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State supreme court has
changed the ground rules
for disputes including
fraud claims

Courts administer two separate sys-
tems of justice: the criminal system (in
which convicted criminals go tojail and/
or pay fines), and the civil system (in
which successful plaintiffs are awarded
monetary damages).

It used to be that, in the civil system,
therange of possible outcomes wasfairly
predictable: The plaintiff (the person
who sues) either wins or loses; each side
pays its own legal fees (unless there is a
contract or statute to the contrary); and
if the plaintiff wins, the defendant is ob-
ligated to pay plaintiff money damages
to compensate for the loss. “Punitive”
damages are rarely awarded, and only
when itis proven by clear and convincing

evidence that the defendant has done
something really bad.

The California Supreme Court, how-
ever, has now blurred the lines between
the criminal and civil justice systems,
and added a powerful new weapon to the
arsenals of civil plaintiffs.

THE SIRY INVESTMENT CASE

On July 21, 2022, the Supreme Court
issued its decision in SIRY Investment,
L.P.v. Saeed Farkhondehpour, et al. (2022
WL 2840312). The SIRY Investment case
involved a limited partnership formed
to renovate and lease a commercial
building.

One of the limited partners (plaintiff)
sued the general partner and the three
other limited partners, claiming, among
other things, that the general partner
and other limited partners improperly
diverted rental income from the property
for their own benefit, resulting in the
underpayment of cash distributions to
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plaintiff.

In addition to the usual requests for
damages, plaintiff also asked for attor-
ney’s fees and treble damages under Pe-
nal Code Section 496. That Code Section
provides as follows:

(a) Every person who ... receives any
property that ... has been obtained in any
manner constituting theft .., knowing the
property to be so ... obtained, or who con-
ceals, ... withholds, or aids in concealing...
or withholding any property from the
owner, knowing the property to be so ...
obtained, shall be punished by imprison-
mentinacounty jail for not morethan one
year, or imprisonment ....(c) Any person
who has been injured by a violation of
subdivision (a) ... may bring an action for
threetimes theamountof actual damages,
if any, sustained by the plaintiff, costs
of suit, and reasonable attorney’s fees.
(Emphasis added.)

“Theft” isin turn defined by Penal Code
Section 484 as follows:
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(a) Every person who shall feloniously ...
take...thepersonal property of another, or
who shall fraudulently appropriate prop-
ertywhich has been entrusted to himor her,
or who shall knowingly and designedly,
by any false or fraudulent representation
or pretense, defraud any other person of
money... is guilty of theft.

The trial court entered judgment for
the plaintiff, including an award of at-
torney’s fees and treble damages under
Section 496.

On appeal, the Supreme Court held
that, on the facts of this case, Section
496(c) was applicable, and the award of
treble damages and attorney’s fees was
proper. The court said,

“We ... find that section 496(c) applies
concerning the conduct at issue in the
present case. The unambiguous relevant
language covers fraudulent diversion of
partnership funds. Defendants’ conduct
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falls within the ambit of section 496(a):
They “receive[d]” “property” (the diverted
partnership funds) belonging to plaintiff,
having “obtained” the diverted funds “in
[a] manner constituting theft.” ... Defen-
dants also conceal[ed]” or “withh[e]ld[ ]”
those funds (and/or aided in concealing or
withholding them) from plaintiff.... They
did all of this “knowing” the diverted funds
were “so ... obtained.”

(SIRY Investment, L.P. v. Saeed Fark-
hondehpour, et al., supra, at p. 13)

The court went on to note that, in order
for Section 496 to apply, plaintiff has to
prove criminal intent under the statute.

However, the court’s language implies
that criminal intent is proven merely
by showing intentional misconduct, as
opposed to innocent or inadvertent mis-
representations or unfulfilled promises,
or “innocent breach of contract.” (Id.)

The ground rules have changed for
disputes including fraud claims.

With this decision, the ground rules for
disputesinvolvingfraud claims have been
dramatically changed, as follows:

®m Thereisnow alegal basis for an award
of attorney’s fees, regardless of whether
such fees are provided for in a contract.

® The right to attorney’s fees under
Section 496(c) is one-way (i.e., to a pre-
vailing plaintiff only), as contrasted with
the typical “prevailing party” language
found in contracts that include a right to
recover attorney’s fees in disputes between
the parties.

B There is also now a legal basis for an
award of treble damages (i.e., the amount

of actual damagesistripled), without hav-
ing to prove a right to punitive damages.
H Although the right to receive punitive
damages must be proven by clear and con-
vincing evidence, theright toreceive treble
damages need be proven by only the same
“preponderance of evidence” standard as
applies to the rest of the plaintiff’s case.

WHAT DOES THIS MEAN FOR BUSINESS
DISPUTES?

The Siry Investment case involved a
dispute between the owners of areal estate
limited partnership — but its holding is
not limited to that fact pattern. In every
business dispute (whether it’s between

partnership owners, between a business
and a vendor, between a corporation and a
shareholder, or otherwise), aslongasthere
isaclaim of fraud, there is now a risk that
the losing defendant could be on the hook
for attorney’s fees (even if not provided for
inacontract) and treble damages (without
the need to prove the basis for such dam-
ages by clear and convincing evidence).
The stronger the basis of the fraud
claim, the greater the potential risk for
the defendant. That risk will need to be
considered by business defendants in set-
tlement negotiations, and should provide
a strong incentive for all business owners
alwaysto conduct themselvesinamanner

that could never be later construed to be
fraudulent.

Phil Diamond (philipdiamond@comcast.
net) is a real estate attorney, Of Counsel
to Lerman Law Partners LLP,. He is also
a mediator and arbitrator through his
independent practice, Diamond Dispute
Resolution. Diamond is also a licensed
real estate broker, commercial land-

lord and developer. Jeff Lerman (jeff@
lermanlaw.com), co-founder of Lerman
Law Partners LLP and a real estate
investor and real estate broker. He is
past president of the Marin County Bar
Association.
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