Stooksbury v. Ross et al Doc. 100

UNITED STATE DISTRICT COURT
EASTERN DISTRICT OF TENNESSEE
AT KNOXVILLE

ROBERT T. STOOKSBURY, )
)
Plaintiff, )
) No. 3:09-CV-498
) (VARLAN/GUYTON)
V. )
)
MICHAEL L. ROSSetal.,! )
)

Defendants. )

MEMORANDUM AND ORDER

This case is before the undersigned pursua281d.S.C. 8§ 636(b), the Rules of this Court,
and the order of the District Court [Doc. 7 lieeing the Motion to Compel Arbitration [Doc. 43],
filed by Defendant Michael L. Ross and other entities (“the Ross Defendatashis Court for
disposition. On Jund, 2010, the Court held a hearing address the Motion to Compel
Arbitration. Attorneys Wayne Ritchie, Anne$3imo, and James Tipton were present representing
the Plaintiff. Attorney Albert Harb was ¢gent representing the Ross Defendants. Attorney

Andrew Sneed was present representing Defeadratticia Ross and Rebecca Rose Ross Jordan.

A Suggestion of Bankruptcy [Doc. 84] has been filed in the record stating that on April 14, 2010,
Defendant Pine Mountain Properties, LLC, (“PMeuntain”) filed a Chapter 11 petition for bankruptcy.
To the extent this Order or its contents would violate the automatic stay imposed by Pine Mountain’s
bankruptcy, the Order is inapplicable to Pine Mountain.

2In this Order, the term “Ross Defendants” ref®® Michael L. Ross and the following entities:
LTR Properties, Inc.; RPL Properties, Inc.; LC Development Company, LLC; Rarity Communities, Inc.;
Tellico Lake Properties, L.P.; Nickajack Shoredditigs, LLC; Rarity Corporation; Rarity Club
Corporation; Rarity Property Management, Inc.;ifgeRidge Club, Inc.; Rarity Investment Company,
LLC; Rarity Communities, Inc.; Broadberry Development Company, LLC; Hiwassee Properties, LLC;
RM Company, LLC, LOM Development Company, LLC; and VPI Company, LLC.
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Attorney Martin Bailey was present representing Defendant Gregory Baker, and Attorney
Christopher Riedl was present representing Defendant Tracy RiedI.

The Court has heard the parties’ positions amgveed the parties’ filings. For the reasons
more fully explained below, the Court finds fRess Defendants’ Motion to Compel Arbitration is
not well-taken, and it will b®ENIED.

l. BACKGROUND?

Inthe mid-1990’s, Defendant Michael Ross histbrother, Dale Ross, now deceased, began
transacting business in real estate. In approximately 1998, Michael and Dale Ross established
Defendant Rarity Communities, Inc., a Tennessee corporation, as 50-50 owners. Through Rarity
Communities, Inc., and other related business esnthiey created and formed, Mike Ross and Dale
Ross developed and marketed a waterfront community known as Rarity Bay. [Doc. 73 at { 20].

In 2001, Michael Ross, through LTR Properties,., purchased a controlling interest in
another lakefront property owned by PlainfgRbbert T. Stooksbury, Jr. and Ward Whelchel.
Michael Ross, the Plaintifand Mr. Stooksbury formed an entity called Tellico Landing, LLC,
(“Tellico Landing”), for the purpose of developiagd marketing the lakefront property. Michael
Ross, through LTR Properties, Inc., acquiredtolling, fifty percent (50%) ownership interest
in Tellico Landing, while Mr. Stooksiry and Mr. Whelchel each had a twenty-five percent (25%)
interest. LTR Properties, Inc., was givennagerial control over Tellico Landing and was
permitted to charge certain development fees and expenses for operating the development. [Doc.

73 at 1 21].

*The Plaintiff alleges the following facts. &Ross Defendants have moved to dismiss this
action, [Doc. 85], but they have not yet filed an amsdisputing the factual allegations of the Amended
Complaint [Doc. 73].



The Plaintiffs allege that Michael RossdaDale Ross formed additional entities, many of
which are parties to this action. The Plaintiff cedes that these entities and the real estate property
developments which they formed successfully gateel cash flow in their initial years of operation,
but the Plaintiff alleges that the Ross brothers bégaperate the developments “in a fast and loose
manner.” The Plaintiff alleges that funds dueéb®used for infrasticture and amenities were
diverted for the Ross brothers’ personal benefitttie benefit of their relatives, associates, and
agents, and for launching new projects. [Doc. 73 at { 23].

The Plaintiff maintains that the developmemsre essentially operated as a pyramid/ponzi
scheme.” [Doc. 73 at  21]. The Plaintiteges that between January 1, 2004, and June 30, 2009,
the Ross brothers with other associates andsigagaged in illegal diversion of funds, conduct to
inflate property values including sham purchas®s obtaining inaccurate appraisals, co-mingling
and converting of funds including misappropoatiof money meant to pay off mortgages on
property held by Tellico Landing, anchetr wrongful acts as part of an illegal real estate enterprise.
[Doc. 73 at  39-52; see alBwc. 73 at 74 for list of alleged wrongful acts].

Based upon these factual allegations of wrongdoimegPlaintiff makes five claims against
the Ross Defendants, including four claims for aiimins of the Racketeer Influenced and Corrupt
Organizations (“RICQO”) Act, 18 U.S.C. 8§ 1962(a)-(dpoc. 73 at  90-105]. The Plaintiff’s final
claim, “Count V,” alleges a breach of agreemertt breach of fiduciary duties. [Doc. 73 at § 90-
94]. The Plaintiff seeks compensatory damages not to exceed twelve million dollars
($12,000,000.0Q)which represent damages attributable to the conversion of funds, failure to

develop the property of Tellico Landing as proadisand the failure to pay down Tellico Landing’s



line of credit. [Doc. 73 at 1 11618]. The Plaintiff also seeks punitive damages, treble damages,
pre-judgment interest, court costs, and attorneys’ fees. [Doc. 73 at 1 118].
. ANALYSIS

The narrow issue presently before the Caosirtvhether any portion of the Plaintiff's
allegations should be subjected to arbitrationvainether this matter should be stayed if any portion
of the litigation is submitted to arbitration. Spewafiy, the Plaintiff's seek to compel arbitration
of the Plaintiff's claims for breach aih agreement and breach of fiduciary dutySeeDocs. 43
and 65]. The Plaintiff responds that the requested arbitration exceeds the scope of the arbitration
provision agreed to or, in the alternative, it is unconscionable.)8ee54 at 1].

The arbitration clause at issue is contained within the “Second Amended and Restated
Operating Agreement of Tellico Landing, L.L.C(;the Agreement”), [Doc. 43-1 at 1-19], which
the Plaintiff, Ward S. Whelchel, and DefendiiR Properties Inc., (“LTR”), entered into on May

29, 2002. Section 8 of the Agreement is entitled “Management.” Subsection 8.1 addresses

“In their motion, the Ross Defendants pray genethly “the Court compel arbitration of certain
matters as described in the Complaint filed by ttaén@ff, Robert T. Stooksbury, Jr.” [Doc. 43 at 2].
The only clarification of the “certain matters” to &bitrated is the Ross Defendants’ statement that:

With respect to any damages as set forthénMiotion to Dismiss for Prior Suit Pending, which
would be the subject of arbitration, Ross and LhERewith move to compel the arbitration and/or
to stay all proceedings until the arbitratioddawsuits filed in the Chancery Court for Blount
County, Tennessee have been resolved and concluded.

[Doc. 43 at 3]. The Motion to Dismiss or Stay for Prior Suit Pending [Doc. 40] does not contain any
clarification of the “damages” which the Ross Defendaetk to arbitrate. After the Plaintiff filed his
Response [Doc. 54], the Ross Defendants clarified the relief it seeks by emphasizing that the “Court
should enter an order compelling arbitration of thent$adlleged in Count Il of the Plaintiff’'s Complaint,

which are within the scope of the mandatory arbiraprovision . . . .” [Doc. 65 at 9]. Count Il in the
Complaint [Doc. 1] has been renumbered as Couim i¥ie Plaintiff’'s Amended Complaint [Doc. 73],

and it was referred to as such at the hearingismtlatter. At the hearing, the Ross Defendants

represented that they only seek arbitration of the breach of agreement and breach of fiduciary duty claims
contained in Count IV. The Court has consideréslriarrowed request in its analysis of the issue.
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delegation of management authority; Subsectiod&s2ribes a chief manager and other managers;
Subsection 8.3 describes the term and electiomesfagers; and Subsection 8.4 outlines the duties
and authority of managers. [Doc. 43-1 at 11-12].
Subsection 8.5 is entitled “Development Fee- €astd Expenses,” and it is further divided
into four sections designated as (a)-(d). Subze&i5(a) explains that LTRIll be paid a 12% fee
for its services as “Managing Member.” Suliget8.5(b) directs that “Management expenses” are
the responsibility of LTR. Subsection 8.5(b) sliggexamples of these “management expenses”
including employee wages, rent, equipment, apghbes. Subsection 8.5(c) is entitled “Marketing
and Third Party Expenses,” and it states ‘fmotwithstanding subsection 8.5(b), the LLC hereby
agrees to pay, in addition to the 12% development fee, certain “marketing” and “third party”
expenses . ...” “Marketing expenses” are dbsdrias costs and expenses incurred in connection
with marketing including reasonable travel and entertainment expenses. “Third Party Expenses”
are described as costs and expenses incurrdéeluadf of the LLC for example for services of
engineers, lawyers, or accountants.
Subsection 8.5(d) follows and, in its entirety, states:

In the event of any disagreement regarding whether a particular cost

or expense is the obligation of theC or of LTR, amajority of all

the Members shall decide. If tiees a deadlock, and the amount in

question is less than $5,000.00, then the cost or expense shall be paid

by the LLC. If there is deadlock, and the amount in question is

$5,000.00 or more, and the Members cannot break such deadlock

after a period of thirty (30) days, then the question shall be submitted

to binding arbitration pursuant to the Rules of Commercial

Arbitration of the American Arbitration Association, with all costs

and expense of the arbitration¢lmding reasonable attorney’s fees,

to be paid by the non-prevailing party or parties.

[Doc. 43-1 at 14].



With the provision at issue in mind, the Courtuto the applicable law. As the Supreme
Court of the United States has explained, “a pahy has not agreed to arbitrate will normally have
a right to a court’s decision abahe merits of its dispute . . . . [, bJut, where the party has agreed

to arbitrate, he or she, in effect, has relinquishadh of that right’s practical value.” First Options

of Chicago, Inc. v. Kaplarb14 U.S. 938, 942 (1995). “When deciding whether the parties agreed
to arbitrate a certain matter (including arbitrability), courts generally . . . should apply ordinary
state-law principles that govern the formation of contracts.”atd®43.

The Agreement was entered into in Tennessee by citizens of Tennessee, and it is governed
by Tennessee law. Tennessee contract law dictates that:

The cardinal rule for interpretation of contracts is to ascertain the
intention of the parties and to gieffect to that intention, consistent
with legal principles. If the langge of the contract is clear and
unambiguous, the literal meaning controls the outcome of the dispute.
In such a case, the contract itempreted according to its plain terms
as written, and the language usetaken in its “plain, ordinary, and
popular sense.” The interpretation should be one that gives
reasonable meaning to all of th@yisions of the agreement, without
rendering portions of it neutralized or without effect. The entire
written agreement must be considered.

Maggart v. Almany Realtors, In@59 S.W.3d 700, 703-04 (Tenn. 2008rnal citations omitted).

The plain language of Subsection 8.5 cleartyicates a limited scope of application. The
arbitration provision deals exclusively with cos®e specific provision itself instructs that “any
disagreement regarding whether a particular castpense is the obligation of the LLC or of LTR”
would be subjected to arbitration. [Doc. 43-114]. The provision does not provide that, for
example, “any and all issues, conflicts, or allegatadrisaud or disregard of fiduciary duties arising
under the Agreement” will be provided to arhiiva. Reading the provisn indicates only disputes

regarding costs and expenses will be referrediditration. The use okks, licenses, wages, and
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marketing expenses as examples does not indicatesaler that the provision is meant to envelope
large-scale allegations of capital misappropriation and fiduciary misconduct.

As stated above, Tennessee law directs that the plain language be viewed in light of the
agreement as a whole in a way that does natraléze other provisions. Viewing the Agreement,
in its entirety, only reinforces the limited scopé&aobsection 8.5(d). The inclusion of the provision
within the “Development Fee - Costs and Expenses” section does not indicate an over-arching
agreement in favor of arbitration. Moreoveg #thgreement contains a second, limited arbitration
provision addressing the removal of managersac[D3-1 at 16]. The inclusion of a second
arbitration provision indicates that the partiegh® contract consciously limited the matters to be
submitted to arbitration and did not intend for the arbitration clauses to be read broadly.

Accordingly, the Court finds that Subsect®(d) is a limited arbitration provision meant
by the parties to address only disputed fees, liceasdgyther expenses consistent with and similar
to those provided as examples in Subsection 8.5.

At the hearing in this mattethe Ross Defendants represented to the Court that they only
seek to have certain limited expenses to ferned to arbitration, but the Ross Defendants did not
identify any costs or expenses that they htiparbitrate in terms of specific services/goods
provided or dollar costs of the disputed expengéthout such descriptions and specifics the Court
remains convinced that the broad allegationamfe-scale fraud and misappropriation, which are
the only matters now before the Court, are beytbrdscope of the Subsection 8.5(d). If the Ross
Defendants can identify specific discreet costs apemses that are ripe for arbitration, the Court

would encourage them to submit such claimghe® American Arbitration Association (“AAA”)



forthwith. At the hearing, the Ross Defendanfg@sented that they had not submitted any claim
to the AAA.
[11.  CONCLUSION

In sum, the Court finds that Subsection 8.5l@@s not require arbitration of the allegations
in this litigation?> Accordingly, the Court finds th#ée Motion to Compel ArbitratiofDoc. 43]
is not well-taken, and it BENIED.

IT 1SSO ORDERED.

ENTER:

s/ H. Bruce Guyton
United States Magistrate Judge

®In light of the Court’s conclusion that the alléigas are outside the scope of Subsection 8.5(d),
the Court will not address the Plaintiff's contention that the provision is unconscionable.
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