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Editor’s Introduction

In this edition of the Quarterly Prophets, we cover timely topics that im-
pact litigation strategy. Tricia Legittino gives you a look at the current
state of the litigation discovery process concerning electronically stored
information. Barney Given's article summarizes major issues related to
enforcement of guaranties in California. Finally, Ken Russak discusses
the importance of construction loan monitoring and supervision proce-
dures in light of a court’s recent action upholding the 1989 decision in
Familian Corp. v. Imperial Bank, which concerns bonded stop notices.

We are always looking for good topics to include in the Quarterly
Prophets and if you would like us to tackle a particular topic of interest,
please let us know. Thank you.

Think Before You Delete:
The Current Status
of Electronic Discovery

By Tricia L. Legittino

In a world where emails, text messages, and voice mails have nearly replaced letters, the litigation dis-
covery process is no longer as easy as simply opening up a file cabinet and copying all the documents that
may relate to the claims in a lawsuit. Over the last several years, both law makers and courts have begun
serious efforts to create laws that corral the "spoliation" (or destruction, alteration or failure to preserve ev-
idence) of electronically stored information (commonly referred to as "ESI"). Courts are now sanctioning
parties who not only willfully destroy potentially relevant evidence, but also those who have simply failed
to take any practical steps to ensure that ESI is not altered, modified or destroyed once litigation is rea-
sonably likely to occur, or who have failed to conduct a meaningful investigation to identify, preserve and
collect any materials that may be related to a law suit.

However, there is no consensus among either state or federal courts as to what steps need to be taken
to avoid sanctions for spoliation of ESI. At this time, what can be concluded, based on the current cases,
is that the best way for companies and organizations to abide with the new ESI rules is to act proactively
by implementing, well in advance of threatened litigation, a “preservation policy” that directs “key per
sons” (i.e. anyone who it believes may have records in connection with the matter) to preserve all rele-
vant data in the event litigation is commenced. Even more, it is not enough to simply have a "preservation
policy" to prevent the spoliation of potential evidence, but courts may now examine the policy to make sure
that it is comprehensive enough to cover all areas where potential evidence may be stored and that it
contains a mechanism by which identified materials will be collected and preserved.

(continued on page 6




A Primer on Enforcement

and Defense of Guaranties in California

By Bernard R. Given, Il

Guaranties and Suretyship

In this continued time of fi-
nancial crisis, enforcement and
defenses of guaranties are of
critical importance to creditors.
In understanding enforcement
issues, one must draw a dis-
tinction between guarantors
and sureties, their respective
doctrines under California statu-
tory and common law and the
convergence of these doctrines
under California statutory and
common law. While California
law with respect to guaranties
and sureties has been formally
codified over the years, the doc-
trines regarding guaranties and
sureties have been primarily de-
veloped through the courts.
California statutory law govern-
ing these doctrines can be
found in Sections 2787 through
2856 of the California Civil
Code. Notwithstanding the def-
initional distinctions between
guarantors and sureties, Califor
nia statutory law has essentially
abolished these distinctions.
California Civil Code Section
2787 states that "[a] surety or
guarantor is one who promises
to answer for the debt, default
or miscarriage of another, or hy-
pothecates property as security
therefore." Section 2787 further
states that "[t]he terms and their
derivatives, whether used in
this code or in any other statute
or law of the state. . . shall have
the same meaning as defined in
this section. Importantly, a "a
person may become a surety
even without the knowledge or
consent of the principal." Civ.
Code § 2788. Guaranty and
Suretyship Defenses.

Union Bank v. Gradsky
California common law has in

large part governed the en-
forcement of guaranties and the
various defenses thereto. Cali-
fornia statutory law, in turn, has
been amended and modified to
address the results of certain
well-known California state
court decisions addressing de-
fenses to guaranties. One of
the first prominent cases is
Union Bank v. Gradsky, 265 Cal.
App. 2d 40 (1968). Gradsky in-
volved a construction financing
arrangement guaranteed by Mr.
Max Gradsky , the project con-
tractor. Mr. Gradsky's guaranty
documents contained only a
very general waiver provision,
stating "l waive... any right to re-
quire the holder of this within in-
strument to proceed against
[mel]... or to apply any security it
may hold or to pursue any other
remedy." After the primary
obligor defaulted, the lender
sold the real property at a
trustee's sale and pursued col-
lection of the remaining loan
balance from Mr. Gradsky.

In an extensive analysis of
various collection options the
lender had, the court ultimately
held that the lender was
estopped from recovering a de-
ficiency judgment against Mr.
Gradsky because the lender,
having elected a particular rem-
edy (non-judicial foreclosure),
cut off Mr. Gradsky's subroga-
tion rights against the borrower.
Although California's anti-defi-
ciency statute (Code Civ. Proc.
§ 580d) does not protect guar
antors directly, as a practical
matter, the court determined
that the non-judicial sale of the
property would destroy the fu-
ture rights of any creditor, in-
cluding Mr. Gradsky, from
seeking repayment from the
borrower by virtue of Mr. Grad-
sky's subrogation rights be-

cause of the effect of the anti-
deficiency statute and one ac-
tion rule. In short, the court
found that since the lender had
a selection of potential reme-
dies, some of which would have
preserved Mr. Gradsky's rights,
the lender's decision to select
the one remedy that destroyed
Mr.  Gradsky's subrogation
rights (a non-judicial sale of the
property), barred the lender
from thereafter pursuing Mr.
Gradsky and thus the estoppel
based "Gradsky defense" was
born.

Cathay Bank v. Lee

In response to Gradsky,
lenders immediately began to
alter the waivers in various guar
anty documents to insure that
choosing non-judicial foreclo-
sure could not affect their ability
to collect the debt from a guar
antor. That was until the Cathay
Bank v. Lee case came along.
In Cathay Bank v. Lee, 14 Cal.
App. 4th 1533 (1993), the bank
made a loan to a corporate
debtor, securing the principal
obligation with real property and
also supporting it with a per
sonal guaranty from one of the
corporation's directors, Mr. Lee.
The corporation defaulted on its
obligations, the bank conducted
a non-judicial foreclosure of the
property, and the bank obtained
summary judgment against Mr.
Lee for the balance of the loan.
Mr. Lee raised the Gradsky de-
fense on appeal and the appel-
late court found that because
the waiver of defenses lan-
guage in his guaranty referred
only to his "rights" and did not
provide him with any detailed,
actual explanation of either the
Gradsky defense or California
Civil Code Section 580(d), that
the waiver was insufficient. The

importance of the Lee case was
that for waivers to be valid, they
must sufficiently describe the
consequence of each waiver.
As will be discussed in more de-
tail below, the California legisla-
ture responded with the
enactment of California Civil
Code Section 2856 (Waiver of
Rights or Defenses by Guaran-
tor or other Surety) and subse-
quent modifications thereto.

*Sham Guaranty" Defense

In addition to the common
law defenses created as a result
of the Gradsky and Lee cases,
there is also a doctrine known
as the "sham guaranty" defense.
California Civil Code Section
2787, discussed above, purports
to abolish the distinction be-
tween sureties and guarantors.
The concept in the statute is
that a principal of the borrower
cannot "guaranty" its own debt.
A "sham guaranty" therefore oc-
curs where the guarantor is not
a true guarantor but rather a
principal obligor disguised as
the guarantor. In those in-
stances where a "sham guar
anty" exists, the guarantor
essentially gains the protection
ordinarily accorded to the princi-
pal under the anti-deficiency
statute.

Accordingly, if a "sham guar
anty" situation exists, the guar
antor is entitled to the
unwaivable protection of the
anti-deficiency statutes. As one
might imagine, whether or not
a "sham guaranty" exists is a
fact intensive analysis and is
fact specific and case specific.
This analysis will generally focus
on the nature, existence and in-
vestigation into the corporate
entity, financial condition of the
corporate borrower, and pur

pose of the underlying loan
(continued on page 5)
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Will Familian Ever Be Stopped?
Construction Lenders Beware and Be Wise

By Kenneth N. Russak

The importance of con-
struction loan monitoring and
supervision procedures was un-
derscored by a recent appellate
decision on bonded stop no-
tices that reaffirmed the widely
criticized 1989 case of Familian
Corp. v. Imperial Bank, 213 Cal.
App. 3d 681 (1989). On May 5,
2011, the California Court of Ap-
peal handed down an unpub-
lished decision in a bonded stop
notice case that affirmed a judg-
ment in favor of a stop notice
claimant on a construction proj-
ect financed by East West Bank.

The judgment required
East West Bank to pay the sub-
contractor's unpaid claim from
disgorgements of interest and
fees that were paid to East
West Bank from advances
under the construction loan, be-
fore service of the bonded stop
notice. The appeal generated a
significant amount of interest in
the lending community. The
California Bankers Association
(CBA), the California Mortgage
Association (CMA) and Western
Independent Bankers (WIB) (in
a brief written by the author of
this article), each filed amicus
curiae, or "friend of the court,"
briefs in support of East West
Bank.

Construction lenders first
started dealing with the retroac-
tive disgorgement problem
when the Familian court an-

nounced its ruling that stop no-
tice claimants had the right to
seek retroactive disgorgement
of interest payments funded
from the construction loan. Not
too long after it was handed
down, however, the decision
faded into relative obscurity,
due to the generally improving
real estate economy — at least
until the last few years. Indeed,
even before Familian, construc-
tion lenders had developed a va-
riety of strategies to minimize
stop notice and related me-
chanics lien risks, such as (1)
the requirement that subcon-
tractors execute on a monthly
basis sequential conditional and
unconditional progress payment
lien releases, (2) the use of
funds control agents, and (3)
the disbursement of funds for
the payment of subcontractors
by checks jointly made out to
the subcontractors and the bor
rower. These techniques, how-
ever, are labor intensive,
expensive and disliked by bor
rowers, as they tend to slow-
down the funding and add to
the expense burden for credit-
worthy borrowers just as much,
if not more, as they do for bor
rowers of lesser quality.

During the run-up to the re-
cent financial crisis, competitive
pressures led many lenders to
abandon more laborintensive
risk mitigation strategies in
favor of less costly and more
agile percentage funded/per
centage completed reconcilia-

Kenneth N. Russak is a shareholder in the
firm who practices in the area of financial re-
structuring, insolvency, commercial finance
law and finance related litigation. He has ex-
tensive experience representing lenders and
other creditors in their dealings and disputes
with insolvent or potentially insolvent entities
in bankruptcy court proceedings, in state and
federal court non-bankruptcy litigations and in
out-of-court workouts.

tion regimes. While the econ-
omy was roaring, the discipline
of things like a monthly
progress payment lien release
monitoring, joint check dis-
bursement of loan funds, funds
control agents and the like
seemed to many construction
lenders to be unduly conserva
tive, burdensome and expen-
sive. Lenders who abandoned
those strategies were both
more attractive to borrowers —
who did not want the headache
of the additional paperwork and
delay — and more cost-efficient
to lenders, by reducing the over
head of a large internal staff of
loan administrators or the cost
of external funds control
agents. Many seasoned
lenders recognized that the re-
duction in risk mitigation strate-
gies compelled by these
competitive  pressures  in-
creased the risk of loss from
borrower mischief or incompe-
tence, but the prevailing opti-
mism about the economy in
general and the real estate in-
dustry in particular supported an
argument that the magnitude of
the increased risk of loss was
small enough to be acceptable.
Percentage progress monitor
ing, presumed deed of trust pri-
ority and title insurance were
seen to be sufficient. After all,
how bad could it get?

The 1989 Familian decision
was handed down near the end
of a down cycle in real estate.
Although it was followed by a
year or two of public contro-
versy and comment in the legal
community, it never really
gained or maintained promi-
nence in the minds of construc-
tion lenders. By and large, the
mythology that real estate could
only go up seemed to have be-
come accepted dogma by the

middle of the first decade of the
new century; and Familian
faded into obscurity. More to
the point, during the past 20
years, few Familian style cases
were tried and even fewer were
tee'd up for appellate review,
simply because the number of
failed construction projects was
minimal, rising values tended to
fix those projects in spite of
themselves and those few
cases that made their way up
the appellate path usually set-
tled before any appellate deci-
sions were handed down.

The financial crisis, of
course, brought the party to a
stunning halt. Construction loan
monitoring  strategies that
seemed ‘'safe enough" until
then, suddenly were seen in a
whole new light. Construction
lenders came to learn the reluc-
tance of title insurers to settle
mechanics lien claims promptly
(or at all); and, to add injury to
insult, the Familian case once
again reared its ugly head.

Before Familian, the con-
ventional wisdom was that a
stop notice claimant could only
reach the undisbursed portion
of a construction loan fund that
the lender withheld after serv-
ice of the stop notice. (If the no-
tice is served without a bond,
the construction lender has no
obligation to withhold. If the no-
tice is bonded, the construction
lender is required to withhold
future disbursements.) The Fa-
milian decision, for the first
time, gave the "withholding" re-
quirement retroactive effect.
According to that decision, a
construction lender could be re-
quired to disgorge the entire
amount of all regular monthly
payments of interest and loan

fees paid to it from loan dis-
(continued on page 4
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bursements (up to the amount
of the stop notice claim), even
if the interest and fees were
paid to the lender long before
service of the bonded stop no-
tice.  All the stop notice
claimant had to show to force a
disgorgement of prior pay-
ments of interest and loan fees
is that those payments were
funded by advances under a
construction loan agreement
that had "allocated" a portion of
the future loan disbursements
for the payment of interest and
fees.

The Familian decision was
based upon a section of the
stop notice laws which provides
that the rights of a stop notice
claimant cannot be defeated by
an 'assignment" of the con-
struction loan fund. Familian
not only held that an "allocation"
of a portion of the loan pro-
ceeds to the payment of inter
est or fees (e.g., financed
points or an interest reserve)
was an "assignment" within the
meaning of that section, but
also that a payment from that
allocation to the lender for
earned interest must be dis-
gorged, even if the payment
was made long before service
of the bonded stop notice.

East West Bank, CBA,
CMA and WIB each separately
argued that the Familian deci-
sion was poorly reasoned and
legally incorrect and therefore
should be rejected. The Court
of Appeal disagreed, stating
that the 'legal principles set
forth in Familian have remained
intact for more than 20 years.
The Bank and the amici curiae
have provided no compelling
reason to deviate from those
long-standing legal principles."

The only good news for the
construction lending commu-
nity is that the Court of Appeal
expressly determined that the
decision should not be pub-
lished in the official reports of
the courts of California; and
therefore cannot be cited as au-
thority in any other lawsuit.
That being said, news of the de-
cision is likely to circulate
among the lawyers who regu-
larly represent subcontractors
on construction projects and
will bolster their confidence in
their cases and settlement ne-
gotiations.

Although the Court of Ap-
peal agreed with the analysis in
the Familian decision, that does
not mean the Familian analysis
is any less controversial. At
least one other unpublished de-
cision from a different district of
the California Court of Appeal
came down differently; and it
certainly is possible that the
California Supreme Court might
agree to review the decision, if
East West Bank requests such
review. The decision to seek re-
view, however, is complicated;
and it is certainly possible that
East West Bank may elect to
leave well enough alone with
this unpublished decision.

Separate and apart from
the reasoning of Familian, one
can readily question the wis-
dom of a policy that forces con-
struction lenders to manage the
credit risks incurred by subcon-
tractors. Subcontractors are as
capable of protecting them-
selves as they are likely to be
protected by construction
lenders, if not more so, by the
simple expedient of refusing to
work if they are not paid on a
timely basis. Shifting the risk of
loss to the construction lender
allows subcontractors to ob-
scure problems in a construc-
tion project for months. They
can "work with" an inept or un-
ethical developer for months,

on the hope that some miracle
will put the project back on a
sound financial footing; be-
cause they know that, at the
end of the day, the construction
lender likely will be forced to
cover their bets under the stop
notice laws.

Critiques of the "moral haz-
ard" created by an implied gov-
ernmental guaranty of Wall
Street's bad bets are no less
apt in the smaller scale world of
real estate development. Mak-
ing the construction lender the
absolute guarantor of subcon-
tractor payments (at least up to
the amount of interest paid to
the lender) eliminates the in-
centive that subcontractors
have to manage carefully the
credit they extend to develop-
ers, but at the cost of burden-
ing construction lending
generally with greater adminis-
trative costs and delay, not to
mention higher interests rates
to compensate for increased
risk.

In the meantime, construc-
tion lenders will have to deal
with stop notice claims without
any significant change in exist
ing law. Problem loans already
in the system are one thing.

Even though Familian presents
significant challenges for exist
ing problem loans, construction
lenders are not left solely to the
mercy of the courts and stop
notice claimants when dealing
with new construction loans.
The key to avoiding a Familian
problem is to make sure that
subcontractors and other trade
creditors working on a con-
struction project are paid cur
rent at all times. Unless
competitive pressures once
again  prevail, construction
lenders can be expected to
reimpose some, if not all, of the
construction loan monitoring
strategies that they previously
had abandoned. Indeed, only
the most robust monitoring
strategies will protect a con-
struction lender from subcon-
tractors willing to collaborate
with a developer of an under
funded, out of balance con-
struction project. Such robust
construction loan monitoring by
lenders no doubt will lead to
fewer subcontractors being left
holding the bag, whether the
subcontractor is a victim or will-
ing participant; but a price will
be paid for that vigilance that ul-
timately will burden the real es-
tate industry in particular, as
well as the general economy.
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agreements.

"One Action” Rule

Probably the most well known
of all defenses in California law,
is what is known as the "one ac-
tion" rule. California Civil Code
Section 726(a) provides in pertk
nent part that, "“There can be but
one form of action for the re-
covery of any debt or the en-
forcement of any rights secured
by a mortgage upon real prop-
erty." This statute prohibits the
secured lender from pursuing
any other judicial cause of ac-
tion, such as suing the borrower
directly for a money judgment
without foreclosing on the real
property collateral. As a result,
when the lender takes real es-
tate collateral as security for the
loan, the lender must foreclose
on its collateral, including real
property collateral, first. Fur
ther, the lender can only bring
one "action" against the bor
rower and must use it as the
primary source of repayment
when collecting the loan.
Notwithstanding this rule,
lenders are permitted to com-
mence a judicial action (com-
plaint for judicial foreclosure)
and simultaneously purse a
non-judicial foreclosure, since
neither the mere filing of the
lawsuit or commencement of
the non-judicial foreclosure is
deemed to constitute an "ac-
tion" in California. The lender is
deemed to have elected its
remedy, and had its one action,

only when a judgment has been
entered, if a judicial "action" is
completed, or when the non-ju-
dicial foreclosure action has
been completed. Accordingly,
it is not unusual for lenders in
California to commence non-ju-
dicial and judicial foreclosure
proceedings simultaneously.
Depending upon monetary ob-
ligation, timing of any action,
collateral value, and other is-
sues, such lenders will then
make the appropriate decision
as to which avenue is most
practical in consideration of the
foregoing factors.

Protecting and Enforcing
Guaranty Rights
California Statutory Law

Notwithstanding the guar
anty and surety defenses dis-
cussed above, California
statutory law makes provision
for enforcing guaranty rights
and waivers. For example, Cal-
ifornia Civil Code Section 3268
generally provides that the pro-
visions in the California Civil
Code in respect to the rights
and obligations of parties to
contracts, are subordinate to
their intentions and that the
benefits of the California Civil
Code may be waived by any
party, unless otherwise de-
clared by law or if such waiver
would be against public policy
or law.

As a result of the holding in
the Lee case, and ongoing con-
cerns about the enforceability
of guaranties, the California leg-
islature enacted two different
versions of California Civil Code
Section 2856; one in 1994 and
another in 1996. The 1994 ver

Bernard R. Given, Il is a shareholder of
the firm where he specializes in Bank-
ruptcy and Commercial Litigation. Mr.
Given has represented Debtors, Creditors,
. and Creditors'
| throughout the United States.

Committees in cases

sion sought to preserve the va-
lidity of guarantors' waivers of
the one action and anti-defi-
ciency protections available to a
borrower. In 1996, the legisla-
ture further amended Section
2856 to clarify the abilities of
guarantors to effectively waive
certain statutory and common
law rights.

Section 2856(a), in its current
form, provides three general
rules regarding a guarantor's
ability to waive certain rights
and defenses, including those
of a guarantor of a real property
secured loan: (1) a guarantor
may waive all rights of subroga-
tion, reimbursement, indemnifi-
cation and contribution and any
other rights and defenses that
are or may become available to
the guarantor by reason of Cali-
fornia Civil Code Sections 2787
through 2855; (2) a guarantor
may waive any rights or de-
fenses a guarantor may have re-
garding its guaranty obligations
by reason of an election of
remedies by the creditor; and
(3) a guarantor may waive any
rights or defenses the guarantor
may have because the princi-
pal’s obligation is secured by
real property, including any
rights or defenses based on the
application of Section 580a,
580b, 580d or 726 of the Cali-
fornia Code of Civil Procedure
to the principal’s obligation.

Sections 2856(c) and (d) also
sets forth what is come to be
known as the "safe harbor" lan-
guage for creating effective
waivers, although Section
2856(b) adds that “[a] contrac-
tual provision that expresses an
intent to waive any or all of the
rights and defenses described
in [Section 2856(a)] shall be ef-
fective to waive these rights
and defenses without regard to
the inclusion of any particular
language or phrases in the con-
tract to waive any rights and de-

fenses or any references to
statutory provisions or judicial
decisions.”

California Common Law

Notwithstanding the Cathay
Bank v. Lee and Union Bank v.
Gradsky, the California courts
have frequently interpreted pro-
visions of the California Civil
Code to permit parties to con-
tractually alter the statutory re-
quirements of the law of
suretyship or to waive statuto-
rily provided rights and de-
fenses. In Bloomv. Bender, 48
Cal.2d 793, 800 (1957), the Cal-
ifornia Supreme Court held that
it was proper for the parties to
agree by contract not to termk
nate the liability of a secondary
obligor upon discharge of the
principal obligor notwithstand-
ing the prohibition prescribed by
California Civil Code Section
2809. See also River Bank
America v. Diller, 38 Cal. App.
4th 1400, 1419 (1995).

Proactive Approach to Pro-

tecting Guaranty Rights

In order to protect and en-
force its guaranty rights, the
obligee can undertake numer
ous steps through the drafting,
documentation and collection
processes. The most readily
available and prominent protec-
tive device is utilization of the
model “safe harbor” waiver lan-
guage prescribed by Section
2856 of the California Civil
Code.

In addition to using the model
language prescribed by Califor-
nia Civil Code Section 2856,
obligees also have procedural
tools available to avoid waiving
their guaranty rights. The first,
and most common procedural
tool is seeking judicial foreclo-
sure on the real property rather
than non-judicial foreclosure.
The advantages of a judicial
foreclosure are that it preserves
the enforcement of the guar

(continued on page 6)
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anty and suretyship obligations
and precludes the application
of the "one action" rule in con-
nection with such foreclosure.

The disadvantages to judicial
foreclosure are the time and
expense involved as it is virtw
ally impossible to prosecute a
judicial ~ foreclosure  case
through the California state
courts in less than 12 to 18
months; especially if there are
genuine issues of material
facts. As all are well aware,
non-judicial foreclosure is a rel-

atively quick process but impli-
cates the "one action" rule.

In this strained economic cli-
mate, many lenders are en-
countering situations where a
borrower is insolvent, the un-
derlying collateral has depreci-
ated substantially and the best
source of recovery might be
the guarantor. In such an in-

stance, it may be totally appro-
priate to simply seek the entire
amount due from the guarantor
and bypass the substantive and
procedural hurdles incident to
recovery from the primary
obligor or the underlying collat-
eral.

Electronic
Discovery

(continued from page 1)

ESI Preservation Guidelines
and Recommendations

In 2006, Congress
amended the Federal Rules of
Civil Procedure to address
specifically the preservation of
ESI. Similarly, in June 2009,
the California legislature en-
acted the Electronic Discovery
Act ("EDA"). The EDA essen-
tially amended the California
Civil Discovery Act to cover
records which are “Electronic,”
which is defined as “relating to
technology having electrical,
digital, magnetic, wireless, op-
tical, electromagnetic, or simi-
lar capabilities, “as well as to
cover “Electronically Stored In-
formation,” which is defined as
“information that is stored in
an electronic medium.”

The goal of these amend-
ments both at the federal and
state level is the same, namely
ensuring litigants avoid at-
tempting to obtain an advan-
tage in litigation by destroying,
altering or withholding evi-
dence related to a case regard-
less if that evidence is keptin a
file cabinet or on a hard drive.
The net effect of both of these
laws requires every business
to implement a “preservation
policy” that directs “key per-
sons” (i.e., anyone who it be-

lieves may have records in con-
nection with the matter) to pre-
serve all relevant data and
create a mechanism to collect
it.

While the EDA is relatively
new, based on cases dis-
cussing the ESI amendments
to the Federal Rules of Civil
Procedure, the type of conduct
the EDA could encompass in-
cludes not just the willful de-
struction and or alteration of
records but also simply failing
to preserve records once a
party is engaged in a dispute
that could lead to a potential
lawsuit.

Under both federal and
state law, a court may impose
several different types of sanc-
tions for a failure to preserve all
records in connection with a
lawsuit. These sanctions can in-
clude:

e Monetary sanctions
against a party and/or its attor
ney;

e |ssue sanctions in
which the court will issue an
order designating that certain
facts are deemed established
in favor of the party adversely
affected by the abuse of dis-
covery;

e Evidence sanctions
meaning that the court can
issue an order prohibiting cer
tain information from being in-
troduced into evidence at the
trial; or

e Terminating sanctions
(e.g., dismissing a plaintiff's

Under both federal and state law, a court

may impose several different types of sanc-

tions for a failure to preserve all records in

connection with a lawsuit.

complaint or entering a judg-
ment against the defendant).

Traditionally, at both the
federal and state level, trial
courts have broad discretionary
power to impose discovery
sanctions. Thus, the type of
sanction a court may impose
depends on the judge’s as-
sessment of the conduct.
However, there is no consis-
tency between the courts at ei-
ther the state or federal level as
to what conduct a court may
sanction, and because of this
there is no clear, concise list of
what a company, can and can-
not do in connection with ESI
once it has notice of even a po-
tential lawsuit. For example,
there have been cases that
sanction a party for mere care-
lessness (e.g., permitting
servers to be replaced while lit-
igation is pending) to cases
that sanction a party for gross
misconduct (e.g., destroying a
lap tap which the person knew
contained emails relevant to
the lawsuit).

Based on the lack of a
bright-line test in this area, we
recommend our clients pro-
ceed in the manner specified
by the Judge Paul W. Grimm of

the United States District Court
in Maryland in a decision pub-
lished in September 2010 (Vic-
tor Stanley, Inc. v. Creative
Pipe, Inc. et al, Civ. No. MJG-
06-2662 (Sept. 9, 2010)): “The
only ‘safe’ way to do so [imple-
ment a preservation policy] is
to design one that complies
with the most demanding re-
quirements of the toughest
court to have spoke on the
issue, despite the fact that the
highest standard may impose
burdens and expenses that are
far greater than what is re-
quired in most other jurisdic-
tions in which they do business
or conduct activities.”

Heeding Judge Grimm’s
advice, when faced with po-
tentially commencing or de-
fending a lawsuit, we advise
our clients immediately do the
following:

1. Identify the “key per
sons” who may have informa-
tion about the matter. A key
person essentially is any em-
ployee, officer, agent, or con-
sultant who may have data in
connection with the matter.

(continued on page 7)
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(continued from page 6)

This would include any person
who may have worked on this
matter in any manner at any
time.

2. Once the key persons
have been identified, the busi-
ness should deliver to each of
them a “litigation hold” letter
directing them to search and
preserve (i.e. not delete, alter
or modify) all materials (elec-
tronic and hard documents)
they may have in their posses-
sion that relate in any way to
the matter (without the person
making any determination as to
what is factually or legally rele-
vant). The business must ex-
plain that the search for these
materials includes documents
in tangible format as well as
computer files, emails, elec-

tronic calendars, and even text
messages. Further, the search
of emails must include those in
the person’s “in box” as well as
“sent” and “deleted” emails.
This litigation hold letter must
also provide clear, easy to fol-
low instruction on how to pre-
serve the ESl once it is located
so it can be collected and re-
viewed by counsel. In addition,
the litigation hold letter should
provide contact information for
technical assistance for this
process.

3. Contact the IT depart-
ment (or IT consultants) to in-
form them of the matter and
instruct them that no comput-
ers of any of the Key Persons
are to be altered or modified in
any way and that all back-up
procedures which may override
or delete date on the servers is
to be suspended until further
notice. A copy of the litigation
hold letter should also be sent
to them.

| litigation

Tricia Legittino is a partner of the firm and one
of the firm's lead trial lawyers.

She has represented brokers and individual in-
vestors in securities litigation as well as repre-
senting lenders and businesses in commercial

While the business should take
the above steps as soon it con-
templates bringing a lawsuit or
learning it will defending one,
we also recommend that busi-
ness do the following to devise
a preservation policy:

e In-house counsel and/or
senior executives in charge of
litigation must become familiar
with the business's ESI back-up
procedures. It is imperative to
know how often ESl is deleted
from the company's servers
and how those procedures can
be suspended once a lawsuit
has been threatened so that
backed-up files are not inadver
tently deleted. It is no longer
acceptable to tell courts that
evidence was lost because the
person at the business in
charge of the litigation was not
aware that back-up data was
regularly destroyed and no
steps were taken to preserve
It.

e |mplement proce-
dures in the employee hand-
book that prohibit employees
from altering the hard drives on
their computers without the ap-
proval from in-house counsel or
senior management. Further,
employees should be directed
that they are not to install soft-
ware on their computers such

as "Easy Cleaner” or "“CC
Cleaner” that “scrub” or delete
data from not only their com-
puters but the servers as well.

e Adopt and consis-
tently implement a preserva
tion policy that not only defines
a document retention decision-
making process, but also es-
tablishes procedures for the
reporting of information relating
to a potential threat of litigation
to a responsible decision
maker.

Document all steps that
have been taken to preserve
ESI.  Once litigation com-
mences, it could easily be
months to over a year before
the business may be asked
about what preservation steps
it has taken, and memories can
easily fade by then or employ-
ees who were handling the
process may have left the com-
pany’s employ. However, if all
the steps are documented in
writing, then the business
should be easily able to sub-
stantiate the preservation
steps it took either to its adver
sary or to the court.

NAMES IN THE NEWS

Andrew K. Alper spoke at the National Equipment Fi-
nance Association Conference in March 2011 regarding “buying,
Selling or Brokering Portfolios.” Mr. Alper published a feature ar
ticle titled "Attorneys Perspectives on How the Economy Will Ef-
fect Banking, Leasing and Litigation in 2011" for The Monitor,
which is a national magazine/periodical for the equipment leasing
and finance industries. Mr. Alper also wrote an article for The
Monitor on “Enforceability of Standstill Provisions in Subordina
tion Agreements.”

Bernard R. Given, Il, was a featured speaker for the Bank-
ruptcy Section of the Beverly Hills Bar Association on Enforcing
Guaranties in Bankruptcy.

Thomas M. Robins, Ill, recently obtained a defense ver
dict in a jury trial in the Orange County Superior Court, where a
banking client was sued for fraud in connection with negotiations
to extend a more than $7 million land acquisition and development
loan for a year.

Craig A. Welin spoke on workout strategies at the Dis-
tressed Debt Summit in New York City, and he also spoke on
workout strategies and foreclosures at the California Bankers” As-
sociation Annual Lenders Conference in Rancho Mirage.
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