Wichansky v. Zowife et al Doc. 481
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5
6 IN THE UNITED STAT ES DISTRICT COURT
7 FOR THE DISTRICT OF ARIZONA
8
9|| Marc A. Wichansky, No. CV-13-01208-PHX-DGC
10 Plaintiff, ORDER
11) w.
12| David T. Zowine, et al.,
13 Defendants.
14
15
16 On February 29, A®, the parties submitted their joloroposed jury instructions,
17| Doc. 342. During trial, th€ourt circulated its proposechél jury instructions to the
18| parties. Doc. 454. The Court heard arguts@m challenges to several of its proposged
19| final jury instructions on Aprill1, 2016. Doc. 455The Court made revisions, circulated
20|l another draft, and heard furtherguments on April 18, 201@oc. 478. This order will
21| describe the Court's ruling on jury ingttion issues raised by the parties.
22| |, UncleanHands.
23 Defendants proposed a jury instruction the unclean hands defense, to which
24| Plaintiff objected. Doc. 342 at 106-08. tine parties’ joint proposed pretrial ordef,
25| Plaintiff asserted that Defendants waived rthaiclean hands affnative defense by
26| failing to raise it in a responsive pleadinBoc. 345-1 at 36-38. Under Federal Rule pf
271 civil Procedure 8(c), a party must “must gffatively state any avoidance or affirmativie
28|l defense” in responding to a pleading. féwmlants responded, without citation of
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authority, that the doctrine afnclean hands is not an affirmative defense and there

fore

has not been waived.ld. at 38. During trial, Defendants cited five cases for the

proposition that unclean handsais equitable defense thatyrize raised bylefendants at
any time or raisedua sponteby the court even if it wasot raised in a pleading ol
subsequent motionsSee Gratreak v. N. Pac. Lumber €609 P.2d 375 (Or. Ct. App
1980); Clark v. Watts 77 A.2d 188 (N.JSuper. Ct. 1950)Bishop v. Bishop257 F.2d
495 (3d Cir. 1958)Conn. Telephone & Elec. Co. Auto. Equip. C9.14 F.2d 957
(D.N.J. 1926)De Garmo v. Goldmari23 P.2d 1 (Cal. 1942).

Whether the doctrine aincleans hands may be waivddpends on the type o
relief sought. In the cases cited by Defaridathe only relief sought was equitabl
Clark, 77 A.2d at 188-89 (injunctive reliefBishop 257 F.2d at 49 (cancellation of
deed and other instrumentsfionn. Telephonel4 F.2d at 967(injunctive relief,

accounting);De Garmg 123 P.2d at 4 (injunctive relief)In one of the cases cited b

1%

Defendants, the court declined to apply ead hands because the plaintiff was seeking a

legal remedy rather than equitable religratreak 609 P.2d at 378 (“In other words
[unclean hands] defeas do not bar rightshey bar particular remedigshile leaving

other remedies available. Thus the cleamdsarules may bar the plaintiff's recovery g
specific performance, but leavhim a perfectly good claim for damages at law.
(emphasis added) (quoting blws, Law of Remedies 82&.at 45 (1st ed. 1973))
Defendants have cited no case where the ahectf unclean hands was raised late ir
case as a defense to a legal remedy.

The Court declined to give an unclehands instruction to the jury for twd

=

")

reasons. First, Plaintiff in this case sed¢ke legal remedy of compensatory damages.

Arizona cases, like others, have recognized tinclean hands is a defense to equita
relief. See Tripati v. State, Ariz. Dep’t of CqriL6 P.3d 783, 786 (#z. Ct. App. 2000)

(“The doctrine of ‘unclean mals’ is an equitable defense to a claim seeking equitd
relief.”) (emphasis omitt# citation omitted)see alsdobbs, Law of Remedies § 2.4(2

at 93 (2d ed. 1993) (“The mostthodox view of the uncleamands doctrine makes it al
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equitable defense, that is, one that can E®=dato defeat an adable remedy, but not
one that defeats other remedies. Courts refdBatefer to the defemdn that light.”).

Second, even if unclean hands could seded in response to the legal reme
sought by Plaintiff, it was notaised in Defendants’ answer. Arizona cases refef
unclean hands as an affirmative defenSee Nat'| Bank of Ariz. v. Thrustob80 P.3d
977, 979, 19 (Ariz. Ct. App. 2008) (“The fistons answered, denidte existence of a
default, and asserted five affirmative defes: ‘prior’ breach of the duty of good fait
and fair dealing, ‘prior’ breach of contta unclean hands, dw® and estoppel.”);
Wieman v. RoysdeB802 P.2d 432, 433 (Ariz. Ct. App990) (“the Arbekles claimed as
affirmative defenses . . . the doctrine[Jwiclean hands”). Because it was not raised
Defendants until the final pretrial order, loaffer pleadings and discovery had close
the Court concludes that the unclean handerndge has been waived. As noted in
earlier order, Defendants were allowed duringl to present evidence of Plaintiff's
alleged improper conduct in connection with tlggneral defense of the case. Doc. 43
Il. Fiduciary Duties of Directors and Officers.

The parties submitted proposed jury instiuts addressing thieuciary duties of
directors and officersSeeDoc. 342 at 52-61. One of tkey points of disagreement wa
whether the duties were defined by statuteanmon law. The Court concluded that tf
fiduciary duties of directors and officeare defined by statute in Arizon&eeA.R.S.
88 10-830 (directors), 10-842 (officers). Moizona case holds that the common law
director and officer duties survives thesatigties, and commentators suggest it does |
Seeb Ariz. Prac., Corporate Piame 8§ 7:48 (“Accordingly in Arizona there is no longer
common law claim for ‘breach of fiduciary dutyr ‘breach of common law duty of care

with respect to directors; properly-plead claim must allege breach of the statut

dy
to

-

by
d,

[92)

e

not.

a

Dry

standard.”);ld. 8 7:54 (“The Act, inaddition to addressing care in the decision-makt]ng

process, requires a director to act in ‘géaith’ and ‘in a manner the director reasona

believes to be in the best interest of ttwporation.” The statute thus codifies ar

preempts the common law duty of loyally.9 Ariz. Prac., Business Law Deskbook
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§ 2:13 (2015-16 ed.) (“A.R.S. 8 BRBO supplies the sole standafdconduct of directors.
All claims made against directors relatiig their conduct, excépas specifically

governed by other statutes, must be based breach or alleged damch of A.R.S. § 10-
830, as there no longer exists a separatamwon law duty of loyalty Prior case law may
help define concepts such as ‘good faith'b@st interests’ of the corporation and shou
still be used for such purposes.”).

[ll.  Fiduciary Duties in Self-Interested Transactions.

Plaintiff proposed jury instructions addising a director’s fiduciary duties in self
interested transactions. Doc. 342 at 60, 83-85. Plaintiff seeks to invoke commo
duties, including the burden shifting thataooed under the common law when a direc
participated in a self-interested transactidie Court concludes d&h Zowine’s fiduciary
duties in his role as a director and offiege defined by A.R.$8 10-830, 10-842, and
that a separate instruction based on comntaw fiduciary dutiesor self-interested
transactions is not appropriate.

As noted, Zowine’s fiduciary duties as afficer or director are governed by
statute. A.R.S. 88 10-830,-B32. Plaintiff argues thatelse statutes codify the commo
law business judgment rule. Thssnot explicitly stated in the statutory text, but Arizor
cases do refer to these statutesalifging the business judgment rul&ee, e.g.Phx.
Payment Sols., Inc. v. Townédo. CV08-00651-PHX-DGC2009 WL 3241788, at *7
(D. Ariz. Oct. 2, 2009) (“The parties vigausly dispute whether the ‘business judgmg
rule’ applies to Towner’s alged conduct and, if so, wheththere is sufftient evidence
to overcome the presumption gbod faith affordedy that rule.”) (citing A.R.S. 8§ 10-
830(D); other citations omitted).

Under the common law, a director coldd stripped of therotections of the
business judgment rule if he acted in a grossly negligent man8eeF.D.I.C. v.
Jackson 133 F.3d 694, 70(®th Cir. 1998) (“We thereforénd that under Arizona law,
where the business judgment rule applies ¢octbnduct of a director, a showing of gros

negligence is necessary to strip the directathefrule’s protection.”). Plaintiff cites ng
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authority for the proposition #t the statutes somehow imporate this gross negligenc
trigger. The statutes are silent as to gross negligeseeedA.R.S. 88 10-830(D), 10-
842(D), and the Court can find no indicatioattthe Legislature intended the protectiol
of the statutes to fall away in instancesgobss negligence. The Court concludes tf
88 10-830 and 10-842, rath#ran the common law, goverowine’s conduct as an
officer and director.

Under the common law, a director couldalose the protection of the businey
judgment rule by engaging in a self-interestensaction. The Caduconcludes that this
common law doctrine does not apply for sel/eeasons. First, a director’s conflicting
interest transaction is stawrily defined in Arizona.SeeA.R.S. § 10-860. The definition
applies only to corporate trsactions, and there is no such transaction in thiscg

Although Plaintiff claims that Zowine dupednhiinto a chain of evesa that resulted in

Plaintiff selling his shares, the sales transactvas with Zowine, not the corporatiory.

Second, § 10-860 and related provisions dosagt that a director or officer loses th
protections of 8 10-83@nd 8§ 10-842 by engaging anself-interested transactiorbee
A.R.S. 8810-860Cet seq. Third, even if the common Ja addressing self-intereste
transactions was not abrogatby A.R.S. § 10-860, it woulbe similarly inapplicable
because the common law also spetiksorporate transactionsSee Kadish v. Phx.-
Scotts. Sports Co466 P.2d 794, 797 (Ariz. Ct. App.1@). Again, that is not this case.
The Court recognizes thatighconclusion is in tensiowith one of its prior orders
in Best Western International, Inc. v. Furbé&to. CV06-01537-AX-DGC, 2008 WL
2045701 (D. Ariz. May 12, 2008 cited in the parties’ prased jury instructions.
Doc. 342 at 60, 84. In thatse, the Court discussed tmenmon law business judgmern
rule for directors’ self-interested transactiavithout reference to A.R.S. § 10-860. 20(¢
WL 2045701, at *4-6.But the parties irBest Westeriflike the parties in this case) dic

! “Director’s conflicting interest transéion’ with respect tca corporation means
a transactioneffected or pr0ﬁosed to be effecteg the corporationpy a subsidiary of
the corporation or by any other entity in iwh the corporation haa controlling interest
respecting which a director of the corpasatihas a conflicting intese” A.R.S. 8§ 10-
860(2) (emphasis added).
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not raise A.R.S. § 10-860. kag now found the statute, ti@ourt believes that the lega|
standard irBest Westermay not be a correct formulatiaf Arizona law with respect to
self-interested transactioasd the business judgment rule.
IV.  Termination of Fiduciary Duties.

Defendants contend that Zowine’s fitary duties ended when his relationship
with Plaintiff became hostile anttheir dealings were at armEngth. Doc. 342 at 91.
Defendants rely on the minority view whicaccording to the Court's research, |s
accepted only in Newersey and UtahSee Walter v. Holiday Inns, In¢i84 F. Supp.
1159, 1167-68 (D.N.J. 19928ugarhouse Fin. Co. v. Andersdil0 P.2d 1369, 1373
(Utah 1980). The parties have providemArizona authority on this point.

The weight of authority holds — correctly the Court’'s view — that fiduciary|
duties do not end when relatghips become strainedSeeAjettix Inc. v. Raup804
N.Y.S.2d 580, 584Sup. Ct. 2005) (“The & clearly supports Platiff's contention.
Defendant’s fiduciary obligations to [Plaintif§rose from the statusf defendant as a
corporate officer and director . . . angere not extinguished by his acrimonious
relationship with plaintiff so long as defeartt did not withdraw from the corporation|.

. Beyond that, the relationship between shalders in a closed corporation, vis-a-vis

each other, is akin to that between partraard imposes a high degree of fidelity and
good will . . .. Even on dissolution, paets owe a continuing fiduciary duty to one
another with respect to dealings effectitigg winding up of the partnership and the
preservation of the partnership assét&uotation marksrad citations omitted)see also
In re Perry, 423 B.R. 215, 285 (Bankr. S.D. Tex. 2010urley v. Kaiser962 A.2d 167,
174 (Conn. 2009)n re S & D Foods, In¢.144 B.R. 121, 160 @hkr. D. Colo. 1992);
Hagshenas v. Gaylord57 N.E.2d 316, 323-24ll. Ct. App. 1990);Everest Inv'rs 8 v.
McNeil Partners 114 Cal. App. 41, 424-25 (2003).

The Court concludes thahe majority position citedy Plaintiff is the proper
standard and concludes that it would likdédg adopted in Arizona. Thus, Zowine's

fiduciary duties terminatedthen he purchased Wichansky’s shares of Zoel.
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V. Shareholders’Fiduciary Duties.

Defendants assert that a separate justruction for thefiduciary duties of
shareholders is not warranted, arguing tharetmolders in a closely-held corporation @
not owe each other fiduciary dugie The Court does not agree.

As an initial matter, Defendants disputeether Zoel is, in fact, a closely-helc

corporation. Zoel, however, was ownegl only two people — Wichansky and Zowiné

each holding 50% atihe stock. The Cougreviously concluded #t Zoel is a closely-
held corporation according to the common law definitiddeeDoc. 310 at 14 n.12.
Defendants contend that becawel was not formed undArizona’s close corporation
statutes, it is not a closely-held corporatigkithough there is such thing as a statutory
close corporation in Arizona, it does not dizsge the common law doctrines applicable
closely-held corporationsDooley v. O'Brien 244 P.3d 586, 592,2R (Ariz. Ct. App.

2010) (“While Arizona created the statutazlpse corporation in 1976 [A.R.S. 88 1(
1801 through 10-1818], the statutesd dnot displace the common-law doctrine
applicable to closely-held corporations(titation omitted). “[A]Jt common law, the
attributes of a close corporation are thattlie) shareholders are few in number, often t\
or three; (2) the shareholders usually livéha same geographical area, know each ot}
and are well acquainted with each others’ skillthey relate to the eporation; (3) all or

most of the shareholders are active in the lmssinusually serving as directors or office

or as management; and (4) there is not aabéshed market for the corporate stock

Albers v. Edelsormech. Partners L.P.31 P.3d 821, 830, 1 3@&\riz. Ct. App. 2001)
(citations omitted). These factors accurately describe Zoel.

There is authority in Ariazna for the proposition thatisstantial shareholders in i
closely-held corporation owe @aother fiduciary dutiesSee Mims v. Valley Nat'| Bank
481 P.2d 876, 878-79 (Ariz. CApp. 1971) (holding that shareholder in a closely-helq
corporation who has th@bility [or] right to manage andontrol a corporation” owes to
the company and its shareholders the sathecitiry duties as the corporation’s officel
and directors)Funk v. Spalding246 P.2d 184, 18{Ariz. 1952) (finding that fiduciary
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relationship existed between 50-50 shareholdeescorporation that had been run like
partnership where “[a]s a result of their loagsociation [the shareholders] had absoll
confidence in each other"fzarrett v. Reid-Cashiohand & Cattle Ca. 270 P. 1044,
1050 (Ariz. 1928) (discussing “the fiduciarglation of the majority stockholders an
board of directors to the minority stocktels, and the duties growing out of th
relation”); see also AMERCO v. Sho&97 P.2d 536 (Ariz. CApp. 1995) (family held
corporation brought suit against dissidenarstholders, claiming breach of fiduciar
duty; court of appeals affirmed the outcome at trial).

Many other cases hold that shareholdergjqudarly in closely-held corporations
owe fiduciary duties to eaafther. For example, iBonahue v. Rodd Electrotype Co. ¢
New England328 N.E.2d 505 (Mass. 1975), the $dachusetts Supreme Court held th
“stockholders in close corporations musscharge their management and stockholg
responsibilities in conformity with th strict good faith standard.fd. at 515. Donahue
relied on the resemblance between close cotiposaand partnershipthe need for trust
and confidence in such companies, and titeerient risk of loss due to shareholder

inability to recoup tkir investments.ld. Other cases recognize the same dutfese,

e.g., Ajettix 804 N.Y.S.2d at 587 (“the relationphbetween shareholders in a close¢

corporation, vis-a-vis each other, is akothat between partners and imposes a h
degree of fidelity and good will")Hollis v. Hill, 232 F.3d 460, 468 (5th Cir. 2000
(noting thatDonahués “recognition of special rules diduciary duty applicable to closg
corporations has gainedidespread acceptance.Qrchard v. Covelli 590 F. Supp.
1548, 1559 (W.D. Pd.984) (“The duty of utmst good faith and loygy in the context of
closely held corporations has been recogntagd number of courts confronting similg
fact situations.”); 2 Oppression of Mitshareholders and 1@ Members 8§ 7:5 (“Not
surprisingly, courts often applpartnership principles to ase corporations and impos
on participants in a close corporation the satniet fiduciary duties to each other tha
exist among partners.”).

Defendants argue that the Arizona lstgiure intended to eliminate fiduciary

-8-
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duties among shareholders in closely-heldpomtions when it codified the duties g
corporate officers and direckom A.R.S. 88 10-830 and 10-84while at the same timeg
declining to create corresponding statutduties for shareholders. The Court is n
convinced. When pressed, Defendants ¢audt identify anything in the legislative
history to suggest that this was, in face #rizona Legislature’s intent. Defendants a
the Court to draw this condion from the absence of any shareholder statutory dutig
the corporate portions of the Arizona statutad, such an absence could just as eag
mean that the Legislature did not intendetdinguish the commolaw fiduciary duties
applied to shareholders. The Court wilbt presume that thdrizona Legislature
abrogated the common law of shareholder figycduties without some clear indicatio

of such intent. The Court also notes tAgzona courts have continued to apply commq(

law fiduciary duties to sharelders after the passage AR.S. 88 10-830 and 10-842|

See Sports Imaging of Arid..L.C. v. 1993 CKC TrNo. 1 CA-CV 050205, 2008 WL
4448063, at *19, 1 91 (Ariz. Ct. App. Sep0, 2008 (unpublished) (“shareholders th

have the ability to control a gmoration owe a fiduciary duty the corporation and othef

shareholders) (citinylims, 482 P.2d at 87&unk 246 P.2d at 187).In addition, when

courts in other states have recognizdthreholder fiduciary duties with which th
legislature disagrees, the legislature has aotedpressly revise the law in responSee

McLaughlin v. Schenk99 P.3d 1139, 1143 (Utah 2013) (In response to Utah Supr
Court case recognizing shareholder fiducidaties, Utah Legislature passed a staty
providing “that ‘[a] shareholder of a corporat, when acting solelyn the capacity of a
shareholder, has no fiduciary duty or othenikr duty to any other shareholder of th
) (citing
Utah Code § 16-10a-622(3))The Arizona Legislature hasken no similar action in

corporation, includingiot having a duty of c¢a, loyalty, or utmost good faith.

response to Arizona cases suctvamsandFunk

> The Court recognizes th8ports Imagings an unpublished decision that dog
not establish legal precedenfthe Court cites it only for thiact that Arizona courts have
continued to aggly common law fiduciary dgtieo shareholders after the passage
A.R.S. 88 10-830 and 10-842.
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For these reasons, the Court cannot calecthat the commoalaw fiduciary duties
of shareholders have been eclipsed by A.B8510-830, 10-842. Those statutes apply

officers and directors; they do not mentishareholders. Nor do the Arizona clos

to

€

corporation statutes suggest that 88 10-8BD,842 apply to shareholders. Because

Arizona case law continues to recognize a fidiycduty on the part of shareholders th
differs from the statutory dutgf officers and directors, the Court gave a separate |
instruction for the shareholder duty. Arwebcause there is no iaona pattern jury
instruction for shareholder fiduciary dutiethe Court used the Arizona partnersh
instruction. As many of the ocas on this subject have notdlae duties of shareholders it
a closely held corporation are akin to those of partn8ee Ajettix804 N.Y.S.2d at 587
(“the relationship between shamdders in a closed corporatiovis-a-vis each other, ig
akin to that between partners and impas&sgh degree ofdielity and good will”)?
VI.  Aiding and Abetting Breach of Fiduciary Duty.

Finally, the Court followedSecurity Title Agency, Inc. v. Pqp200 P.3d 977
(Ariz. Ct. App. 2008), in crding its instruction on aiding a@nabetting breach of fiduciary
duty. “Arizona recognizes aiding and abajtias embodied in Redéement” (Second) of
Torts 8§ 876(b) (Am. Law Inst. 1979)Pope 200 P.3d at 988, | 44 (citingells Fargo

Bank v. Ariz. Laborers, Teamsters & Cetn®asons Local No. 395 Pension Tr. Fun

38 P.3d 12, 23, 1 31 (Ariz. @0)). “A claim for aiding an@betting a tort requires proof

that (1) the primary tortfeastias committed a tort causing injuo the plaintiff; (2) the
defendant knew the primary tf@asor breached a duty; (B)e defendant substantially

assisted or encouraged thénpary tortfeasor in the breachnd (4) a causal relationshij

¥ In addition, although Zoel was a corpiiwa, both sides of this case relied i
their summary judgment briefing aghe common law of partnershigsee, e.g.Doc. 291
at 11 (citingEverest Inv'rs 8 v. McNeil Partnerd14 Cal. App. 4tl411, 8 Cal. Rptr. 3d
31 (2003)); Doc. 307 at 6 (cign59 Am Jur. 2d P’ship § 281)The Court agreed in its
summary Ju_d%ment ruling that the common lafvpartnership should inform this cas
because Wic _ :
their business relationshigeeDoc. 310 at 15 n.13gee also Roche Golden Sky Lands,
Inc., 487 P.2d 756, 758 (Ariz. T9) (“fiduciary relationships recognized and enforceal
in equity do not depend uparomenclature; nor are theyasssarily the product of any

particular Ie%al relationshipcitation omitted). This reasaorg further supports use of

the partnership pattern jury instruction.
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exists between the assistance or encouragemnd [the primary tortfeasor’s] breach
Id. (citing Wells Fargo Bank38 P.3d at 23, § 34; Restatement (Second) of Torts §
cmt. d).

A defendant charged withdang and abetting must hakaowledge of the primary
violation, which may be inferred from the circumstanc@ape 200 P.3d at 988, | 45
(citing Wells Fargo Bank38 P.3d at 23, { 36 This, however, does not require proof (
actual and complete knowledge oéthreach of fiduciary dutiedd. (citing Wells Fargo
Bank 38 P.3d at 26, 1 45). A party charged vaitthng and abetting need not know all ¢
the details of the breach of fiduciary dutiése knowledge requirement may be satisfi
by demonstrating a general awarenest@frimary tortfeasor’'s conducid. at 1Y 45-46
(citing Wells Fargo Bank38 P.3d at 26, 1 4®awson v. Withycombd 63 P.3d 1034,
1052, 9 50 (Ariz. App. 2007)).

“An aiding-and-abetting claim requiresopff of a causal connection between ti
defendant’s assistance orcenragement and the primarytfeasor's commission of the
tort, although ‘but for' causation is not requiredPope 200 P.3d at 988, 1 47 (citing
Wells Fargo Bank38 P.3d at 27, { 54; Restatemermg@d) of Torts 8 876 cmt. d). Thq
Arizona Court of Appeals held that a triaburt correctly instrated a jury on the
causation requirement of aiding and abettangoreach of fiducky duties when it
instructed the junthat (1) but for the pmary tortfeasor’s breacbf fiduciary duties to
the plaintiff, the plaintiffs damages wallnot have occurredand (2) the other
defendant’s aiding and abettinged produce those damagedd. at 988-89, 1 48-49.

Dated this 19th day of April, 2016.

Nalb Gttt

Dawvid G. Campbell
United States District Judge
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