreme Court
case in this area is Lau v. Nichols,®> which
deals with the language rights of non-English
speaking students.

In Lau, the San Francisco United School
District’s local regulations and guidelines pre-
vented non-English speaking Chinese stu-
dents from receiving special English language
instruction.®® The Supreme Court found that
the school system’s regulations and guide-
lines discriminated against these students by
denying them a meaningful opportunity to
participate in the public educational pro-
gram, in violation of Title VI of the Civil
Rights Act of 1964.7 The case did not, how-
ever, address the petitioners’ claim under the
equal protection clause.®8

The Supreme Court later ruled that Title
VI reaches only instances of intentional dis-
crimination.®” Contrary to the cases involv-
ing language rights that focus on English-
only laws or regulations, however, the CTA
attempts to provide protection and informa-
tion to a wider number of California con-
sumers by requiring translation of certain
contracts into the five most prevalent non-
English languages. Although one can argue
that the CTA does not go far enough—it
could require translation into any language in
which a transaction is negotiated—this argu-
ment does not rise to the level of a constitu-
tional violation. The legislature is entitled to
consider the cost-effectiveness of an any-lan-
guage requirement to businesses. For exam-
ple, it would not make much business sense
to pay for the cost of translating a document
into a language spoken by only a very few of
the customers of a certain business. Thus,
given that the CTA does not intentionally
discriminate against non-English speakers
outside the five designated languages in that
statute, Title VI of the Civil Rights Act of
1964 would not apply, and the CTA would
most likely be deemed constitutional.

With millions of Californians conducting
business in languages other than English, the
CTA is likely applicable to large numbers of
written agreements executed each day. Yet,
despite its broad reach, detailed requirements,
and strong remedies, the CTA seems to wield
relatively little influence over the daily lives
of non-English speaking Californians and
the businesses that cater to them. Consumers,
business owners, and their legal counsel
should keep this often-overlooked statute in
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both.51 If a business entity violates this sec-
tion, it can be fined up to $50,000 per vio-
lation.52 Moreover, “[t]hese penalties are
cumulative to any other remedies or penalties
provided by law.”33

Constitutionality of the CTA

At first glance, the fact that the CTA covers
only five languages out of the dozens spoken
in California may raise a question about the
act’s constitutionality. For example, a
Japanese-speaking Californian may argue
that the CTA violates the equal protection
clause because the statute does not include
Japanese as one of the designated languages.
Analysis, however, shows that in this respect
the CTA would most likely pass constitu-
tional muster.

Rights involving non-English speakers in
the United States have focused on preventing
discrimination based on the disadvantages
associated with the inability to communicate
and understand fully, which tends to inhibit
the full exercise of rights.>* Constitutional dis-
putes involving language rights generally
have been based on the suspect classification
of national origin under the equal protec-
tion clause of the Fourteenth Amendment.>S

The equal protection clause guarantees
that no “State shall...deny to any person
within its jurisdiction the equal protection of
the laws.”56¢ The level of scrutiny applied to
an equal protection claim depends on whether
a suspect class or a fundamental right is
implicated.>” If so, strict scrutiny is used, and
the government must establish a compelling
justification for its action.’8 If not, the gov-
ernmental action need only be rationally
related to a legitimate purpose.’?

Although national origin is a suspect
classification, several cases under the equal
protection analysis have found that lan-
guage is not the equivalent of national ori-
gin, and therefore strict scrutiny would not
apply.¢? “As long as a municipal policy or
practice distinguishes among people for rea-
sons other than race, ethnicity, national
origin, or gender and does not burden the
enjoyment of a fundamental right, it will
be upheld against an equal protection chal-
lenge if it is rationally related to a legitimate
governmental interest.”¢! “And while it might
be a laudable goal for cities to provide inter-
preters for all language groups in the pro-
vision of all services, the practical ability
to meet that goal in a diverse nation in an
era of limited public funds may be doubted.
Nor ought the equal protection clause dic-
tate budget priorities by elevating language
services over all other competing needs.”®2
Consequently, the CTA would probably be
found to be rationally related to a govern-
mental interest and therefore constitutional
under the equal protection clause of the
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mind as they conduct business in this diverse
state. |
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BY MHER ASATRYAN

What Are the Fiduciary Duties of Insurance Agents and Brokers?

A COMMON MISCONCEPTION is that insurance agents and brokers owe
their insureds fiduciary duties as a matter of law.! Many attorneys also
think so, basing their opinion on general agency principles, case law
and treatises, or what they learned in law school regarding agency law.2
Many fundamental cases addressing the fiduciary duties of agents, how-
ever, were decided before the Insurance Code was enacted in 1935, and
as insurance law and the Insurance Code have evolved, California courts
have become less dependent on general agency principles when deter-
mining the duties of insurance agents and brokers. Currently, under
California law, there is no clear answer as to whether fiduciary duties
apply to insurance agents and brokers and in
what respect. While there is no appellate prece-
dent in California permitting an insured to sue
an insurance broker or agent on a common law
cause of action for breach of fiduciary duty,
California courts have been hesitant to confirm
outright that this cause of action is inapplica-
ble to insurance brokers and agents.

For example, in Workmen’s Auto Insurance
Company v. Guy Carpenter & Company, Inc.,? the Second District
Court of Appeal initially definitively answered the question of whether
insurance brokers owe any fiduciary duties to insureds in the negative.*
However, any relief this decision brought to insurance agents and bro-
kers was short-lived, as the opinion was vacated and depublished by
a subsequent rehearing, which affirmed the initial opinion but remained
unpublished.’

The opinion of the subsequent rehearing in Workmen’s is illustrative
of the hesitancy of California courts to establish a bright-line rule on
this issue. For example, in the original opinion, the court held in its
summary: “In particular, we hold that an insurance broker cannot be
sued for breach of fiduciary duty.”¢ In the opinion on rehearing, the
court copied the summary of opinion from the original opinion but
omitted that definitive statement.” The court stepped back further on
the confidence of its original opinion by stating, “[T]hese authorities
do not close the door on fiduciary duty claims against insurance bro-
kers” and “a fiduciary duty cause of action against an insurance bro-
ker very well might pass muster in an appropriate case.” In less than
a year, the same judges had drastically limited the definitiveness of their
opinion. Moreover, the opinion was not officially published.

Although the Workmen’s opinion is not citable, the case was
strongly litigated on both sides, thus offering great insight into the
mental processes and arguments of brokers and agents, insureds, and
the Second District. After Workmen’s, the landscape on this issue
remains as polarized as before, and counsel on both sides must look
to the few ambiguous cases addressing the issue, the Insurance Code,
treatises, jury instructions, and other sources for guidance.

No Outright Fiduciary Duty

Before Workmen’s, California courts had begun to take significant
strides in answering whether insurance brokers and agents owed
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any fiduciary duties to insureds. The most significant cases support-
ing the assertion that, as a matter of law, insurance brokers and
agents do not owe any fiduciary duties to insureds, are Kotlar v.
Hartford Fire Insurance Company® and Hydro-Mill Company, Inc.
v. Hayward, Tilton & Rolapp Insurance Associates, Inc.10

In Kotlar, the court refused to broaden an insurance broker’s
duties beyond negligence and held that “the duty of a broker, by and
large, is to use reasonable care, diligence, and judgment in procur-
ing the insurance requested by the client.”!! The court refused to analo-
gize the broker-client relationship to the attorney-client relationship

Under California law, there is no clear answer as to whether

fiduciary duties apply to insurance agents and brokers.

and held that such an attempt was “wide of the mark.”12 The court
went on to say that “while an attorney must represent his or her clients
zealously within the bounds of the law, a broker only needs to use
reasonable care to represent his or her client.”13 To support this dis-
tinction, the court noted that unlike lawyers, who normally do not
represent both parties to a transaction, insurance brokers can be dual
agents, representing both the insurer and the insured.!* Thus, Kotlar
is the authority for the proposition that the scope of an insurance bro-
ker’s duties is defined by negligence law, not fiduciary law.

In Hydro-Mill, the Second District cited and expanded on Kotlar
but left wiggle room. Based on the complaint, the court reasoned that
“the allegations of professional negligence subsume all of the alle-
gations of breach of fiduciary duty.”!S Finding that the gravamen of
the complaint was the insurance broker’s “failure to execute its
obligations as an insurance broker,” the court held that only a cause
of action for professional negligence applied.!¢ Basically, the Hydro-
Mill opinion refused to recognize a separate cause of action for
breach of fiduciary duty against insurance brokers.

The Hydro-Mill court also relied on the California Supreme Court’s
holding that an insurer is not a fiduciary. In Vi v. Prudential Property
& Casualty Insurance Company,!” California’s highest court held
that the “insurer-insured relationship...is not a true ‘fiduciary rela-
tionship’ in the same sense as the relationship between trustee and ben-
eficiary, or attorney and client.”!8 The court further explained that any
“special” or “heightened” duties imposed on insurers, which often
resemble duties owed by fiduciaries, are only “fiduciary-like
duties...because of the unique nature of the insurance contract, not

Mher Asatryan is the founder of the Law Offices of Mher Asatryan, a general
practice with a focus on consumer bankruptcy, civil litigation, personal
injury, and transportation law.



because the insurer is a fiduciary.”!® One
leading treatise foresees the implication of this
statement and offers a practice pointer to
insureds, stating that there is no apparent
advantage to pleading claims for breach of
“fiduciary-like” duties because breach of the
duties does not by itself show the requisite
oppression, malice, or fraud that is required for
an award of punitive damages for breach of
fiduciary duty.2? The Hydro-Mill court found
the logic in Vi applicable to insurance brokers
and opined, “If an insurer is not a fiduciary,
then arguably, neither is a broker.”2!

Although Kotlar and Hydro-Mill seem to
be the only direct cases discussing the fiduciary
duties of brokers and agents, they represent the
most recent cases in a long line of California
precedent to tiptoe around the issue. For
example, in Wilson v. All Service Insurance
Corporation,?? an insurance broker was sued
on five theories, including negligence and
breach of fiduciary duty, for placing insurance
without investigating the insurer’s financial
condition.23 The court held that breach of
fiduciary duty incorporated all the allegations
of the negligence count.2* Furthermore, the
court held that the breach of fiduciary duty
cause of action depended upon the existence
of an alleged duty on the defendant’s part, and
“since no duty exists, defendant is not liable
to plaintiffs under any of the theories
pleaded.”25 In Pabitzky v. Frager,¢ the court
held that the insurance broker owed no duty
other than to secure for the client a policy
meeting the statutory requirement.”

The opinion of Justice Joyce Kennard in
Jones v. Grewe?8 is one of the seminal opin-
ions clarifying the duties owed by an insur-
ance broker. In Grewe, the insured sued the
insurance broker for misrepresenting the cov-
erage obtained and alleged causes of action
for negligence and breach of fiduciary duty.?’
The court refused to recognize a separate
cause of action for breach of fiduciary duty.
Instead, the court stated that an insurance bro-
ker assumed only the normal duties found in
any agency relationship, which include “the
obligation to use reasonable care, diligence,
and judgment in procuring the insurance
requested by an insured.”39 The court refused
to recognize any heightened duties, fiduciary
or otherwise, absent “express agreement or
a holding out.”31

Numerous cases decided after Grewe lead-
ing up to Kotlar and Hydro-Mill supported
the holding that no separate breach of fidu-
ciary duty cause of action is available against
insurance brokers and agents, reasoning that
the duties of an insurance broker and agent
are the same regardless of the legal theory
applied.32 These opinions resonate in leading
treatises, one of which was cited by the
Hydro-Mill court in explaining that it is
unclear whether the fiduciary duty of insur-

ance agents, if any, differs from their duty of
reasonable care.33 In the eight years since
Hydro-Mill was decided, no published
California case has found that a cause of
action lies for breach of fiduciary duty against
an insurance broker or agent, and at least two
federal courts have rejected the attempt to
state such a claim when applying California
law.34 Notwithstanding the above decisions,
insureds routinely bring breach of fiduciary
claims against insurance brokers and agents.

Basis for Fiduciary Duty

Agency law established long ago that agents
can be liable for breach of fiduciary duty.3’
Until there is a published decision that defin-
itively answers the issue, insureds may rely on
general agency principles when suing insur-
ance agents and brokers. Moreover, the
Hydro-Mill opinion prefaces its discussion of
fiduciary duty by observing, “It is unclear
whether a fiduciary relationship exists
between an insurance broker and an
insured.”3¢ This cautious statement is partially
influenced by a case that insureds and others
in favor of imposing outright fiduciary duties
on insurance brokers and agents swear by:
Eddy v. Sharp.3” In Eddy, the court famously
stated, “Where the agency relationship exists
there is not only a fiduciary duty but an oblig-
ation to use due care.”38 This sentence has
formed the basis of the arguments of many
insureds for imposing fiduciary duties on
insurance brokers and agents.

It is interesting that insureds and trial
courts have relied so heavily on Eddy, con-
sidering that it was declared dicta on the
issue of fiduciary duty and not followed in
Hydro-Mill.3° The leading treatises on this
issue also classify the statement in Eddy as
dicta.*? Nevertheless, the confidence of this
statement has caused many courts much hes-
itancy. For example, immediately after clas-
sifying the statement in Eddy as dicta, the
Hydro-Mill court went to say that, “Whether
or not the broker-insured relationship is a
fiduciary one, a broker still has certain fidu-
ciary duties.”*! The court was referring to
California Insurance Code Section 1733,
which mandates that premium payments
received by insurance agents and brokers are
held in a fiduciary capacity.*? Interestingly,
there is precedent implying that the receipt of
premium payments triggers the fiduciary role
of insurance agents and brokers, even if the
receipt itself is not necessarily wrongful.43
Regardless, Section 1733 only applies in the
limited scenario in which the insurance agent
or broker receives premium payments. As
such, the section does not answer the ques-
tion of whether insurance agents and brokers
are fiduciaries as a matter of law. By shifting
the focus to Section 1733 and the limited
scenario to which it applies, the court in

Hydro-Mill effectively evaded the issue.

Aside from referencing Section 1733 for
the proposition that brokers may have certain
fiduciary duties, the Hydro-Mill court also
mentioned Westrec Marina Management,
Inc.** as an example of a case in which “bro-
kers [were] found liable for breach of fiduciary
duty where they failed to obtain insurance at
[the] best available price.”*> However, the
applicability of this case to the issue of fidu-
ciary duties is highly doubtful. Treatises by
and large ignore this case, and the Workmen’s
court refused to discuss it on the ground that
“it does not provide guidance” because the
Westrec court was not asked to decide on
appeal whether a broker can be sued for
breach of fiduciary duty.*¢ Regardless of the
shaky arguments supporting an insured’s
cause of action for breach of fiduciary duty
against an insurance agent or broker, trial
courts are often hesitant to dismiss such
claims at the pretrial stage, especially on a
demurrer or motion to strike.

Although cases like Kotlar and Hydro-Mill
have cast serious doubts on whether insurance
brokers and agents are fiduciaries, it remains
difficult for trial courts to dismiss breach of
fiduciary duty causes of action against brokers
and agents in the early stages of litigation. For
example, a trial judge may find that alleging
an insurance broker or agent relationship is
sufficient, for pleading purposes, to state a
cause of action for breach of fiduciary duty.4”

Another complication for trial courts dur-
ing the initial pleading stages is determining
whether the existence of a fiduciary duty is a
question of law or fact. For example, some
trial courts find that a breach of fiduciary
duty claim against an insurance broker or
agent is not prohibited as a matter of law.*$
As such, the breach of fiduciary duty claim
may not be summarily dismissed before there
is a presentation of facts to establish that
such a relationship did not exist.#* This
implies that, although a court may be reluc-
tant to dismiss a breach of fiduciary duty
cause of action against an insurance broker
or agent on demurrer, where the facts are
not disputed, the cause of action may yet be
dismissed pretrial on a case-by-case basis
depending on the factual circumstances of
the specific insurance broker or agent.

Some appellate courts have also expressed
that the determination of whether a fidu-
ciary relationship exists is a factual one. In Tri-
Growth Centre City, Ltd. v. Silldorf,>0 the
court held that, based on the unique cir-
cumstances of the case, “there [was] a factual
question as to the existence of a fiduciary
relationship and whether defendants breached
it.”5! In Liodas v. Sahadi,? the California
Supreme Court similarly held that, in the
specific instance of the case, existence of a
fiduciary relationship could not be deter-
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mined as a matter of law but rather was a fac-
tual issue.53 Yet other times, the California
Supreme Court has expressed that “the exis-
tence of a duty is a question of law,”5* even
stating that “legal duties are not discoverable
facts of nature, but merely conclusory expres-
sions.”3S In Grewe, the court similarly held
that “whether a duty of care exists is a ques-
tion of law for the court.”%¢ One case tried
to put it together and held, “While breach of
fiduciary duty is a question of fact, the exis-
tence of legal duty in the first instance is a
question of law.”37 Regardless of which stan-
dard the courts choose, creating a new duty
is a question of public policy, not something
for the courts to decide.*8

Insurance Law or Agency Law

Under principles of agency law, an agent is
automatically a fiduciary.5® However, the
Insurance Code and insurance case law are
not so quick to label insurance agents and
brokers as fiduciaries. The Workmen’s court
labeled this inherent conflict as a “legal conun-
drum,” which could be “resolved only by
stare decisis and public policy.”60

One of the essential considerations in this
analysis is the effect of imposing new duties,
fiduciary or otherwise, on insurance brokers
and agents, and whether those duties would
conflict with existing case law. The court in
Workmen’s was wary of throwing the insur-
ance profession “into limbo” and disrupting
well-defined case law, which has been estab-
lished through years of litigation.¢! From a pol-
icy standpoint, the court was concerned that
such a disruption could increase the cost of
insurance.6? Another argument was that the
CAC T instructions on breach of fiduciary duty
may not apply to insurance brokers. The
“Directions for Use” following CACI No.
4102, which lays out the essential factual ele-
ments for breach of fiduciary duty, state, “This
instruction is not intended for cases involving
insurance brokers or agents.”¢3 Thus, in
weighing the conflicting ideologies on whether
insurance agents and brokers can be liable for
breach of fiduciary duty, future courts must
consider the state of the policy line that
decades of insurance law cases have drawn and
balance the positive and negative consequences
of disrupting that policy line.

Since California courts have never explic-
itly recognized a separate common law cause
of action for breach of fiduciary duty against
insurance agents and brokers, an appellate
decision addressing this issue is necessary.
The Workmen’s opinion gave an insight into
the thinking process of the Second District
Court of Appeal of California. It states that
what is to be gleaned from “Kotlar, Hydro-
Mill, Wilson and Jones is this: the agency of
a broker must be viewed only through the lens
of insurance law because it is a constellation

18 Los Angeles Lawyer September 2012

of rules and policies all its own.”é* Unfor-
tunately, this opinion was vacated. Deciding
whether insurance brokers and agents owe an
outright fiduciary duty to insureds is a mat-
ter of public policy and cannot be determined
by the trial courts. The court of appeal must
address this issue again in a published opin-
ion that stays published. |
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BY ARTHUR RIEMAN, DAVID ADELMAN, AND JESSICA SHOFLER

California’s New Hybrid Corporation Statute

ENTREPRENEURS WHO SEEK A BUSINESS ENTITY that incorpo-
rates the elements of a traditional for-profit corporation while also
promoting the pubic purposes of a nonprofit can now avail themselves
of new California laws authorizing the formation of hybrid corpo-
rations. These corporate entities—Benefit Corporations (B corpora-
tions!) and Flexible Purpose Corporations (FPCs)—are obligated to
balance shareholder returns with one or more charitable or public
benefit purposes.

The concept of a corporate entity based on the principle that a
“business can do well while also doing good” has existed for decades
but only became a legal concept in 2005 when
Robert Lang proposed the creation of a “low
profit limited liability company” or L3C. Lang,
then chief executive officer of the Mary
Elizabeth and Gordon B. Mannweiler Foun-
dation, envisioned the L3C as a for-profit entity
organized to engage in “socially beneficial
activities.”? Under his concept, a private foun-
dation could make program-related invest-
ments (PRIs) to an L3C without the due diligence otherwise required
by IRS regulations before a PRI can be made to a for-profit entity. PRIs
are defined as a loan or investment whose “primary purpose...is to
accomplish one or more [charitable or other 501(c)(3) purposes], and
no significant purpose of which is the production of income or the
appreciation of property.”3 Others seized upon the L3C as a business
form that would allow entrepreneurs to combine the best qualities of
nonprofit and for-profit organizations into a single business entity. In
the nine states (not including California) that have passed enabling
legislation, an LLC may be transformed into an L3C through the adop-
tion of specific statutory language in its articles of organization.*

The L3C, however, has certain limitations. One is that the Internal
Revenue Service does not automatically consider an L3C eligible for
PRIs, which is contrary to Lang’s concept. Similarly, the vast major-
ity of private foundations that make PRIs do not give special recog-
nition to an L3C.° Thus, it is unclear what function an L3C serves
other than that “it creates the illusion of value.”®

Since the L3C concept was first announced, entrepreneurs have
searched for other hybrid corporate forms that overcome its limita-
tions and would receive greater acceptance. In response, the concept
of a “for-profit corporation with a nonprofit purpose” was developed.
B Labs proposed the “benefit corporation” as a new corporate form
to accomplish this objective and drafted model implementing legis-
lation.” Seven states,® including California, have adopted legislation
authorizing the formation of benefit corporations.

Like the L3C, the B Corporation has some drawbacks, including
compliance with certain restrictive requirements such as third-party
certification. To overcome these restrictions, a group called the
California Working Group for New Corporate Forms created the FPC
as an alternative form of hybrid corporation. California and New York
are the only states that currently permit the formation of an FPC.

California’s hybrid corporation laws permit a B Corporation or
an FPC to carry out public benefit purposes without requiring that
shareholder returns be maximized. In addition, these hybrid entities
have other common attributes:

1) The formation process for the two corporate forms is effectively
the same. The articles of incorporation must identify the type of
corporation being formed and describe its public benefit purpose. The
personal liability of directors for monetary damages may be almost
completely eliminated under the articles.” The fees for filing the arti-
cles with the secretary of state are the same as those paid by tradi-

Hybrid corporations bridge the significant differences that exist

between nonprofits and for-profits.

tional corporations.!?

2) The authorizing statutes for B corporations and FPCs emphasize
transparency by requiring that all mandated reporting be made pub-
licly available on the corporation’s Web site.!!

3) A super-majority vote of shareholders is needed to modify the pub-
lic benefit purposes and to affect certain other corporate changes.
Specifically, a two-thirds vote by the outstanding shares of each class
is required for reorganizations and for sales of all or substantially all
the corporation’s assets.!2 In addition, dissenters to certain transac-
tions may have the right to have their shares purchased at fair mar-
ket value.!3

4) Like traditional corporations, hybrids must make an election with
the IRS as to which tax structure will be applied (i.e., whether the entity
will be taxed as a partnership, corporation, or disregarded entity) and
are taxed based upon that election. Unlike nonprofit corporations,
hybrid corporations do not qualify for tax exemption.!*

5) Directors of both entities are required to adhere to the standard
fiduciary duties of care and loyalty.!> Further, all directors are sub-
ject to the business judgment rule—that is, the rule that a director of
either an FPC or a B corporation must act “in good faith, in a man-
ner such director believes to be in the best interests of the corpora-
tion and its shareholders, and with such care, including reasonable
inquiry, as an ordinary prudent person in a like position would use

Arthur Rieman is managing attorney of The Law Firm for Nonprofits, PC,
where he practices corporate governance, tax, charitable trust, and fundrais-
ing law for nonprofit and tax-exempt organizations and donors. David Adelman
is a transactional partner at Greenberg & Bass, LLP in Encino, where he
focuses on corporate and real estate matters. Jessica Shofler is an associate
at The Law Firm for Nonprofits, PC, where she represents tax-exempt orga-
nizations in corporate and tax matters.
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under similar circumstances.”16

While B corporations and FPCs share
many similarities, entrepreneurs must also be
aware of several key distinctions between
them in order to decide which structure is
best suited to meet their corporate and social
objectives. One distinction relates to the dif-
ference in the public benefit for which an
entity may be formed.!” The B corporation
statute mandates that an entity be formed to
create a general public benefit, meaning a
material positive impact on society and the
environment, taken as a whole, as assessed
against a third-party standard.!® Incorpor-
ators also have the option to enumerate one
or more specific public benefit purposes in the
articles of incorporation, including services to
low-income or under-served individuals or
communities; economic opportunity; the envi-
ronment; human health; arts, sciences, and the
advancement of knowledge; flow of capital to
public-benefit purposed entities; or any other
benefit for society or the environment.!® In
contrast, the FPC statute requires that an
entity be formed to further a specifically
defined special purpose.2? This special purpose
must either be a charitable purpose that a
nonprofit public benefit corporation is autho-
rized to carry out or a purpose that promotes
positive effects or minimizes negative effects
on the corporation’s employees, suppliers,
creditors, or customers; on the community
and society; or on the environment.

Both hybrid corporate forms must prepare
an annual report for shareholders, but the
assessment standard used to measure a com-
pany’s success is different. While an FPC can
do its own internal assessment,?! the process
of evaluating a B corporation is more com-
plicated and expensive because it involves
the use of an independent third-party stan-
dard.?? By statute, the third-party standard for
B corporations must satisfy certain criteria.23
The governing body of the entity developing
the third-party standard is restricted from
having 1) more than one-third of its members
come from the business being measured by the
standard, 2) business associations whose
members will be measured by the standard,
or 3) businesses or an association of businesses
from one specific industry. In addition, the
standard-developing entity cannot have a
material financial relationship with the com-
pany or any of its subsidiaries or any of the
above business associations. In formulating
the standard, the entity must have the nec-
essary expertise to measure the performance
of a business, use a balanced approach to
create the standard, and provide for a 30-day
public comment period. As part of the pub-
lic comment process, the entity must disclose
the criteria used in formulating the standard,
the relative weight given to each criterion, the
identity of those who developed and revised
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the standard, the process by which revisions
and changes to the third party’s governing
body are made, and an accounting of finan-
cial supporters of the third party.

The required content of the annual reports
also differs. A B corporation annual report
must include a description of its success in
pursuing its goals, the extent to which the ben-
efits were created, any circumstances that
hindered the creation of the benefits, and the
process and rationale for selecting the third-
party standard.

By comparison, an FPC annual report
needs to disclose certain financial information
and have a Special Purpose Management
Discussion and Analysis (Special Purpose
MD&A) related to the entity’s enumerated
special purposes.?* The Special Purpose
MD&A must describe short- and long-term
objectives for the FPC’s special purposes,
identify any changes made to the special pur-
poses, discuss material actions taken to
achieve those purposes and the impact of
these actions, set forth short- and long-term
plans to achieve the special purposes, describe
the evaluation measures and explain how
they were selected, list material operating
and capital expenditures incurred for the spe-
cial purposes, and provide a three-year, good-
faith projected budget.

FPCs are also required to provide Special
Purpose Current Reports to shareholders
within 45 days of the occurrence of an actual
or planned expenditure made to further a
special purpose unless previously reported in
the most recent annual report.?’ These include
expenditures that will likely have a material
adverse impact on operations or fiscal condi-
tions or involve a management decision to
withhold a planned expenditure that would
likely have a positive impact on the special pur-
pose objectives or a management determina-
tion that the special purpose has been satisfied
or should no longer be pursued either tem-
porarily or permanently. However, if an FPC
has fewer than 100 shareholders, the Special
Purpose MD&A and the Special Purpose
Current Reports may be waived if approved
by two-thirds of the outstanding shares.2¢

Although shareholder protections in the
two hybrid forms are primarily the same,
they differ in situations involving mergers
and conversions. The B corporation statute
requires at least two-thirds approval by the
outstanding shareholders of each class for a
merger or a conversion.?” Like the B corpo-
ration statute, the FPC statute also requires
at least two-thirds shareholder approval of a
merger when the surviving entity will be
another type of for-profit business or an FPC
with a materially different special purpose.2$
However, if an FPC is being merged into a
California nonprofit corporation, all share-
holders must consent.? Similarly, when an

FPC amends its articles of incorporation to
convert to a nonprofit corporation or a coop-
erative corporation, the amendment must be
approved by the entire outstanding shares
of each class.30 If an FPC amends its articles
of incorporation to convert to a general stock
corporation, however, the amendment must
be approved by two-thirds of the outstand-
ing shares of each class.3!

Directors of the two hybrid forms have dif-
ferent fiduciary duties. A director of an FPC
may consider, along with other factors selected
by the board, short- and long-term prospects,
the best interests of the corporation and its
shareholders, and any special purpose inter-
est set forth in the articles of incorporation.32
A director is also instructed statutorily to
weigh those factors that the director deems
relevant. In contrast, a B corporations’s direc-
tor must consider the shareholders, employ-
ees and workforce, customers, the community
and society, the local and global environ-
ment, short- and long-term interests of the
company, and the ability of the company to
accomplish the benefits enumerated in its
articles.33 Although the B corporation statute
does not require a director to give priority to
any one particular factor unless specified by
the articles, the director must consider all
seven when the impact of a proposed action
is being considered.3*

While directors of FPCs may be sued like
their counterparts at a general stock corpo-
ration, B corporation directors are only sub-
ject to benefit enforcement proceedings pur-
suant to which they may be sued for failing to
pursue the company’s general or specific pub-
lic purpose, violating a duty or standard of
conduct, or failing to deliver or post an annual
benefit report.3S Although Benefit Enforce-
ment Proceedings offer a unique platform to
plaintiffs, standing is limited.3¢ These pro-
ceedings may only be initiated by the corpo-
ration or derivatively by its shareholders,
directors, 5 percent of the owners of the equity
interest of a parent company, or other persons
specified in the B corporation’s articles or
bylaws.37 Directors are not liable for mone-
tary damages for failure to create the com-
pany’s general or specific public benefit.38

Choosing between the Hybrids

When advising a client who wants to form a
B corporation or an FPC, an attorney needs
to understand why the client wants to start
the business and what that individual hopes
to accomplish as the business grows and
matures. Thus, the client needs to be asked if
his or her primary objective in forming the
business will be to “do well,” “do good,” or
“do well and do good.”

If the client’s primary motivation is to
“do well” to the exclusion of the other objec-
tives, the client needs alternatives that max-



imize ownership value and profits. Typical
corporate entities—for-profit corporations,
limited liability companies, limited liability
partnerships, general partnerships, and lim-
ited partnerships—will satisfy this objective.
If, however, the client solely wants to “do
good,” the focus should be on entities that
promote value and benefit to society—for
example, a nonprofit organization.

Before hybrid corporations came into
existence, representing a client whose pri-
mary motivation was to “do well and do
good” required creating a complex structure
involving one or more of the “do well” enti-
ties and one or more of those “doing good.”
However, now that California has autho-
rized the formation of B corporations and
FPCs, lawyers have the capacity to present
clients who want to “do well and do good”
with different options, each of which may be
capable of promoting value and generating
profits for both owners and society.

In identifying the appropriate entity, a B
corporation is likely more suitable for a client
who wants to form an entity to “do well and
do good” but is uncertain how it wants to “do
good” or the manner in which it wants to
accomplish that objective. A B corporation
can be structured by its formation documents
to engage in activities for any general public
benefit. Corporate management is afforded
the flexibility to pursue one or more general
public benefits subject to the business judg-
ment rule. Nevertheless, when management
decides to engage in specific public benefit
activities, the prudent course of action would
be to obtain needed approvals from the board
of directors and shareholders.

An FPC may be preferable for a client
who wants to “do well and do good” but
needs outside investors to provide start-up or
growth capital. Since these investors will be
less tolerant of poor corporate performance,
management can take advantage of the FPC
statute allowing management to structure
how corporate performance is measured and
presented to shareholders. However, corpo-
rate management is still subject to the busi-
ness judgment rule, which helps ensure that
any abuse by management is kept in check.

Directors of an FPC are also arguably
held to a lower standard of care than those
serving on a B corporation board. While
directors of a B corporation and an FPC
should consider the impact that their actions
may have on the corporation and its share-
holders, B corporation directors are subject
to a statutory mandate to evaluate the impact
that their actions may have upon the corpo-
ration, its specified purposes, and stake-
holders. By contrast, FPC directors are given
the statutory freedom to establish the factors
that should be considered in evaluating the
impact of the corporation’s actions and the rel-

ative weight to be given to each factor. Once
again, subject to the business judgment rule,
FPC directors can establish the standards by
which their actions will be judged and, as a
result, decrease the odds of a shareholder
finding fault with corporate management.

In addition to establishing and operating
a business, owners—including those of a B cor-
poration or an FPC—should also have an
exit strategy in place. A key consideration in
developing this strategy is the future disposi-
tion of corporate shares. For owners of a B
corporation or an FPC, public benefit does not
necessarily equate with maximizing value.
The choice to “do well and do good” will
often require corporate profits to be sacri-
ficed at the expense of public benefit. Those
interested in purchasing or investing in a busi-
ness that places equal or greater value on
“doing good” rather than “doing well” will
invariably be fewer than those interested in
purchasing or investing in a traditional for-
profit entity. Thus, the owner of, or an investor
in, a B corporation or an FPC, may have to be
content with a longer selling cycle as well as
a lower return on investment than would that
individual’s for-profit counterpart.

Although hybrids offer advantages to cer-
tain entrepreneurs, some individuals in the
legal community are skeptical about why
these entities are needed in the first place.
This skepticism, however, overlooks the fact
that hybrid corporations bridge the significant
differences that exist between nonprofits and
for-profits. Nonprofits are intended to further
noncommercial purposes that benefit the gen-
eral public (e.g., charitable, educational, or
religious3®) or serve mutual interests (e.g.,
chambers of commerce, advocacy organiza-
tions, or political action committees). For-
profits exist primarily to increase the corpo-
ration’s value to individual shareholders,
recognizing that there are many who also
place a priority on social responsibility or
other public purposes. For example, Interface
is a publicly traded company that strives to
protect the environment and shareholders.*0

The emphasis on acting in the best inter-
ests of the for-profit entity and its share-
holders is reinforced by the requirements of
California’s general purpose corporation. A
corporate director must focus primarily on
maximizing the value of that entity.*! A direc-
tor who gives priority or even equal weight
to a public benefit and profitability could
arguably be subject to a claim of breach of
that director’s fiduciary duties. Directors and
corporate chief executives are understand-
ably reticent to expose themselves to such lia-
bility if their efforts to be socially responsi-
ble or charitable diminish the bottom line.

Internal Revenue Code Section 501(c)(3)
organizations are subject to other restric-
tions that may induce an entrepreneur to

form a hybrid corporation. Federal laws limit
the use and disposition by a nonprofit of its
charitable funds and assets. These restric-
tions protect the public from inappropriate
use of charitable funds such as self-dealing,
private inurement, and other private benefit.*?
For example, if a nonprofit board member
wants to provide Web site development ser-
vices to the organization at a reduced rate, the
nonprofit must follow certain statutorily pre-
scribed procedures® to ensure that the board
member is not receiving an improper benefit
(private inurement) from the transaction.
Failure of the nonprofit board to comply
with these procedures can result in penalties
being assessed against the compensated board
member and all other board members who
did not oppose the arrangement. Further, in
extreme cases, the nonprofit can lose its tax-
exempt status.*4

The restrictions also ensure that non-
profits do not take advantage of their tax-
exempt status to compete unfairly with their
for-profit counterparts. Although these restric-
tions are often necessary to protect against
abuses of charitable funds, they may also
prevent a nonprofit organization from car-
rying out its mission. Since hybrid corpora-
tions are not tax exempt, these limitations are
inapplicable to them.

Nonprofits are also prohibited from dis-
tributing net income to “any private share-
holder or individual.”#’ Thus, investors can-
not support a nonprofit’s mission in return for
an equity interest. Instead, a nonprofit must
finance its operations and growth with earned
revenue (which is nonexistent for many and
seldom covers operating costs for others),
contributions, and debt if it has a strong bal-
ance sheet or guarantors. Unlike nonprofits,
hybrid corporations are not so constrained,
and they can access equity markets and
engage in activities meant to generate share-
holder profits.

Nonprofits that want to form a for-profit
subsidiary may find that hybrid corporations
are a good option in accomplishing this objec-
tive. Tax-exempt organizations commonly
establish a for-profit subsidiary to carry out
commercial business activities. These sub-
sidiaries are wholly or substantially owned by
their founding nonprofits but are led by man-
agement that often has substantial indepen-
dence from its parent. At the same time, the
nonprofit wants to see that its subsidiaries
adhere closely to the parent’s mission and
will not engage in any activity that could
potentially damage the reputation of the par-
ent or cause adverse financial consequences to
it. Hybrid corporations offer a means for
accomplishing these objectives by, for exam-
ple, including a public benefit purpose in the
articles of incorporation that is consistent
with and supportive of the nonprofit’s mission.
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Since hybrid corporations are relatively
new in California, no precedents exist yet to
guide the courts in resolving issues related to
corporate governance and shareholder rights.
California attorneys will also face other hur-
dles when working with hybrid corporations.
First, certain monies held by hybrids could
potentially be classified as charitable funds sub-
ject to regulatory oversight in California.
Many hybrid entity investors will be seeking
to profit as shareholders while also support-
ing the corporation’s social mission. However,
the attorney general could potentially classify
corporate funds as being held for charitable
purposes, especially when the philanthropic
market funds a hybrid entity, such as through
PRIs. In fact, the FPC statute has left room for
this possibility, stating that nothing “shall be
construed as negating existing charitable trust
principles or the attorney general’s authority
to enforce any charitable trust created.”46

According to the Charitable Trust Section
of the attorney general’s office, “a hybrid
corporation that does hold funds for public
charitable purposes would become a chari-
table trustee and thus subject to our juris-
diction.”#7 If this occurred, the hybrid cor-
poration would be required to register with
the attorney general and follow the attorney
general’s regulations. Until there is specific
guidance from the attorney general’s office,
attorneys for both hybrid corporations and
private foundations should carefully docu-
ment the intended use of PRIs to prevent
their classification as funds held for charita-
ble purposes. This action should minimize any
risk that the attorney general’s office will
invoke its authority over the funds.

Responsibility to Shareholders

The fundamental principle that management
is accountable to corporate shareholders
raises other potentially significant issues in the
context of hybrid corporations. With tradi-
tional corporations, shareholders can respond
to abuses of authority and acts of gross neg-
ligence by corporate management or a board
of directors by filing derivative actions or
forcing the termination of incompetent man-
agers. Since the objective of B corporations
and FPCs is not confined to maximizing prof-
its, the issues are more subtle, because man-
agement can argue that poor decisions that
ultimately resulted in corporate losses were
made to further the hybrid corporation’s
charitable or public benefit purpose. Further,
with FPCs, management may be operating to
achieve standards and criteria that were
approved by the shareholders who lacked
the sophistication to understand those stan-
dards and criteria. While a benefit exists in
giving B corporation and FPC corporate man-
agement the statutory authority to have
greater flexibility in decision making and
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broader protection against shareholder deriv-
ative actions arising from decisions made to
further the hybrid corporation’s declared
public benefit agenda, there is also an inher-
ent risk that in some instances such flexibil-
ity may be abused, and disgruntled share-
holders will be left with little or no recourse.

The notion of a for-profit corporation hav-
ing an interest in social causes and public ben-
efits is at the heart of today’s “corporate social
responsibility” (CSR) movement. Many cur-
rent and large publicly traded corporations
recognize that corporate social responsibility
can strengthen their brands and provide a
competitive advantage.*8 Corporations that
pursue these strategies promote their activities
on their Web sites, annual reports and, occa-
sionally, in advertisements. The advent of the
B corporation and the FPC may help respond
to skepticism over these claims because cor-
porations that are serious about social respon-
sibility can now incorporate that concept into
their corporate structure.

However, the mere fact that a B corpora-
tion or an FPC, by definition, will be wearing
its charitable heart on its sleeve for all to see
will not be dispositive of that issue. The fact
that B corporations and FPCs are still per-
mitted to “do well” in the course of “doing
good” means that businesses whose true, over-
riding objective is to maximize profits in the
guise of also appearing to be socially respon-
sible can use a hybrid corporation for that
purpose. This is particularly true with FPCs,
which allow corporate management the flex-
ibility to create the various mechanisms by
which a company’s socially responsible activ-
ities will be judged. In the end, while these new
California hybrids should help give the pub-
lic a better understanding as to whether a par-
ticular company is truly committed to CSR
principles, the possibility of abuse still remains.

Despite the uncertainties associated with
hybrid corporations, representatives of at
least a dozen companies waited for the Cali-
fornia Secretary of State’s office to open on
January 3, 2012,% either to incorporate a B
corporation or convert their existing corpo-
ration to one. (As of July 17, 2012, registra-
tions for 50 B corporations and 8 FPCs had
been filed in California’?.) Most prominent
among them was Yvon Chouinard, founder
and chairman of Patagonia, the outdoor
clothing company. Chouinard explained that
his company made the switch to “create the
legal framework to enable mission-driven
companies like Patagonia to stay mission dri-
ven through succession, capital raises, and
even changes in ownership by institutional-
izing the values, culture, processes and high
standards put in place by founding entre-
preneurs.”! This change is certainly not a sur-
prise for a company whose mission is to
“build the best product, cause no unnecessary

harm, use business to inspire and implement
solutions to the environmental crisis.”52 W

1A “B corporation” as defined in the California
Corporations Code is not the same as the B Corporation
or “B Corp” certification issued by B Labs, a nonprofit
corporation established partly to create “standards to
help us tell the difference between good companies and
just good marketing.” See http://www.bcorporation
.net/The-Non-Profit-behind-B-Corps. Certified B
Corporations do not need to be a corporation.

2 See http://www.communitywealth.com/Newsletter
/August%202007/L3C.html (“Community Wealth”).
31L.R.C. §4944(c). Under Treasury regulations, “[i]n
determining whether a significant purpose of an invest-
ment is the production of income or the appreciation
of property, it shall be relevant whether investors solely
engaged in the investment for profit would be likely to
make the investment on the same terms as the private
foundation.” 26 C.F.R. §53.4944-3(a)(2)(iii). The cre-
ators of the L3C hoped the statutory requirements for
these entities would automatically meet this standard.
4Vermont, in 2008, was the first state to enact L3C leg-
islation, and 11 states, including Illinois, Louisiana,
Maine, Michigan, North Carolina, Rhode Island, Utah,
and Wyoming and two tribal governments followed.
5On September 18, 2011, Robert Lang indicated at a
conference entitled “The L3 - New Opportunities for
Community Foundations” that perhaps 10% of PRI-
issuing private foundations give L3Cs any substantive
advantage.

6 Doeringer, Reevaluating the L3C: Mistaken
Assumptions and Potential Solutions, in PHILANTHROPY,
VOLUNTARISM, AND NOT-FOR-PROFIT MANAGEMENT 15
(Duke University, 2010), available at http://ssrn.com
/abstract=1696267.

7 http://www.benefitcorp.net/storage/Model_Legislation
.pdf

8 Hawaii, Maryland, New Jersey, New York, Vermont,
and Virginia. See http://www.benefitcorp.net/state-by-
state-legislative-status.

9 Corp. CoDE §§2602, 2603, 14602, and 14620.
10Two New Types of Corporations Effective January
1, 2012, http://www.sos.ca.gov/business/be/forms
Mlexible-purpose-corp-and-benefit-corp.pdf.

11 Corp. CoDpE §§3500, 14603.

12 Core. CODE §§1201(e), 3100(a), 3301(a)(2), 3000(b),
14603, 14604(d), and 14610(d).

13 Corp. CODE §§3302(d), 14603(a), and 14604

14 Nonprofit entities that satisfy the requirements of
LR.C. §501 or §527 and REv. & Tax. Copk §23701 gen-
erally are exempt from federal income tax and state
franchise tax, respectively. To be eligible for tax exemp-
tion, California corporations must be formed as either
a nonprofit public benefit corporation (i.e., a charitable
corporation other than one formed for religious purposes
under Corp. CODE §§5110 et seq.), a nonprofit religious
corporation under CORP. CODE §§9110 et seq., or a non-
profit mutual benefit or noncharitable, nonreligious cor-
poration under Corp. CODE §§7110 e seq.

15 Corp. CODE §§2700(a), 14620(a).

16 Corp. CODE §309(a). California courts apply the busi-
ness judgment rule to determine a director’s liability for
breach of the duty of care. Under the rule, a court will
not generally review a director’s business decisions
and impose liability for errors or mistakes in judg-
ment if that director 1) was independent and disinter-
ested, 2) acted in good faith, and 3) made reasonable
efforts to become informed of the relevant facts. Berg
& Berg Enter., LLC v. Boyle, 178 Cal. App. 4th 1020,
1045-46 (2009).

17 Corp. CoDE §§2602(b)(1), 14610.

18 Corp. CODE §14601(c
19 Corr. CODE §14601(e
20 Corpr. CODE §2602(b).

).
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21 Corp. CoDE §3500(a).
22 Corp. CODE §14630(a)(2)
23 Corp. CODE §14601(g).
24 Corp. CoDE §3500.
25 Corp. CODE §3501.
26 Corp. CODE §3501(h)
27 Corp. CobE §§3200, 3201.
28 Corp. CODE §3201.
29 Corp. CODE §3202.
30 Corp. CoDE §3001.
31 Corp. CoDE §3002.
32 Corp. CopE §2700(d)
33 Corpr. CODE §14620(b).
34 Corp. CODE §14620(d).
35 Corpr. CoDE §14601(b).
36 Corp. CODE §14623.
371d.
38 Corpr. CODE §14623(c).
39 The most common type of nonprofit is a “charita-
ble” nonprofit, i.e., one whose purpose falls within one
of the following categories of tax exemption:
Corporations, and any community chest, fund,
or foundation, organized and operated exclu-
sively for religious, charitable, scientific, test-
ing for public safety, literary, or educational
purposes, or to foster national or international
amateur sports competition (but only if no
part of its activities involve the provision of ath-
letic facilities or equipment), or for the pre-
vention of cruelty to children or animals....
LR.C. §501(c)(3).
40 Interface is a manufacturer of modular carpet that
aims for zero emissions, zero waste, and zero oil by
2020. http://www.interfaceglobal.com/careers/mission
_zero.html. Its financial performance, including share-
holder return, consistently exceeds the NASDAQ com-
posite index and that of its peer group. Interface, Inc.,
2010 Annual Report 20 (2011), available at http://phx
.corporateir.net/External. File?item=UGFyZW50SUQ9
OTYwNzB8Q2hpbGRJRDOtMXxUeXBIPTM=&t=1.
41 Corp. CODE §309(a).
#2[R.C. §4958.
4 Id. See also Miller, Easier Compliance Is Goal of New
Intermediate Sanction Regulations, 2001 TAX NOTES
Topay 14-148 (Jan. 22, 2001).
#1R.C. §4958.
#LR.C. §501(c)(3).
46 Corp. CODE §2700(e).
47 Statement made by Belinda Johns, senior assistant
attorney general in charge of the Charitable Trusts
Section, at a joint meeting of the State Bar of California
Business Section, Nonprofit Corporations and
Unincorporated Organizations Committee, and Tax
Section Tax Exempt Entities Committee on January 17,
2012, in Los Angeles. Confirmed in an email from
Belinda Johns to Arthur Rieman, April 2, 2012. The
Supervision of Trustees and Fundraisers for Charitable
Purposes Act defines a trustee holding property for char-
itable purposes to include “any corporation...which has
accepted property to be used for a particular charita-
ble purpose.” Gov’T CopE §12582(b). The California
Attorney General has enforcement and supervisory
powers over such entities. GOV’T CODE §12581.
48 See, e.g., LR.C. §4958.
49 Lifsher, Businesses Seek State’s New ‘B Corp’ Status,
L.A. TiMmES, Jan. 4, 2012, http://articles.latimes
.com/2012/jan/04/business/la-fi-benefit-corporations
-20120104.
50Todd Vlaanderen, Senior Staff Counsel & Supervisor,
Office of the Secretary of State of California, speaking
at the joint meeting of the California State Bar Non-
profit Organizations Committee and the Tax-Exempt
Organizations Committee (July 17, 2012).
51 See Lifsher, supra, note 49.
52 See http://www.patagonia.com/us/patagonia.go
2assetid=2047.
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by Judge Thomas Trent Lewis

It Ain't Me

Marriage of Davenport offers family
law practitioners clear warnings
about the need for civility

When it comes to incivility and stridency between family lawyers, the usual refrain
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sounds something like the words of Bob
Dylan’s classic folk rock song “It Ain’t Me
Babe.” It’s always the other side’s attorney
who acts without gentility and professional-
ism. Recurring calls for a return to civility in
the practice of law echo through the decades.
This core value is a hallmark of the bounds
of effective, ethical, and efficient advocacy.
And in times of increasing strain upon the
judicial system, Marriage of Davenport! pro-
vides an important case study in civility and
professionalism. Most of all, it points to
behaviors best avoided.

Some might argue that Marriage of
Davenport ranks as a mere outlier that offers
little guidance in general family law pro-
ceedings because of the high net worth of the
family. Being distracted by the narrow gauge
of family law issues or net worth of the par-
ties misdirects our focus from the broad
application and principles of its holding.
Marriage of Davenport provides an important
reminder of frequently encountered prob-
lems in family law cases, regardless of estate
size or controversy level.

The Davenports were married for more
than 50 years, amassing an estate worth
approximately $57 million. The Davenports
grew their estate from a small Ford auto-
mobile dealership in Northern California
into a real estate and investment empire that
their adult children became a part of. An
established law firm represented the wife,
but the youngest associate in the firm was
assigned as lead counsel. Suspicious that her
husband was diverting money, but early in the
proceedings while complex discovery was
pending, the wife filed extensive pleadings,
including a 52-page declaration with more
than 1,000 exhibits that joined the other
portions of a 19-volume file.

The court’s decision observes that the
declarations filed by the wife’s counsel were
filled largely with inappropriate hearsay,

Thomas Trent Lewis is a judge of the Los Angeles
County Superior Court. Before his appointment,
Judge Lewis practiced family law as a Certified
Family Law Specialist and Fellow of the American
Academy of Matrimonial Lawyers. The materials in
this article are derived from materials prepared for
a Rutter Group presentation.
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unsubstantiated conclusions and opinions,
and needless argument. Counsel also filed a
13-page memorandum of law citing only one
case, Marriage of Feldman.? In summary, the
wife claimed that her husband breached his
fiduciary duty and demanded an accounting.
In response to her husband’s declaration, the
wife’s counsel filed extensive evidentiary
objections. Her husband filed a pleading styled
as a Notice of Intention to seek sanctions
against his wife. The discovery dispute over-
heated, and a joint expert was retained to
organize electronically stored information.

After intense litigation in a pretrial request
for orders claiming breach of duty and seek-
ing an accounting, which spanned the course
of several days of testimony, the wife was
unsuccessful in proving her husband breached
his fiduciary duty. Rather than being awarded
sanctions against her husband, the wife was
assessed sanctions of $100,000 and fees
exceeding $300,000 payable to her husband
and his counsel.

Rights to a Hearing

Family law uniquely intersects two core con-
cepts not always found in other civil litigation
proceedings. Recently enacted Family Code
Section 217 affirms the due process right of
family law litigants to request an evidentiary
hearing on contested matters at the pretrial
or postjudgment phase, which might other-
wise be characterized as law and motion pro-
ceedings in a general civil case. With the
enactment of Section 217, family law pretrial
and postjudgment requests for orders mor-
phed from primarily law and motion pro-
ceedings in which evidentiary hearings were
the exception into proceedings in which the
right to seek an evidentiary hearing became
the norm.

As an outgrowth of the legislative response
to Elkins v. Superior Court,? Section 217
prescribes a presumptive right of family law
litigants to participate in evidentiary hearings
in the absence of a limited judicial determi-
nation that an evidentiary hearing is unnec-
essary. The legislation and the subsequently
enacted California Rule of Court 5.119 iden-
tify the core due process rights of family law
litigants to fairly and fully litigate contested
matters that are frequently advanced in pre-
trial requests for hearing or postjudgment
modification proceedings.

Against this backdrop of due process
access stands Family Law Section 271, reaf-
firming the stated legislative goal in family law
to promote settlement and deter the pursuit
of unreasonable positions. When those twin
goals of reasonableness and resolution with-
out litigation are offended, Section 271 allows
the court to allocate the litigation costs by an
award of fees and costs to the party who
acted reasonably and avoided unnecessary
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litigation. In the simplest terms, these twin
concepts require that counsel pick their bat-
tles and measure their conduct and method
of engagement in the controversy.

Marriage of Davenport supplies a perfect
model for the intersection of these two con-
cepts by assigning the trial court the duty to
measure a party’s due process right to access
on the grid of reasonableness and effective-
ness. In Davenport, the wife claimed that
her husband breached his fiduciary duty, for
which she sought sanctions against her hus-

band in pretrial proceedings. Along with
seeking redress for the claimed breach of
fiduciary duty, the wife also sought sanctions
against her husband under Section 271, which
provides an alternative method for compen-
sating a party who demonstrates a breach of
fiduciary duty drawn from a line of cases
addressing breach of fiduciary duty claims.
Marriage of Feldman addressed the mul-
tiple remedies available when a party demon-
strates a breach of fiduciary duty.* It under-
scores the court’s authority to divide
undisclosed property, and, when appropriate,
assign it without offset to the wronged spouse.
The court is further empowered to compen-
sate the wronged spouse with attorney’s fees
and sanctions, including sanctions under
Section 271, even in an amount beyond that
sought by the wronged party, as a means of
deterring future wrongful conduct. Sanctions
under Section 271 can be awarded against a
party who acts unreasonably in pursuing
fruitless, unsubstantiated claims as in Mar-
riage of Falcone and Fyke.> An award of
sanctions is also warranted when a party’s
conduct frustrates the policy of promoting set-

tlement by failing to disclose important finan-
cial information, as in Marriage of Sorge.
Case law clearly provides” that Section 271
sanctions are available only against a party,
not counsel directly. That being said, sanctions
can be awarded based on the conduct of
counsel.

In Marriage of Davenport, the wife filed
pretrial proceedings claiming breach of fidu-
ciary duty, and she sought sanctions under
Section 271 and Section 2107 related to the
claimed breach. Her husband responded by

filing notice that he was likewise seeking
sanctions against his wife.8

After contested proceedings spanning sev-
eral days and thousands of pages of pleadings,
punctuated by numerous written evidentiary
objections, the wife was unsuccessful in
demonstrating that her husband had breached
his fiduciary duty.” Instead of being awarded
fees and sanctions, the wife was ordered to
pay her husband’s fees of $304,387, and she
was sanctioned an additional $100,000. There
is no doubt that the net worth of the parties
in Marriage of Davenport was substantial, but
the lessons apply to cases of every size.

At the intersection of zealousness and rea-
sonableness are certain important lessons
that Marriage of Davenport emphasizes that
apply to nearly every family law case:

e Counsel should avoid the sloppy use of
including argument in declarations—as
lamented in Marriage of Heggie.'°

e Courts presumptively rely only upon com-
petent, relevant, and admissible evidence and
ignore incompetent, irrelevant, and inad-
missible evidence.!!

e The language of Section 271 concerning rea-



sonable efforts to settle does not trump the
mediation confidentiality exclusionary rule of
Evidence Code Section 1119.

e Counsel’s failure to disclose ex parte com-
munications with a jointly retained expert
can serve as a basis for Section 271 sanc-
tions.

e Free speech and zealous advocacy are no
defense to a claim under Section 271. Unnec-
essarily demeaning, accusatory, and personal
attacks contained in correspondence or plead-
ings serve no useful purpose in advancing
the resolution of disputed issues.

e Serving pleadings on the last possible day
on a holiday weekend, without having cleared
the date with counsel, demonstrates a lack of
professionalism, undermines the administra-
tion of justice and conflict resolution, and jus-
tifies sanctions under Section 271.

e Failure to abide by an order to meet and
confer in good faith may serve as a basis for
a fee or Section 271 sanction award.

Case Management

A further legislative response to the Elkins
decision was an expansion of the trial court’s
authority to efficiently manage cases. In
Marriage of Davenport the parties stipulated
to case management, but based on revisions
to Family Code Sections 2450 et seq. the
court now has the authority, even without
stipulation, to establish a family-centered
case resolution plan. Mindful that family lit-
igation differs from general civil litigation, the
legislation focuses the court on a family-cen-
tered plan so the interests of the parties and
the children are paramount while taking into
account the interests of the court in prompt
resolution. Family-centered case plans should
also protect victims of domestic violence from
unnecessary contact with the perpetrator.

New legislation empowers family courts
to establish efficient case disposition goals
through the use of case resolution confer-
ences similar to the case management tech-
niques used in general civil proceedings. The
Davenport decision decries the numerous
fouls by the wife’s counsel in acting contrary
to the orders made by the court to meet and
confer in good faith in an effort to resolve
issues and reduce litigation.

An outgrowth of the Elkins decision was
the creation of the Elkins Task Force.!2
Through the enactment of various new rules,
the Judicial Council has strengthened the
court’s authority to efficiently promote the
interests of the family toward amicable and
prompt resolution while preserving the due
process rights for judicial determination when
settlement is not possible.

To assure uniform application of proce-
dures in California so that all citizens are
treated with an appropriate level of uniformity
in family court proceedings, these newly

enacted rules take effect January 1, 2013.
California Rule of Court 5.83 establishes the
authority of the court to set appropriate case
resolution procedures and set performance
deadlines to complete discovery. Among other
things, the court can suspend discovery while
the parties pursue settlement with appropri-
ate protections for counsel who comply with
an order suspending discovery. Likewise, the
court can appoint its own expert under
Evidence Code Section 730. Further exten-
sions under Family Code Section 2032(d)
allow the court to case manage attorney’s
fees and costs payable from any source.

In Marriage of Davenport, the trial court
ordered the parties to meet and confer to
resolve certain issues, including discovery-
related matters. The decision provides a
detailed litany of the wife’s counsel’s failure
to reasonably meet and confer, including ref-
erence to his immature attacks on the husband
and his counsel. Newly enacted California
Rule of Court 5.98 (effective January 1, 2013)
more directly formalizes the meet and confer
requirements into the culture of family law
throughout California for what might right-
fully be called Davenport orders.

Most counties, including Los Angeles,
already have local rules regarding meet and
confer. However, these robust changes in
Rule 5.98 preempt any inconsistent local
rules'? regarding meet and confer in family
law-related matters. For example, Rule 5.98
imposes an obligation to make a prehearing
exchange of all documentary evidence that
will be relied upon for proof of any material
fact. Excepted from the exchange of docu-
ments are items used for rebuttal or impeach-
ment, but counsel are advised to narrowly
construe, rather than unrealistically expand,
the hoped-for zone of rebuttal or impeach-
ment, since judicial officers may take a more
limited view, depending on the circumstances.

With the increasing strain on already over-
burdened judicial resources, counsel should
consider effective efforts to meet and confer
in advance of any pretrial or postjudgment
proceedings. Existing rules already require
substantial good-faith efforts to meet and
confer!# in advance of trial, to assure the
orderly conduct of its proceedings.’> Los
Angeles Superior Court Local Rule 5.14 is
consistent with the newly adopted statewide
rules.

Marriage of Davenport contains a stark
reminder concerning family law proceedings:
“Zeal and vigor in the representation of
clients are commendable. So are civility, cour-
tesy and cooperation. They are not mutu-
ally exclusive.” The American Academy of
Matrimonial Lawyers adopted the Bounds of
Advocacy: Goals for Family Lawyers address-
ing some of the more difficult issues in fam-
ily law proceedings. Consider the following
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words from the Bounds of Advocacy:
Matrimonial lawyers should recognize
the effect that their words and actions
have on their client’s attitudes about
the justice system, not just on the “legal
outcome” of their cases. As a coun-
selor, a problem-solving lawyer encour-
ages problem solving in the client.
Effective advocacy for a client means
considering with the client what is in
the client’s best interests and deter-
mining the most effective means to
achieve that result. The client’s best
interests include the well being of chil-
dren, family peace, and economic sta-
bility. Clients look to attorneys’ words
and deeds for how they should behave
while involved with the legal system.
Even when involved in a highly con-
tested matter, divorce attorneys should
strive to promote civility and good
behavior by the client towards the par-
ties, the lawyers and the court.!6
The concept of meet and confer forms
the bedrock for various efforts to find solu-
tions that reduce conflict uniformly through-
out our jurisprudence. Case law rejects the
notion that meet and confer means simply
trumpeting in a louder voice your client’s
position. Instead, the cases suggest that the
obligation to informally resolve issues forces
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lowyar's Divorce « Complay Move Away & Child Custody heuas * Child & Spousal Support

KELLY FERNAND

parties and counsel to reexamine their posi-
tions, “and to narrow...disputes to the irre-
ducible minimum, before calling upon the
court to resolve the matter.”1”

The meet and confer requirement can be
particularly challenging in contested family
law proceedings, where emotions are already
intense and perceptions are divergent. One of
the many messages of Marriage of Davenport
is that professionalism and zeal are not mutu-
ally exclusive, despite any cultural norms or
the litigation style of others.

Advocacy punctuated by embroiled per-
sonalities may unnecessarily divert the court
away from the controversy that needs reso-
lution to a wrangling of the personalities of
overly agitated counsel. Often, it is difficult
for the court to determine the cause of the
conflict. To borrow from the Stephen Stills
lyrics to the Buffalo Springfield’s “For What
It’s Worth,” “Nobody’s right if everybody’s
wrong.” Effective advocacy is not always the
loudest or the most strident. The statutory
scheme balances meaningful access to jus-
tice for family law litigants through guaran-
tees of due process rights properly tempered
by reasonable settlement efforts that eschew
incivility and rancor. |

I Marriage of Davenport, 194 Cal. App. 4th 1507
(2011).

EZ &

Divos Fan

Post Judgment Modifications = Domestic Violence Resiraining Orden

42 YEARS FAMILY LAW EXPERIENCE | 32 STAFF and ATTORMNEYS

30 Los Angeles Lawyer September 2012

KARN

2 Marriage of Feldman, 153 Cal. App. 4th 1470 (2007).
3 Elkins v. Superior Court, 41 Cal. 4th 1337 (2007).
4 This article does not address the complex area of
breach of fiduciary duty or the scope of the duty, or the
remedies for its breach. Rather, the focus of this arti-
cle is “how was the case litigated” not “what was the
controversy.”

S Marriage of Falcone and Fyke, 203 Cal. App. 4th 964
(2012).

6 Marriage of Sorge, 202 Cal. App. 4th 626 (2012).
7 See Marriage of Daniels, 19 Cal. App. 4th 1102
(1993).

8 While Marriage of Davenport affirmed the trial court
decision to award sanctions based solely on the notice
filed by the husband, the better practice may be to file
a request for order seeking sanctions that enunciates the
factual and legal basis for the claim.

9 Those who are interested may wish to research the ulti-
mate result at trial, at which the trial court found that
the husband did, in fact, breach his fiduciary duty.

10 Marriage of Heggie, 99 Cal. App. 4th 28 (2002).
11 See EviD. CODE §353 (Even if evidence is improperly
admitted, objecting party must show miscarriage of jus-
tice.) and EviD. CODE §664 (Court presumption of
official duty of judge was regularly performed.).

12 The Task Force was created in response to Elkins,
and its mandate included recommendations to the
Judicial Council concerning enactment of rules of court
and modification of family law forms to advance the
legislation (AB 939) that was enacted as a partial
response to the decision.

13 See CAL. R. CT. 5.4 (effective Jan. 1,2012).

14 See Los ANGELES SUPER. CT. R. 5.14.

15 Copk Civ. Proc. §128.

16 See http://www.aaml.org/library/publications.

17 CALIFORNIA CIVIL PROCEDURE BEFORE TRIAL 8:1159
(Rutter Group).
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WITNESS

The issue of paying fact withesses most commonly concerns
former or current employees of a party in litigation

THE QUESTION OF WHETHER A PARTY
may pay a third-party fact witness for testi-
fying routinely vexes litigants in complex lit-
igation. The answer—at least in California
and most other states—is that fact witnesses
may be reimbursed for expenses incurred
and time lost in connection with the litigation
but may not be paid a fee for the fact of tes-
tifying (or not testifying) or for the substance
of the testimony. Substantial caution should
be exercised, however, in deciding whether
and how much to pay a third-party witness.

The issue of witness payments arises in
many situations, but often concerns former
employees who know valuable information
relevant to a lawsuit involving the former
employer. When determining whether the
payment of third parties may be prohibited,

counsel should consider the following gov-
erning authorities: 1) Rule 3.4 of the ABA
Model Rules of Professional Conduct and
ABA Formal Ethics Opinion 96-402, 2) the
laws and ethical rules in the forum jurisdic-
tion, 3) the federal antigratuity statute, 18
USC Section 201, and 4) federal and state case
law. In consulting relevant authority, counsel
should attempt to gain a clear understanding
of what types of payments generally fall under
the prohibition against paying a fee for tes-
tifying. Counsel should also take into account
1) what constitutes reasonable compensa-
tion, 2) whether to put the agreement in writ-
ing and disclose it, 3) whether it may be
proper to pay the witness pursuant to a “con-
sulting” agreement, and 4) whether the pay-
ment of the witness’s attorney’s fees is per-

missible in the forum jurisdiction. Finally,
counsel should be familiar with the possible
sanctions for an inappropriate payment to a
third-party witness.

A traditional common law rule prohibited
any manner of compensation to fact wit-
nesses. This rule was based on the rationale
that payment could lead to obtaining perjured
testimony, created an appearance of impro-
priety, and was inconsistent with a witness’s
public duty.! However, the Model Rules of
Professional Conduct, federal law, and the
laws and ethical rules of most states have

Marcellus A. McRae is a partner and Kim Nortman
an associate in the Los Angeles office of Gibson,
Dunn & Crutcher. They are members of the firm’s
Litigation Practice Group.
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modified this traditional common law rule to
allow for payment of reasonable compensa-
tion to fact witnesses—with certain caveats
and under certain circumstances.

Rule 3.4(b) of the Model Rules of
Professional Conduct, which has been largely
adopted in most jurisdictions, and ABA
Formal Ethics Opinion 96-402 provide guid-
ance regarding what types of payment to fact
witnesses are permissible. Rule 3.4(b) states
that a lawyer shall not “falsify evidence,
counsel or assist a witness to testify falsely, or
offer an inducement to a witness that is pro-
hibited by law.”2 Comment 3 to Rule 3.4
advises that it is not improper to pay a wit-
ness’s expenses, but “the common law rule in
most jurisdictions is that it is improper to pay
an occurrence witness any fee for testify-
ing....”3

The ABA has construed Rule 3.4 and
Comment 3 to allow compensation to fact
witnesses for time lost preparing to testify and
testifying on the basis that such compensation
is not equivalent to paying a “fee for testify-
ing.”* The ABA found:

[There is] no reason to draw a dis-

tinction between (a) compensating a

witness for time spent in actually

attending a deposition or a trial and (b)

compensating the witness for time

spent in pretrial interviews with the
lawyer in preparation for testifying,

as long as the lawyer makes it clear to

the witness that the payment is not

being made for the substance (or effi-
cacy) of the witness’s testimony or as

an inducement to “tell the truth.” The

Committee is further of the view that

the witness may also be compensated

for time spent in reviewing and
researching records that are germane

to his or her testimony, provided, of

course, that such compensation is not

barred by local law.’

Thus, under the ABA’s interpretation of
Rule 3.4, a party may compensate a third-
party fact witness for time lost attending a
deposition or trial, meeting with a lawyer to
prepare such testimony, or reviewing or
researching documents relevant to such tes-
timony, so long as the payment is reason-
able, not conditioned on the fact of testifying
or the content of the testimony, and does not
violate the law of the jurisdiction.

Forum Jurisdiction

As Rule 3.4 makes clear, counsel contem-
plating paying a third-party witness must
next examine whether any such payment is
permissible under the laws and ethical rules
of the forum in which the litigation occurs.6
Most jurisdictions, including California, fol-
low the ABA’s interpretation of Rule 3.4(b)
and allow for payment to fact witnesses for
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time lost for testifying and preparing to tes-
tify as well as for reasonable expenses. Rule
5-310(B) of the California Rules of Profes-
sional Conduct states that a member of the
bar shall not provide “payment of compen-
sation to a witness contingent upon the con-
tent of the witness’ testimony or the out-
come of the case,” but can, except where
prohibited by law, provide payment of
expenses reasonably incurred by a witness in
attending or testifying and reasonable com-
pensation to a witness for loss of time in
attending or testifying.” The State Bar of Cal-
ifornia Standing Committee on Professional
Responsibility and Conduct (COPRAC) has
interpreted Rule 5-310(B) to include “time
necessary for preparation for or testifying
at deposition or trial, as long as the com-
pensation is reasonable..., does not violate
applicable law, and is not paid to a witness
contingent upon the content of the witness’
testimony, or the outcome of the case.”$

The Federal Antigratuity Statute

However, other states interpret state laws
and ethical rules to disfavor payment of fact
witnesses for time spent preparing to testify.?
In addition to complying with the law of the
forum jurisdiction, a party must ensure that
any payment to a fact witness does not run
afoul of the federal antigratuity law, which
makes it a crime to “corruptly give[], offer[],
or promise[] anything of value to any per-
son...with intent to influence [that person’s]
testimony under oath...[in] a trial, hearing, or
other proceeding.”1? On the other hand, the
statute makes clear that Sections 201(b) and
(c) do not prohibit “the payment...of witness
fees provided by law” or “the payment...of
the reasonable cost of travel and subsistence
incurred and the reasonable value of time
lost in attendance at any such trial, hearing
or proceeding....”11

To comply with Section 201(c), a party
contemplating paying a witness must ensure
that any contemplated payment to a fact wit-
ness is not “because of” that person’s testi-
mony.!2 In other words, any payment must be
unrelated to the fact or content of the witness’s
testimony. In Centennial Management Ser-
vices, Inc. v. AXA Re Vie,!3 the District of
Kansas held that a defendant insurance com-
pany did not violate Section 201 when the
company paid nearly $70,000, including an
up-front payment of $20,000, to a former
employee for a number of nontestifying activ-
ities he performed while preparing for his
deposition, including reviewing deposition
transcripts of other witnesses and documents
produced in the litigation and meeting with
lawyers in preparation for the deposition.
According to the court, the company did not
run afoul of the federal antigratuity statute
when there was no evidence that the pay-

ment to this fact witness was “for” or
“because of” his testimony and no cited
authority supported the argument that “a
person violates the anti-gratuity statute by
paying a fact witness reasonable compensa-
tion for time spent in connection with legit-
imate, non-testifying activities.” 14

Federal and State Case Law

Finally, lawyers should look to federal and
state case law interpreting applicable federal
and state laws and ethical rules and inter-
preting the common law to determine the
boundaries of permissible payments in a par-
ticular jurisdiction.

For example, in interpreting the federal
antigratuity statute and Rule 5-310(B), the
Northern District of California recently held
that a defendant’s challenge to a plaintiff’s
payment of a $100,000 lump sum for the
time of a litigation consultant, who was also
being paid under a separate contract for
“general cooperation and testimony as a fact
witness,” failed because the party challenging
the payment did not “allege facts demon-
strating that [the consultant] was improp-
erly paid for his testimony rather than being
compensated as a litigation consultant.”!’
Accordingly, in evaluating whether a pay-
ment is covered by the prohibition on paying
for testimony, certain courts appear to require
a party challenging a payment to prove that
the payee is in fact being compensated for his
or her services as a fact witness rather than
as a consultant.

Likewise, the Southern District of New
York permitted a payment to a fact witness
not only for time and expenses spent prepar-
ing for his own testimony but also for time
spent “participating in the preparation of
other witnesses.” !¢ According to the court,
“federal courts...are generally in agreement
that a witness may properly receive payment
related to the witness’ expenses and reim-
bursement for time lost associated with the lit-
igation.”!” Regarding the burden that a party
challenging payment to a fact witness must
fulfill, the court held:

Petitioners have failed to present any

caselaw or authority in this Circuit or

elsewhere that suggests that counsel

is prohibited from meeting with mul-

tiple witnesses at the same time. They

have similarly failed to establish any
facts to support allegations of witness
tampering....In light of the foregoing,

Petitioners have failed to sustain their

burden of establishing that the Panel’s

decision with regard to Farr’s com-
pensation was in manifest disregard

of the law.18

Although most jurisdictions allow for
payment to fact witnesses for time lost for tes-
tifying and preparing to testify, a few courts
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4. Traditional common law allowed compensation to fact
witnesses.

True.

False.
2. Toviolate the federal antigratuity statute, the briber
must act with a “corrupt mind.”

True.

False.
3. Possible civil sanctions for paying a witness a fee for
testifying can include:

A. Exclusion of testimony of the witness who

received the improper payment.

B. Award of attorney’s fees and costs to opposing

party.

C. Mistrial.

D. All of the above.
4. The ABA has construed Rule 3.4 to allow compen-
sation to fact witnesses for time lost preparing to tes-
tify.

True.

False.
5. In Centennial Management Services, Inc. v. AXA Re
Vie, the court upheld a payment to a former employee
for nontestifying activities in the amount of:

A. $20,000.

B. $100,000.

C. $70,000.

D. $85,000.
6. Many courts have approved of the use of “consult-
ing” agreements to compensate fact witnesses.

True.

False.
7. Counsel should memorialize any agreement for rea-
sonable compensation and make it clear that the pay-
ment is for lost time and reasonable expenses.

True.

False.
8. In New York, a court permitted payment to a fact wit-
ness for time spent participating in the preparation of
other witnesses.

True.

False.
9. To comply with 18 U.S.C. Section 201(c), a party
must ensure that any contemplated payment to a fact
witness is not “because of” that witness’s testimony.

True.

False.
10. The California Standing Committee on Professional
Responsibility and Conduct has stated that a witness’s
rate of pay if currently employed should be consid-
ered in determining the reasonableness of any payment
to a fact witness.

True.

False.
11. The ABA has instructed that the following objective
factor should be considered when determining the
reasonableness of payment to a witness:

A. Whether the witness has sustained any direct

loss of income.

B. The type of information that the witness will

provide.

C. The location where the witness is from.

D. None of the above.
12, California courts have generally found that a bilat-
eral agreement is not a necessary element of the crime
of offering a bribe to a witness.

True.

False.
13. A person who violates U.S.C. Section 201(b)(3)
shall be fined not more than ____times the monetary
equivalent of the thing of value.

A. Two.

B. Three.

C. Four.

D. Five.
14. New Jersey has followed the traditional common law
rule and prohibited payment of fact witnesses for time
spent preparing to testify.

True.

False.
15. The State Bar of California Standing Committee
has interpreted Rule 5-310(b) to allow compensation to
a witness to include the time spent for preparing or tes-
tifying at a trial as long as the compensation is rea-
sonable and is not paid contingent upon the witness’s
testimony or outcome of the case.

True.

False.
16. The rationale for the traditional common law
approach to compensating fact witnesses is:

A. Payment could lead to obtaining perjured testi-

mony.

B. Payment created an appearance of impropri-

ety.

C. Itwas inconsistent with a witness’s preexisting

public duty to testify truthfully.

D. All of the above.
17. Agreements to provide reasonable compensation
never have to be disclosed to the court or opposing
counsel.

True.

False.
18. Counsel may not provide protection to a third party
from ongoing or future litigation in exchange for secur-
ing that party’s cooperation as a fact witness.

True.

False.
19. Consulting agreements should be executed as late
as possible.

True.

False.
20. Courts have often found payment to a third-party
witness to be unreasonable when the hourly rate paid
is significantly above the witness’s current or recent rate
of pay on the fair market.

True.

False.

MCLE Answer Sheet #217 AN
YOUR WITNESS -~
Name

Law Firm/Organization

Address
City
State/Zip
E-mail

Phone
State Bar #

INSTRUCTIONS FOR OBTAINING MCLE CREDITS
1. Study the MCLE article in this issue.

2. Answer the test questions opposite by marking
the appropriate boxes below. Each question
has only one answer. Photocopies of this
answer sheet may be submitted; however, this
form should not be enlarged or reduced.

3. Mail the answer sheet and the $20 testing fee
($25 for non-LACBA members) to:

Los Angeles Lawyer
MCLE Test

P.0. Box 55020

Los Angeles, CA 90055

Make checks payable to Los Angeles Lawyer.

4. Within six weeks, Los Angeles Lawyer will
return your test with the correct answers, a
rationale for the correct answers, and a
certificate verifying the MCLE credit you earned
through this self-assessment activity.

5. For future reference, please retain the MCLE
test materials returned to you.
ANSWERS

Mark your answers to the test by checking the
appropriate boxes below. Each question has only
one answer.

1. [ True [ False
2. [ True [ False
3. OA OB OC OD
4. O True [ False
5. OA OB OJC OD
6. [ True [ False
7. [ True [] False
8. [ True [ False
9. [ True [] False
10. [ True [ False
11. OA OB OC OD
12, [ True [ False
13. OA OB OOC OD
14. [ True [] False
15, [ True [] False
16. OA OB OC OD
17. O True [ False
18. [ True [ False
19. [ True [] False
20. [J True [ False

Los Angeles Lawyer September 2012 33



have followed the traditional common law
rule and prohibited payment of fact witnesses
for time spent preparing to testify. In
Goldstein v. Exxon Research & Engineering
Company,'? the District of New Jersey held
that that a corporate defendant could not
pay a retired employee for “time spent prepar-
ing to testify on facts within [his] personal
knowledge.” Thus, it is important for coun-
sel considering paying a fact witness to deter-
mine whether his or her jurisdiction follows
the traditional common law approach, which
is significantly more restrictive with respect to

be assessed “based on all relevant circum-
stances,” the ABA has pointed to certain
objective factors to consider in determining
reasonableness, including whether the witness
“has sustained any direct loss of income,”
and, if not, “the reasonable value of the wit-
ness’s time.”23 The California Standing
Committee on Professional Responsibility
and Conduct has suggested similar objective
factors to consider in determining the rea-
sonableness of any payment to a fact witness,
including: “the witness’ normal rate of pay if
currently employed, what the witness last

»

also execute the agreement as early as possi-
ble and be clear in the agreement that rea-
sonable compensation is for time and
expenses and not for the testimony itself.3°
The ABA and COPRAC have not specif-
ically addressed the question of whether it is
permissible to pay a third-party witness’s
attorney’s fees in connection with litigation.
However, several state bar associations have
considered the topic.3! Generally, these states
have held that paying a third-party fact wit-
ness’s attorney’s fees is permissible provided
that the payment is limited to the witness’s

Section 201(b)(3) of the federal antigratuity statute makes
it a crime to corruptly give, offer, or promise anything of
value to any person with intent to influence that person’s
testimony under oath in a trial, hearing, or other
proceeding. A person who violates this statute may be
fined, imprisoned, or both.

what constitutes proper payment to fact wit-
nesses.

In all jurisdictions, the prohibition against
paying third-party witnesses a “fee for testi-
fying” generally means that counsel cannot
attach any conditions to the payment that
may be viewed as influencing the testimony.
For example, payment to a witness will be
considered unethical if it is 1) conditioned on
the giving of testimony in a certain way, 2)
made to prevent the witness’s attendance at
trial, or 3) contingent on the outcome of the
case.2? Likewise, courts have found that coun-
sel may not provide protection to a third
party from ongoing or future litigation in
exchange for securing that party’s cooperation
as a fact witness, nor may counsel seek exclu-
sive access to a third-party witness in ex-
change for payment.2!

After determining that paying a third-
party witness is permissible in the forum
jurisdiction, counsel should consider the
amount and manner of payment. Factors
include 1) what constitutes reasonable com-
pensation, 2) whether to put it in writing
and disclose it, and 3) whether it may be
proper to pay the witness pursuant to a con-
sulting agreement.

Reasonable Compensation

Virtually every jurisdiction that permits pay-
ing fact witnesses follows the ABA’s inter-
pretation of Rule 3.4(b) that compensation
“must be reasonable, so as to avoid affecting,
even unintentionally, the content of a witness’s
testimony.”?2 Although reasonableness must
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earned if currently unemployed, or what oth-
ers earn for comparable activity.”24 Courts
have often found payment to a third-party
witness to be unreasonable when the hourly
rate paid to the witness is significantly above
the witness’s current or recent rate of pay on
the fair market.?’

Written Agreement

Once counsel has decided on reasonable pay-
ment for a witness, it is advisable to memo-
rialize the agreement in writing, making clear
that the payment is for lost time and rea-
sonable expenses and not for the testimony
itself.26 A number of courts have found that
payment to a third-party witness should be
considered by the trier of fact in assessing the
witness’s credibility, so counsel should be
prepared to disclose the agreement to the
court and opposing counsel.2”

Particularly in the cases in which a com-
pany pays a former employee for lost time in
connection with testifying, courts have often
endorsed the use of “consulting” agreements
to compensate fact witnesses.28 However,
some courts have looked upon such agree-
ments with skepticism.2? Therefore, it is
important to understand the law on the pro-
priety of paying nonexpert litigation consul-
tants in the jurisdiction in which the litigation
is taking place. As with all agreements to
pay a third-party witness, counsel contem-
plating the use of consulting agreements
should assume the agreement will be pro-
duced in discovery and not be protected from
disclosure by any privilege. Counsel should

participation in the proceeding and is not an
inducement for particular testimony. Given
California’s permissive approach to pay-
ments—such as explicitly allowing payment
for preparation time—it is likely that
California would follow the lead of these
states that have permitted the payment of
attorneys’s fees under certain circumstances.
However, given the lack of guidance, the
issue of attorney’s fees remains unsettled in
California and many other jurisdictions.

Sanctions

Parties and their counsel may be subject to
civil and criminal sanctions for running afoul
of the laws regulating the payment of fees to
fact witnesses. Possible civil sanctions for
paying a witness a fee for testifying or pay-
ing a witness an unreasonable amount span
the full range available for discovery viola-
tions, including 1) the exclusion of the testi-
mony of the witness who received improper
payments, 2) an award of attorney’s fees and
costs to the opposing party, 3) mistrial, and
4) disciplinary action by the state bar.32 In
addition, federal and state law set out crim-
inal sanctions.

Section 201(b)(3) of the federal antigra-
tuity statute makes it a crime to corruptly give,
offer, or promise anything of value to any per-
son with intent to influence that person’s tes-
timony under oath in a trial, hearing, or
other proceeding.33 A person who violates this
statute may be fined, imprisoned, or both, and
may be “disqualified from holding any office
of honor, trust, or profit under the United



States.”34 In addition, Section 201(c)(2) makes
it a crime to give, offer, or promise anything
of value to any person, for testimony under
oath.35 A person who violates Section
201(c)(2) “shall be fined under this title or
imprisoned for not more than two years, or
both.”36

To violate Section 201(b)(3), one must
act with a “corrupt mind,” but one can vio-
late Section 201(c)(2) without acting with a
“corrupt mind.”37 The Eleventh Circuit—
acknowledging that the distinction does not
appear in the plain language of the statute—
has distinguished between truthful and non-
truthful testimony and held that the pay-
ments for truthful testimony were not a crime
under Section 201(c)(2), even though they
violated the applicable state rules of profes-
sional conduct.38

California law makes it a felony for any
person to give or promise to give to any
potential witness any bribe upon any under-
standing that 1) the testimony of the witness
shall be thereby influenced or 2) the person
shall not attend the trial or judicial proceed-
ing.3? California courts have interpreted Penal
Code Section 137 to govern when there is a
“sense...that testimony will be given, but the
perpetrator will attempt to influence the tes-
timony given” and Section 138 to govern
when “the perpetrator will prevent or dis-
suade a prospective witness from giving tes-
timony, or will attempt to do so.”40 California
courts have generally found that “a bilateral
agreement is not a necessary element of the
crime of offering a bribe to a witness,” but
rather “bribery must be proposed by the per-
son offering to give or to receive the
bribe...with the criminal intent that a corrupt
act will be committed by the one accepting the
bribe.”#1

Most jurisdictions have modified the tra-
ditional common law rule prohibiting any
payment to third-party witnesses, recogniz-
ing the fact that civic duty alone may not com-
pel a knowledgeable witness who values his
or her time to donate that time to providing
testimony that is crucial to the truth-finding
function of litigation.*> However, counsel
contemplating payment to a third-party wit-
ness should be careful not to run afoul of the
federal and state laws and ethical rules gov-
erning such payments. Further, counsel should
follow a number of basic steps. These include
setting the third-party witness’s compensation
at a reasonable rate that reflects the fair mar-
ket value of the witness’s time, entering into
a written agreement making clear that pay-
ment is for time lost and reasonable expenses
incurred and not for the fact or substance of
the testimony, and disclosing that agreement
to the court and opposing counsel when
required to do so. Careful attention to and
diligence in handling these issues is critical

because the potential civil and criminal expo-
sure for violations, as well as damage to the
witness’s credibility, the client’s case, and
counsel’s reputation are broad and signifi-
cant. |
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BREAK
TIMING

BY JANET GRUMER and
AARON COLBY

SINCE THE CALIFORNIA SUPREME
Court’s decision in April in Brinker Restau-
rant v. Superior Court,! employers have been
grappling with how to manage employee
meal and rest periods. The decision goes a
long way toward clarifying what employers
must do and not do to avoid meal and rest
period litigation and reduce the likelihood of
class certification, but the decision leaves
many questions unanswered.

Class action litigation over missed meal
and rest periods began in earnest in 2000,
after California’s Industrial Welfare Com-
mission adopted monetary penalties of one
hour of pay for every day on which an
employee is denied a meal period and another
for every day on which a rest period is
denied.2 In 2007, the pace of wage and hour
class action filings quickened after the
California Supreme Court ruled in Murphy v.
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Brinker provides employers with some
clarity on their responsibilities in
providing meal and rest breaks

Kenneth Cole Productions that the so-called
meal and rest period “penalties” were actu-
ally wage “premiums”3 and that the longer
statute of limitations for unpaid wages
applies.* Until the supreme court’s decision in
Brinker Restaurant, the controversy over
what it means to provide® meal periods and
to “authorize and permit”® rest periods led
to conflicting state and federal court holdings
and caused employers confusion. The decision
was widely anticipated as the final word on
the longstanding controversy, and it did
resolve some issues, but many others are
open for continued debate and more class
action litigation.

Brinker Restaurant addressed claims that
a chain of restaurants failed to provide a
class of restaurant employees with meal and
rest periods, as required by the Labor Code
and wage orders.” It also addressed when

and how it is appropriate for a court to exam-
ine the facts to determine whether class cer-
tification should be granted.

In the months since Brinker Restaurant
was decided, employers statewide were at
first grateful for the supreme court clarifica-
tion, but are now scrambling to fashion new
meal and rest period policies and figure out
how to enforce them. The troublesome
“rolling five” rule, enforced by the Division
of Labor Standards Enforcement (DLSE),
which required that employees work no more
than five consecutive hours without a meal
period, is gone. Also gone are the DLSE rules
that a rest period must always take place

Janet Grumer and Aaron Colby practice in Davis
Wright Tremaine’s employment law department in
Los Angeles and work with employers across
California.

KEN CORRAL






before the first meal period and the rule that
missed meal or rest periods automatically
result in employer liability for meal and rest
period penalties. But in their place are new
compliance issues, including what it means
to properly “relieve” employees of duty, what
actions improperly “impede” the ability of
employees to take meal and rest periods, and
how an employer will prove that employees
voluntarily chose not to take some or even
all of the meal and rest periods they were enti-
tled to.

Meal Periods

Prior to Brinker Restaurant, the DLSE and the
courts required employers whose employees
worked through meal or rest periods to pay
meal and rest period premiums, regardless of
whether the employees violated company
policy or even the direct orders of manage-
ment by doing so. Relying on opinion letters
issued by the DLSE, rather than the statutes
and regulations, the Brinker Restaurant plain-
tiff claimed that his employer had violated the
Labor Code by failing to ensure that restau-
rant employees took all meal and rest periods
and that they performed no work during
meal and rest periods. Brinker Restaurant
argued that neither the statute nor the wage
orders require more than permitting meal
periods for those who choose to take them,
and that the legislature did not intend oth-
erwise.’

As most employers can attest, forcing
unwilling employees to take meal and rest
periods on a timely basis is a tall order, espe-
cially in restaurants and retail establishments,
where customers often come in large numbers
during narrow time frames. That problem is
compounded in restaurants where tips are
at stake and employees have more to gain by
working through a break than taking one.

In response to the conflicting rulings from
state and federal courts, the supreme court
gave employers the most important item on
their wish lists—a ruling that although
employers must relieve employees of all duty
for meal periods, they need not ensure that
employees do no work during meal periods.?
Finding no statutory or regulatory support for
the DLSE’s position, the court held that
employers are not required to pay meal and
rest period penalties when employees choose
not to take meal periods, providing that the
employer has relieved employees of work,
provided a reasonable opportunity to take the
meal periods, and has not impeded employ-
ees from taking meal periods.10

Despite the good news, many questions
about meal periods remain. The court left
open for interpretation what it means to
relieve employees of duty, explaining only
that an employer satisfies this obligation if it
relinquishes control over employee activities,
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permits employees a reasonable opportunity
to take an uninterrupted 30-minute break,
and does not impede or discourage them
from doing so.!" The court also confirmed
that employees must be “free to leave the
premises” and attend to personal business
during meal periods.12

What it means to “impede” employees
from taking breaks also is unclear. With many
employers expecting fewer employees to do
more work in less time, the line between
requiring good and efficient performance and
actually impeding the ability of employees to
take meal periods is not sharply drawn. The
supreme court cites a few existing cases to
assist employers with that analysis but falls
short of marking a clear path for employers.
For example, in one case in which a meal
period penalty was due, the employer paid
employees for accomplishing tasks in a man-
ner that would effectively monetarily penal-
ize them if they took meal and rest periods.!3
In another case resulting in penalties, the
employer’s scheduling policy made taking
breaks extremely difficult.!4 In another case,
an informal policy against meal breaks,
enforced through ridicule or reprimand, also
resulted in penalties.!’

The court also held that proof that an
employer had knowledge that employees
were working through meal periods is not
enough to create liability for penalties
(although it is sufficient to require employers
to pay for the work).16 The court held that
employees may not “manipulate the flexi-
bility granted to them by employers to gen-
erate liability for penalties.”1” The same is true
for rest periods, as long as the employer has
authorized and permitted them. Because
employers must pay for and record all time
worked, the practice of deducting 30 minutes
from all nonexempt employees’ time, regard-
less of whether they clock out, will likely
result in claims that employers permitted
unpaid, off-the-clock work and should be
discontinued.

That leaves an open question as to
whether programs offering pay for increased
performance will fall into the category of
impeding employees from taking breaks,
because employees could make more money
and gain employer approval by skipping
them. Similarly, it is not clear at what point
performance goals or the threat of discipline
becomes an impediment to taking meal and
rest periods.

Allowing employees to opt to work
through meal breaks, while helpful, may also
turn out to be difficult for employers to man-
age. Most employers have no records of
whether or not an employee chose, on any
particular day, to take or forego a meal or rest
period. And most have no means of tracking
that information. The result is that employ-

ers, who bear the burden of proving compli-
ance, may face substantial overtime and meal
period premium liability when they permit
employees to decide whether or not to take
meal periods.

In addition to claiming that the defendant
failed in its duty to police meal periods, the
plaintiff in Brinker Restaurant also claimed
that the defendant’s uniform policy violated
the Labor Code by failing to provide, for
shifts exceeding 10 hours, a second meal
period no later than 5 hours after the end of
a first meal period.!8 Finding no support in the
statute, the supreme court declined to enforce
the DLSE’s rolling-five rule. This rule had cre-
ated a scheduling nightmare for employers
trying to balance operational needs, employee
preferences, and difficult-to-predict quitting
times. Instead, the court found that the first
meal period must begin no later than the end
of the 5th hour of work, but that there was no
requirement that a second meal period begin
within 5 hours of the end of the first.!” For
example, if an employee takes a first meal
break in the 2nd hour of a 12-hour shift, the
second meal period is now required no later
than the 10th hour of work, thus easing the
scheduling burden on employers.

Employers should keep in mind that when
employees work through meal periods and the
end of their shifts are not adjusted, the addi-
tional time worked may result in an overtime
bill.

Rest Periods

Rest period requirements and timing have
also long been a source of misunderstanding
for California employers. The regulation
requires that employers “authorize and per-
mit” employees to take paid 10-minute rest
periods, when practicable, in about the mid-
dle of each 4-hour work period “or major
fraction thereof.” Rest periods need not be
given when the total time worked on a day
is less than 3% hours.20 Although the require-
ment appears simple, there has long been
controversy surrounding what “a major frac-
tion thereof” means, how rest periods must
be scheduled in conjunction with meal peri-
ods, and whether employers must ensure
employees take rest periods.

The plaintiff in Brinker Restaurant argued
that employees were deprived of appropriate
rest periods because Brinker Restaurant’s
policy did not provide for as much rest period
time as employees were entitled to. At the
time, Brinker Restaurant’s policy provided
for 10 minutes of break time for every 4
hours worked. But the regulations provide for
more than that.

An employee must be permitted to take a
second rest break if he or she works more
than 6 hours (not 8), and a third rest break
if he or she works more than 10 hours (not
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12). Thus, the employer’s policy failed to ac-
count for the “major fraction” language and
failed to provide sufficient breaks on work
days lasting between 3% and 4 hours.2!
Relying on a DLSE opinion letter interpret-
ing a wage order not at issue in the case, the
plaintiff also argued that employers have a
legal duty to provide a rest break before any
meal period and that the defendant’s policy
failed to comply with this duty.22

fails to make rest periods available to employ-
ees and not when an employee chooses to skip
a rest period.

Class Certification

The court also provided specific guidance on
how common policies and individualized
proof should be considered in granting or
denying class certification in wage and hour
class action matters. The court reasoned that

On this issue, the court held that employ-
ers are subject to a duty to make a “good
faith effort” to authorize and permit rest
breaks in the middle of each work period, but
that they may deviate from that where prac-
tical considerations render it unfeasible.
Furthermore, the court held that nothing in
the Labor Code or wage orders requires that
rest periods fall before or after a first meal
period, though “as a general matter” one rest
break should fall on either side of the meal
break, subject to factors that might make
this impractical.23 In addition, the court pro-
vided a bright-line rule on the “major frac-
tion thereof” language, finding that on shifts
of 3% to 6 hours, 10 minutes of paid rest
period time is due, that for shifts of more than
6 and up to 10 hours, 20 minutes of paid rest
period time is due, and that for shifts of more
than 10 hours, 30 minutes of paid rest time
is due.24

The court also clarified that rest period
penalties are due only when the employer
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any “peek” into the merits of a case for pur-
poses of deciding the propriety of class cer-
tification must be narrowly circumscribed to
include only those aspects of the merits nec-
essary to determine if the elements required
to establish liability are susceptible to com-
mon proof. If they are not, a court should con-
sider whether there are ways to effectively
manage individualized proof within a class
action proceeding.?’ As a result, a noncom-
pliant policy may be sufficient to establish
class certification, as long as the individual-
ized proof of claims is manageable within a
class action setting.

Brinker Restaurant’s rest period policy
incorrectly stated that a 10-minute rest period
was provided for every 4 hours worked.26
Because the policy was wrong and the
employer had conceded that it was uniformly
applied to all nonexempt employees, the
court remanded, finding that a common pol-
icy was at issue and that class certification was
appropriate.?”

Taking the same approach with the “off
the clock” class claims, the court reached
the opposite conclusion. In granting certifi-
cation of these claims, the trial court had
considered no common employer policy and
only “a handful of individual instances when
employees worked off the clock.”28 The court
held that the certification of off-the-clock
claims was properly vacated by the court of
appeal.

Finally, on the issue of certification of the
meal period class claims, the court examined
the class and determined that it likely included
a substantial number of participants who
had no possible claims, because it included all
nonexempt employees who had worked in
excess of five hours in a row without a meal
period (including those with only rolling-five
violations). As a result of the flaw in the class
definition and the likelihood that the grant of
certification was based on the trial court’s
erroneous consideration of rolling-five vio-
lations, the court reversed and remanded the
grant of certification for the meal period
class.2?

Decisions after Brinker Restaurant

At least two trial courts have already denied
class certification based on the Brinker
Restaurant decision. In one Los Angeles
Superior Court case citing Brinker Restaurant,
the trial court declined to certify a class of
nurses who claimed that their hospital
employer had denied them meal periods.30
The court held that the claims of the nurses,
who occasionally worked double shifts, were
not suitable for class treatment because a
determination would require substantial indi-
vidualized inquiry.3!

In another Los Angeles Superior Court
case, the trial court denied class certification
for the same reason, finding that the claims
of a group of more than 700 telecommuni-
cations workers who worked for the most
part unsupervised at hundreds of locations
were not suitable for class treatment.32 The
declarations submitted were inconsistent,
showing that some employees took all breaks,
others chose to leave early, and others worked
straight through. The court held that there
was no way to tell who was owed what with-
out individualized inquiry.33

Now that the supreme court has decided
the basics, there will be additional clarifica-
tion as its ruling is tested in the courts.
Notwithstanding the open questions, employ-
ers would be unwise to wait for more infor-
mation and should already be modifying poli-
cies and practices and working to dispel the
now commonly held belief that employers
and employees no longer have to worry about
meal and rest period issues.

In many respects, the Brinker Restaurant
decision has merely changed the threshold



question to determine when meal and rest
period penalties are due from whether
employees missed their meal or rest periods
to why they missed meal or rest periods. As
a result of the decision, employers must deter-
mine, with the help of counsel, whether they
wish to permit employees to skip meal and
rest periods and if so, how they will later
prove whether the choice to skip was the
employee’s, or was instead motivated by the
employer’s expectations, work load, lack of
sufficient staff, or other factors within the con-
trol of the employer.

The supreme court has made it abun-
dantly clear that a noncompliant, uniformly
applied policy is a path to class certification.
Uniform rest period policies like that of
Brinker Restaurant, which provides 10 min-
utes of break for every 4 hours worked, are
common in employee handbooks statewide.
The first line of defense to wage and hour class
action litigation is to update meal and rest
period policies with the clear bright-line rules
provided by the court and to review and
update other policies and practices to ensure
compliance.

Finally, employment defense attorneys
should work with their clients to plan for
the defense of the next wave of class action
litigation. That work should include recom-
mendations to disseminate new Brinker-com-
pliant policies, together with an agreement in

which employees agree to waive meal periods
that can be waived, report meal or rest peri-
ods missed due to employer needs (so that the
penalty can be paid on those instances), and
agree that if a missed meal or rest period is
not reported, it will be considered the employ-
ee’s voluntary choice to skip the required
break.

In the wake of the Brinker Restaurant
decision, there are many unanswered ques-
tions that will likely create liability for
employers and opportunity for plaintiffs,
including incomplete or noncompliant poli-
cies, management’s failure to follow compli-
ant policies, permitting off-the-clock work
during meal periods, assigning work in a
way that makes meal or rest periods difficult
to take or rewarding employees who do not
take them, lacking proof of waived meal peri-
ods and voluntarily skipped meal and rest
periods, and failing to pay meal and rest
period penalties when the employer inter-
feres with them. These mistakes can be
avoided, but employers should start now,
before the next wage and hour class action is
filed. [ |
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Life after Concepcion and Dukes

On Thursday, September 13, the Antitrust and Unfair Business Practices Section will host a
program in which two Los Angeles Superior Court judges and three distinguished lawyers will
reflect on the effect of the U.S. Supreme Court’s rulings in AT&T Mobility, LLC v. Concepcion
and Wal-Mart Stores, Inc. v. Dukes on consumer class actions in California. J. Michael
Hennigan, Darrel J. Hieber, Judge William F. Highberger, Virginia F. Milstead, and Judge Anthony
J. Mohr will review these two important cases from plaintiff and defense orientations. The
program will take place at Skadden, Arps, Slate, Meagher & Flom LLP, 300 South Grand
Avenue, Suite 3400, Downtown. Parking in the building costs $11.10 after 5:00 p.m. Registration
will be available beginning at 5 p.m., with the program continuing from 5:30 to 7:30. The
registration code number is 011723. The prices below include the meal.

$45—CLE+ member

$70—Antitrust, Corporate Law, Labor and Employment, or Litigation Section member or
Skadden employee

$90—LACBA member

$130—all others

2 CLE hours

Immigration Law
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ON THURSDAY AND FRIDAY,

SEPTEMBER 27 and 28, LACBA’s
Immigration Legal Assistance Project
(ILAP) will host a training course designed
for attorneys who are new to the field of
immigration law or who have been
practicing in the field for less than one
year. The training—led by Frederick B.
Benson, Ally Bolour, Stuart I. Folinsky, )
Craig Fong, Carlos R. Juelle, G. Fabricio
Lopez, Mary L. Mucha, Linda M.
Nakamura, Warren M. Winston, and Judith
Leslie Wood—uwill focus on the procedures
and practical aspects of immigration law.
Only law school graduates or attorneys
may register for this program, which will
take place at the Los Angeles County Bar
Association, 1055 West 7th Street, 27th
floor, Downtown. Parking is available at
1055 West 7th and nearby lots. On-site
registration will begin at 8 A.m. both days,
with the program continuing from 8:30
A.M. to 4:30 P.m. The registration code
number is 011730. The prices below
include the meals.

$250—Immigration Law Section member
$375—all others
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BY JOE HIGUERA

The Best 30 Seconds of Advice You Can Give a Client

IT IS HIGHLY PROBABLE THAT two events will happen to you or one
or more of your clients in Southern California in the next five years.
First, one of you will be involved in an automobile accident. And sec-
ond, the driver at fault will have little or no insurance to cover the
losses. A serious injury could be financially devastating if your client
loses income or runs a small business. Your client will most likely be
uncompensated or seriously undercompensated, despite the fact that
he or she may have a strong personal injury case involving substan-
tial damages. This potential disaster can easily be avoided if attorneys,
regardless of their area of practice, provide their clients with one very
simple piece of advice: Buy a large uninsured
motorist policy as part of your auto policy,
preferably $500,000 per person and $1 million
per accident.

Although these policies sound expensive,
they are surprisingly affordable. The premium
typically costs only 10 percent to 20 percent
more than the bare minimum coverage. It’s a
great bargain for the consumer, and it is the
only way to ensure meaningful compensation if you or your client is
ever seriously injured by a negligent driver. For whatever reason, insur-
ance agents and insurance companies seem to make little effort to sell
larger uninsured motorist policies, perhaps because they are not very
profitable. If the agent doesn’t tell your client to buy sufficient cov-
erage, who will? The answer is you, because your client will have to
take the initiative and ask for the high coverage limits. Your client may
thank you for it someday.

It is shocking how many sophisticated clients with impressive
backgrounds have only a small uninsured motorist policy. Clients
are almost always confident that they have great policies with high,
maximum coverage limits. The declarations page, however, often
reveals a different story, confirming how little uninsured motorist
coverage they actually have available. Unfortunately, in the prac-
tice of personal injury law, that information often comes too late.
In the vast majority of personal injury cases involving serious
injury, the at-fault party has minimal or no liability insurance and
few assets from which to recover. There is, therefore, little that can
be done if a “deep pocket” is not in sight.

It is also important to note that California is an antistacking
state for uninsured motorist coverage. This means that uninsured
motorist coverage does not begin to kick in until the injured party has
exhausted all the underlying policies that cover the driver(s) at fault.
Furthermore, the uninsured motorist insurance carrier is entitled to
a credit equal to the aggregate amount of the underlying policies of
the at-fault drivers. For example, if the maximum on an uninsured
motorist policy is $100,000, and two at-fault drivers carry insurance
of $50,000 each, for a total of $100,000, the injured party will col-
lect nothing from the uninsured/underinsured motorist policy.
However, under this scenario, if the maximum of the uninsured/under-
insured motorist policy was $500,000, the carrier would still be
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entitled to a $100,000 offset, but the injured party would have
$400,000 in available coverage. This antistacking rule in California
is just one more reason why it is so important to purchase an unin-
sured motorist policy with very high limits.

An added benefit of a large uninsured motorist policy is that it may
also cover a client in other scenarios that pose a serious risk of
injury. Most uninsured automobile policies extend coverage if your
client is riding a bicycle, walking, or running. This is particularly impor-
tant if your client is active or an athlete. Many serious-injury acci-
dent victims are either cyclists or runners who have been struck by

It is shocking how many sophisticated clients with impressive

backgrounds have only a small uninsured motorist policy.

a car. As a competitive triathlete and marathoner myself, I am all too
familiar with how much more serious the injuries are when a cyclist
or a runner is involved in a collision with an automobile. These
types of accidents are surprisingly common. The more serious the
injury, the more coverage that is needed. If your client purchases a
large uninsured motorist policy and is a runner, cyclist, or pedestrian,
he or she will be covered up to the limits of the uninsured motorist
policy.

The good news is that you do not need to practice personal injury
law to advise your clients to purchase a large uninsured motorist pol-
icy. It’s simple, it’s easy, and it’s the advice they aren’t getting from
most of their other professional advisers—not even their own insur-
ance agent who sold them the policy. It is great business advice that
they will appreciate, and it will be the easiest 30 seconds of advice
you will ever give them.

In the event they are involved in a serious accident in the future,
and they are a small business owner or professional, the uninsured
motorist coverage could provide an extra $1 million that they would
have never have had—enough to save their business or their family
home when they cannot work. After finding out the negligent driver
who seriously injured them has no assets and a $15,000 minimum
policy, they may be thanking you when their personal injury attor-
ney tells them how well prepared they were. As for us lawyers, check
your own policy. You may be surprised to see that you do not have
the maximum uninsured motorist coverage you can get. In the last
year, many carriers have raised the maximum coverage limits you may
purchase to protect you, your clients, and your family from an unin-
sured driver. |

Joe Higuera practices personal injury law throughout Southern California, with
offices in Orange County and San Diego.
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