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MEMORANDUM AND ORDER

This action originated when Robert Hochberg (“Hochberg”), Andrew F. Napoli
(“Napoli”), Scott E. Diamond (“Diamond”), Jack Bernstein (“Bernstein”), and David S. Berman
(“Berman”), partnersin the firm, Haymond Napoli Diamond, P.C., sued their partner John
Haymond (“Haymond”), and his Connecticut law firm. The action arose, in part, from prior
litigation involving the dissolution of Haymond & Lundy, LLP ("H&L"), alaw firm with

Pennsylvania and Connecticut offices. Haymond v. Lundy, 177 F. Supp. 2d 371 (E.D. Pa. 2001).

Marvin Lundy (*Lundy”) and Haymond formed H&L in October, 1997. Initialy, the
partners were Lundy, Haymond and Hochberg; other attorneys included Napoli, Diamond and

Berman. The partnership continued until October 8, 1999, when Lundy dissolved it by letter to



Haymond and Hochberg. Stip. Facts.® Haymond v. Lundy commenced later that month.

Haymond v. Lundy, No. 99-5048.

On October 14, 1999, Haymond held a meeting with former H& L attorneys, including
Diamond, Bernstein and Berman. Haymond asked them to work for him in his new Connecticut
based law firm, (“HND-CT").

In November, 1999, the court appointed Martin Heller, Esg. (“Heller”), asH&L's
“Neutral Court Representative with the powers and duties of a master under Fed. R. Civ. P. 53.”

Haymond v. Lundy, No. 99-5048, Order (Nov. 10, 1999 (Paper #18)). Two months after Heller’s

intervention, Haymond and Lundy reached an agreement to place in escrow the fees collected
from cases formerly handled by the dissolved H& L law firm. The court approved the agreement
but did not enter it on the docket. Theindividual parties to this action were all aware of this
agreement to escrow fees. Stip. Facts.

On June 29, 2000, Haymond, Napoli, Diamond and Hochberg entered into an agreement
creating a new branch of the Haymond firm in Pennsylvania, (“HND-PA™). The agreement
stipulated that “the lawsuit against Mavin Lundy may be settled by John Haymond but only with
the approval of at least three of the following individals: Scott Diamond, Andrew Napoli, Jack
Bernstein, David Berman, or Robert Hochberg.” (See Pl. Exh. 5, June 29, 2000 Agreement)

(“June 29, 2000 Agreement”). HND-CT advanced funds to help create HND-PA .2

The parties have agreed to a number of stipulated facts which are included in plaintiffs
Second Supplementa Final Pre-Trial Memorandum (Paper #186) and defendants’ Revised and
Restated Pre-Trial Memorandum (Paper #187).

?During trial the parties stipulated the amount was $1,350,655.
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While Haymond v. Lundy was pending, conflicts arose between Haymond and his

partners at HND-PA over numerous issues including escrowing fees from H& L cases. Plaintiffs
initiated the instant action against Haymond and the Haymond law firm in February, 2002. The
plaintiffs/counterclaim defendants in the present action are Haymond’ s former HND-PA partners
and HND-PA (together “plaintiffs’); the defendants/counterclaim plaintiffs are Haymond and
HND-CT (together “defendants’).

Plaintiffs assert three counts: (1) breach of contract against Haymond for settling the
litigation with Lundy without the consent of the individual plaintiffsin violation of the June 29,
2000 Agreement; (1) violation of Pennsylvania Wage Act for Haymond' s failure to pay salaries
to Napoli, Diamond, Bernstein, and Berman; and (I11) breach of oral promise of employment to
Diamond by Haymond.

Defendants answered and pleaded six counterclaims: (1) breach of contract by HND-PA
for failure to repay amounts advanced as aloan to HND-PA by HND-CT; (Il) breach of contract
by HND-PA for failure to escrow fees; (111) breach of fiduciary duty by Napoli, Diamond,
Bernstein, Berman and Hochberg for failure to escrow fees; (IV) breach of fiduciary duty by
Napoli, Diamond, Bernstein, Berman and Hochberg as directors, officers and sharehol ders of
HND-PA; (V) self-dealing and willful misconduct by Napoli, Diamond, Bernstein, Berman and
Hochberg as shareholders of aclosely held corporation; and (V1) an accounting of all fees from
cases referred by HND-CT to HND-PA.

Counterclam V, as originally asserted, sought various forms of equitable relief, including
appointment of a custodian, a court order for an accounting of al receipts and disbursements of

HND-PA from H& L case fees, and reimbursement of Haymond' s attorneys' fees and costs. In



May, 2004, the court held ajury trial but severed counterclaim V with the agreement of the
parties. Thejury found HND-PA materially and knowingly breached the June 29, 2000
Agreement by failing to retain in escrow fees from Haymond and Lundy cases; the individual
plaintiffs knowingly participated in HND-PA’s wrongful diversion of assets; and awarded John
Haymond $1,050,000 to compensate him for the loss of funds that should have been held in

escrow. Haymond v. Haymond, No. 02-721 Jury Interrogatories |1, 4-7 (May 21, 2004 (Paper

#227)).

In September, 2004, a Suggestion of Bankruptcy under Chapter 11 was filed by HND-PA
in the District Court of New Jersey; the court ordered counterclam V stayed as against HND-PA.
The Chapter 11 proceeding in bankruptcy was converted to Chapter 7 in December, 2004.

In January, 2005, Berman informed the court that the five individua plaintiffsin HND-
PA had filed Notices of Appeal. The Notices of Appeal asserted counterclaim V had been
rendered moot by the Suggestion of Bankruptcy. The court then held a hearing to determine
whether it had issued afinal judgment from which the individual plaintiffs could take an appeal.
After deciding the court retained its jurisdiction over the action, the parties were directed to brief
the merits of counterclaim V and a hearing was held in March, 2005.

Therelief requested in counterclaim V has changed over the course of these proceedings.
Haymond concedes the claims he originally asserted against HND-PA under counterclaim V are
now moot. He has filed a separate motion for compensation for his attorneys’ fees. Haymond’'s
sole remaining claim under counterclaim V, reimbursement of corporate assets the individual
plaintiffs diverted to pay their attorneys feesin this action, was first asserted in Haymond's

Memorandum of Law Re: Equitable Relief under Counterclam V. Haymond v. Haymond, No.




02-721 (May 28, 2004 (Paper # 235)). Haymond is not precluded from asserting a new demand
for relief because “every fina judgment shall grant the relief to which the party in whose favor it
isrendered is entitled, even if the party has not demanded such relief in the party’ s pleadings.”

Fed. R. Civ. P. 54(c); see also Wright, Miller & Kane, Federal Practice and Procedure: Civil 3d §

2664. Theissue is whether Haymond is entitled to the relief he requests.

Haymond argues the individual plaintiffs must reimburse the attorneys’ fees they charged
to HND-PA in this action and the reimbursement should be made to him individually, not to the
corporation. Haymond has offered no estimate of his alleged damages; he has asserted the court
can make its own cal culations through an examination of four trial exhibits: (1) D-50; (2) D-54;

(3) D-55; and (4) D-56.

DISCUSSION

1. Didthelndividual Plaintiffs\Wrongfully Divert HND-PA Corporate Fundsfor Their Persona

Benefit If They Used Corporate Assets to Pay Their Attorneys Fees?:

Haymond asserts the court, acting in equity, can grant relief under 15 Pa.C.S. 8§
1767(a)(2):

[ T]he court may appoint one or more persons to be custodians of and for any
business corporation when it is made to appear that:

(@(2) inthecaseof aclosely held corporation, the directors or those in
control of the corporation have acted illegally, oppressively or
fraudulently toward one or more holders or owners of 5% or more
of the outstanding shares of any class of the corporation in their
capacities as shareholders, directors, officers or employees.

Section 1767 authorizes the relief which counterclaim V originally requested:



appointment of a custodian. Section 1767 does not authorize the relief Haymond now requests:
reimbursement by the individua plaintiffs of their litigation expenses. Although Section 1767 is
inapplicable, the court has recognized that the individual shareholder plaintiffs should not have
used corporate assets for their individual representation. On May 1, 2003, the court disqualified
an HND-PA employee, Donald Litman, Esg. (“Litman”), from acting as counsel for the
individua plaintiffs. The court’s order stated that, “as a shareholder in the corporation,
defendant Haymond possesses an interest in those assets; thus, the individua plaintiffs may not,
through the retention of Mr. Litman, utilize those assets for their persona benefit in their action

against Haymond.” Haymond v. Haymond, No. 02-721 Order (May 1, 2003 (Paper #53 1/ 1)).

When the individua plaintiffs filed their action against Haymond and his Connecticut law
firm they were acting asindividuals. They claimed damages as individuals and sought individual
reimbursement. HND-PA’s board of directors never authorized the firm to join the action.
“Officers and directors who initiate, asindividuals, actions on behalf of the corporation, cannot
commit the corporation to pay the legal fees associated with the litigation.” William Meade

Fletcher et al., Fletcher Cyclopedia of the Law of Private Corporations, Vol. 3a § 1344 (perm. ed.

rev. vol. 2000).

Theindividual plaintiffs were also counterclaim defendants. Pennsylvanialaw allows a
limited liability company’ s bylaws to provide indemnification and payment of litigation costs for
directors and officers, 15 Pa.C.S. § 8945, but the individual plaintiffs concede the bylaws of
HND-PA contained no indemnification clause. Theindividual plaintiffs were not entitled to use
HND-PA funds to defend themselves in this action against the claims of shareholder Haymond.

A company may not pay litigation costs where the “act giving riseto the claim . . . is determined



by a court to have constituted willful misconduct or recklessness.” 1d. Inthisaction, ajury
found the individual plaintiffs guilty of willful misconduct for failing to retain in escrow fees
from the Haymond and Lundy cases.

The American Law Institute’ s Principles of Corporate Governance: Analysis and

Recommendations, § 7.20 support Haymond'’ s contention that the individual plaintiffs were not

entitled to have the corporation pay their litigation costs. The Principlesinclude a broad
permissive power to indemnify and a mandatory indemnification provision for liabilities and
reasonable expensesif: (i) the director or officer was wholly successful on the merits, or (ii) the
corporation obligated itself for such mandatory indemnification. Neither condition was met in

this action.

B. To Whom is the Money Owed?:

Although the individua plaintiffs were wrong to use corporate assets to pay for their
individual representation in this action, the harm, if any, was not suffered individually by
Haymond. Generally, a shareholder does not have standing to suein an individual capacity; such
an action must be asserted as a derivative clam. “In determining whether a suit isdirect or
derivative the alegations of the complaint germane to the cause of action must govern.”

Reifsnyder v. Pittsburgh Outdoor Adver. Co., 173 A.2d 319, 320 (Pa. 1961); see also Fletcher

Cyc. Vol. 12b § 5912 (2000). In this action, the complaint was for breach of contract and
violation of the PennsylvaniaWage Act. Counterclaims| and Il aleged breach of contract;
counterclaims|Il, 1V, and V, asserted breach of fiduciary duty; and counterclaim VI requested

“an accounting of all fees from cases referred by HND-CT to HND-PA.”



Two of the counterclaims alleging breach of fiduciary duty, counterclaims 1l and IV,
requested individual relief. Counterclaim Il alleged the individual plaintiffs “have been unjustly
enriched by receiving funds and receiving the benefit of funds that were wrongfully removed
from escrow or not placed in escrow for the benefit of Haymond pursuant to Orders of the Court

in Civil Action 99-5048."” Haymond v. Haymond, No. 02-721 Answer to Second Amended

together with and counterclaim with Jury Demand (June 6, 2003 (Paper #81, 140)).
Counterclam 1V alleged the individual plaintiffs as directors and officers “have misrepresented
and have breached their commitment to retain case proceedsin escrow.” Id. at 145.
Counterclams Il and 1V both alleged unjust enrichment and breach of the commitment to retain
case proceeds in escrow.

A shareholder may bring an individua claim in “actions for torts where the injury is one
directly to the shareholder, that is, resulting in damages to his or person or property.” Fletcher
Cyc. Vol. 12b § 5915 (2000). Counterclams Il and IV were properly asserted directly because
asthe court explained in its September, 2004 Memorandum and Order, the “injury to Haymond
[was] that he was deprived of these assets and yet charged them” as part of the judgment entered

in the 1999 litigation between Haymond and Lundy. Haymond v. Haymond, No. 02-721, 2004

WL 2030134, *14 (E.D. Pa. 2004).

Unlike counterclaims 111 and 1V, counterclaim V, as presently asserted, is derivativein
nature because Haymond requests that the court order the individual plaintiffsto make restitution
for the corporate money they expended on their individual representation in this action.
Pennsylvanialaw defines a derivative action as an "action or proceeding brought to enforce a

secondary right on the part of one or more shareholders of a business corporation against any



present or former officer or director of the corporation because the corporation refuses to enforce
rights that may properly be asserted by it.” 15 Pa. Const. Stat. § 1782(a) (West 2005).

Haymond argues he should be able to assert his remaining claim as a direct action
because the jury found Napoli, Diamond, Bernstein and Berman: (1) “knowingly participated in
HND-PA’swrongful diversion of funds that should have been held in escrow;” (2) “intentionally
concealed and misrepresented that funds had been diverted from escrow;” and (3) “were unjustly
enriched by the wrongful use of funds and/or the concealment of the wrongful use of funds that

should have been held in escrow.” Haymond v. Haymond, 02-721 Jury Interrogatories|l, 4, 5, 6

(May 21, 2004 (Paper #227)). However, Haymond has already litigated this as an individual
claim and he was awarded $1,050,000 as compensation for hisinjuries.

Haymond also argues counterclaim V is not derivative in nature because the individual
plaintiffs acted oppressively towards him and their acts constituted a “squeeze out.” Sgueeze
outs occur when a controlling faction of a closed corporation attempts to oust the minority from
participation in corporate management to operate the corporation for its own benefit and to the
detriment of the minority or, to destroy the value of the minority’s shares so that the only
recourse for the oppressed minority, there being no market for its shares, isto sell out to the

majority for whatever priceit can get. See 5 American Jurisprudence Proof of Facts 2d 645 § 9.

Haymond alleges the plaintiffs denied him notice of shareholder meetings, denied
cumulative voting, illegally issued corporate stock, and illegally adopted a corporate bylaw
amendment contradicting the one share-one vote requirement of the Pennsylvania Business
Corporation Law of 1988. During the March 16, 2005 hearing, counsel for Haymond conceded

the common remedy for oppressive behavior isto have the offending maority buy out the



minority shareholder’ s interest in the corporation. The difficulty isHND-PA “at no time had a
positive value. . . the stock was always worthless .. . . [a]nd therefore the only thing that | can see
isthat we should be paid for [are the] counsel fees’ that the individual plaintiffs wrongfully
diverted from HND-PA. Trans. March 16, 2005, 44.

If Haymond were seeking relief for plaintiffs' oppressive behavior, it would be
appropriate for the court to fashion individual relief. However, the relief Haymond presently
seeks stems from a different injury: the individual plaintiffs’ wrongful diversion of HND-PA
assets to pay their attorneys' fees. A claim asserting that corporate officers wasted or improperly
diverted corporate assets is aclaim which is “ properly asserted derivatively, and cannot be
brought as an individual action.” See Fletcher Cyc. Vol. 12b § 5924 (2000). The May 1, 2003
court order implicitly recognized the diversion of corporate funds was not suffered individually
by Haymond: “[a]s a shareholder in the corporation, defendant Haymond possesses an interest in

those assets.” Haymond v. Haymond, No. 02-721 Order (May 1, 2003 (Paper #53, 1 1)).

A shareholder may bring a direct action, “only on rights pertaining to that shareholder as
an individual; and the corporation only on rights belonging to it.” Fletcher Cyc. Vol 1 8§ 36
(2000). “Under Pennsylvanialaw, that where fraud, mismanagement, or other wrong damages a

corporation's assets, a shareholder does not have adirect cause of action.” Official Comm. of

Unsecured Creditorsv. R.F. Lafferty & Co., 267 F.3d 340, 348 (3d Cir. 2001). “An actionto

redress injuries to the corporation cannot be maintained by an individual shareholder, but must be

brought as a derivative action in the name of the corporation.” John L. Motley Assoc., Inc. v.

Rumbaugh, 104 B.R. 683, 686-87 (E.D. Pa. 1989); see also 12 Summary of Pennsylvania

Jurisprudence Business Relationships 8§ 7:90 (2d ed. 1993) ("creditors claiming a beneficial
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interest in the corporation . . . may not [even] maintain a derivative action™).
Pennsylvanialaw does not permit Haymond to assert hisclaim directly and it is
guestionable whether he can now assert the claim on behalf of the corporation. The Model
Business Corporation Acts requires demand upon the corporation as a precondition to the
commencement of a derivative proceeding and this rule has been adopted by the Pennsylvania

Supreme Court. Cuker v. Mikalauskas, 692 A.2d 1042 (Pa. 1997). Demand is also required

under Rule 23.1 of the Federal Rules of Civil Procedure.
Prior to Cuker, “[s]ufficient averments of fraud excused a demand based upon its

futility." Drain v. Covenant LifeIns. Co., 712 A.2d 273, 278 (Pa. 1998). But "Cuker, which

established that ademand is excused only if irreparable harm to the corporation is shown,
changed the law on demand requirements in derivative actions.” 1d. Demand is now excused if
the shareholder shows irreparable injury to the corporation would otherwise result, and then
demand should be made promptly after commencement of the action. Cuker, 692 A.2d at 1050;

see also Drain v. Covenant Life Ins. Co., 712 A.2d 273, 278 (Pa. 1998). If irreparable injury

would not result, the court should dismiss a derivative action that is commenced before the
response of the board to a demand unless the board does not respond within a reasonable time.
Cuker, 692 A.2d at 1050; Drain 712 A.2d at 278.3

Counterclam V, as presently argued, is properly asserted derivatively. However, even if
the counterclaim V could be asserted individually, the court would decline to award damages.

First, plaintiffs’ action against Haymond was not frivolous, Haymond conceded he violated the

*The court recognizes that Cuker and Drain may be inapplicable because the injury to the
corporation accrued after commencement of this action.
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June 29, 2000 Agreement by unilaterally settling with Lundy.

More importantly, the court was diligent in preventing the individual plaintiffs from using
corporate funds and assets to pay for their individual representation. Upon learning the
individua plaintiffs were using an HND-PA attorney to represent them in this action, the court

quickly ordered that attorney, Litman, to withdraw. Haymond v. Haymond, No. 02-721 Order

(May 1, 2003 (Paper #53, 1 1)).
Counsel for Haymond has apparently failed to examine the exhibits presented to the court
as evidence of Haymond's damages. The four exhibits consist largely of bills charging HND-PA

for time spent litigating not this action, but the 1999 Haymond v. Lundy action. By the court’s

calculations, the exhibits establish HND-PA was charged with $10,000 in attorneys fees in 2000,
none of these fees were for the present action which wasfiled in 2002. HND-PA was charged
with $43,670 in attorneys fees in 2001, none of these fees were for the present action. HND-PA
was charged with $157,168 in attorneys fees in 2002, but most of these fees were spent litigating

the prior Haymond v. Lundy action. Moreover, the fact that outside attorneys did, for alimited

time, represent the individual plaintiffs does not establish that those attorneys were paid.

Howard M. Klein, Esg. (“Klein”), and Susan L. Bucknum, Esq., represented the
individua plaintiffsfor ashort period of time after the action wasfiled. In March, 2003, they
asked leave of the court to withdraw their appearance because they had not received any payment
for their services “from January 2002 through September 2002, at which time a substantial

balance accrued.” Haymond v. Haymond, No. 02-721 Petition of Counsel of Individual Plaintiffs

for Leave to Withdraw (February 19, 2003 (Paper #30)).

Haymond opposed this motion. Haymond, concerned that withdrawal of the individual

12



plaintiffs counsel would delay the proceedings, argued the “[i]ndividual plaintiffs should be
required to obtain substitute counsel in order to relieve current counsel or to proceed to trial pro
se. Inthe meantime, current counsel should continue representation for a reasonable time and

the request for stay should be denied.” Haymond v. Haymond, 02-721 Answer of Defendants to

Petition of Counsel for Individual Plaintiffs for Leave to Withdraw (March 5, 2003 (Paper #34)).
After first asking the court to deny the request of outside counsel to withdraw from the
action, Haymond now asks the court to order plaintiffs to reimburse him individually for
attorneys fees which, according to the available evidence, were largely unpaid. It would be
inequitable to grant Haymond the relief he requests. The court expresses no opinion whether

thereisrecourse in the Bankruptcy Court.

CONCLUSION
This memorandum contains the court’s findings of fact and conclusions of law as to
defendant/counterclaim plaintiffs’ counterclam V. SeeFed. R. Civ. P. 52. For the reasons stated,
defendants/counterclaim request to be directly reimbursed for the funds the individual plaintiffs

diverted to pay their attorneys feesin thisaction will be DENIED. An appropriate order follows.
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INTHE UNITED STATESDISTRICT COURT

FOR THE EASTERN DISTRICT OF PENNSYLVANIA

HAYMOND, NAPOLI DIAMOND, P.C., :
ANDREW NAPOLI, SCOTT ) CIVIL ACTION
DIAMOND, JACK BERNSTEIN,

DAVID BERMAN

JOHN HAYMOND
and

THE HAYMOND LAW FIRM, P.C. ) No. 02-721

ORDER

AND NOW, this_2™_day of August, 2005, after ahearing held on March 16, 2005, at which
counsel for defendant John Haymond appeared, and where Andrew Napoli, Esg., and Scott

Diamond, Esg., appeared, and upon consideration of defendants/counterclaim plaintiffs
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Memorandum of Law on Behalf of John Haymond in Support of Request for Relief Under
Counterclam V (Paper #350), plaintiffs/counterclaim defendants Response thereto (Paper #353),
and after making findings of fact and conclusions of law pursuant to Fed. R. Civ. P. 52 contained
intheaccompanying Memorandum, it isordered that defendants/counterclaim plaintiffs' request for
individual reimbursement of the assets the individual plaintiffs diverted from HND-PA to pay for

their attorneys feesis DENIED.

/s/ Norma Shapiro

Normal. Shapiro, S.J.
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