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Synopsis

Background: Student's parents brought action against public
school district, alleging that district violated Individuals with
Disabilities Education Act (IDEA) by failing to identify
student's disability or assess him for autism. The United States
District Court for the Eastern District of Washington, No.
2:10-cv-00408-EFS, Edward F. Shea, Senior District Judge,
2014 WL 5585349, granted district's motion to dismiss on
statute of limitations grounds. Parents appealed.

The Court of Appeals, Christen, Circuit Judge, held that
as a matter of first impression, IDEA’s two-year statute of
limitations requires courts to apply the discovery rule without
limiting redressability to the two-year period that precedes the
date when the parent or agency knew or should have known
about the alleged action that forms the basis of the complaint.

Reversed and remanded.

Procedural Posture(s): On Appeal; Motion to Dismiss.
Attorneys and Law Firms

*937 Mark A. Silver (argued) and Jeffrey A. Zachman,
Denton US LLP, Atlanta, Georgia; Richard D. Salgado,
Dentons US LLP, Dallas, Texas; for Plaintiffs—Appellants.

Gregory Lee Stevens (argued), Stevens Clay P.S., Spokane,
Washington, for Defendant—Appellee.

Appeal from the United States District Court for the Eastern
District of Washington, Edward F. Shea, District Judge,
Presiding, D.C. No. 2:10-cv—00408-EFS

Before: M. Margaret McKeown, Richard C. Tallman, and
Morgan Christen, Circuit Judges.

OPINION
CHRISTEN, Circuit Judge:

The Avilas, parents of a student in Spokane School District
81, appeal the district court’s order dismissing their claims
that the District violated the Individuals with Disabilities
Education Act (IDEA), 20 U.S.C. § 1400 et seq. The
Avilas argue that the district court misapplied the statute of
limitations in 20 U.S.C. § 1415(f)(3)(C) to their claims that
the District failed to identify their child’s disability or assess

him for autism in 2006 and 2007. !

In a question of first impression for this court, we conclude
that the IDEA’s statute of limitations requires courts to bar
only claims brought more than two years after the parents
or local educational agency “knew or should have known”
about the actions forming the basis of the complaint. Because
the district court barred all claims “occurring” more than two
years before the Avilas filed their due process complaint,
we remand so that the district court can determine when the
Avilas knew or should have known about the actions forming
the basis of their complaint.

*938 BACKGROUND

Appellants Barbara and Miguel Avila are the parents of G.A.,
a student in Spokane School District 81. In 2006, when G.A.
was five, the Avilas asked the District to evaluate him for
special education services based on “[b]ehavior” issues. One
of the reasons for this request was a preschool teacher’s
concern that G.A. might be “showing slight signs of autism.”
In December 2006, a school psychologist evaluated G.A. and
concluded that although he displayed some “behaviors of
concern,” G.A.’s behavior was not severe enough to qualify
for special education services under the IDEA. G.A.’s mother
was given a copy of the evaluation report and signed a form
stating that she agreed with the evaluation results.
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In the fall of 2007, G.A. enrolled in kindergarten. A
private third-party physician diagnosed him with Asperger’s
Disorder in October 2007, and the Avilas requested that the
District reevaluate G.A.’s eligibility for special education
services. A school psychologist concluded in a reevaluation
dated April 14, 2008 that G.A. was eligible for special
educational services under the category of autism and,
from April 2008 until February 2009, the Avilas and
representatives from the District met multiple times to discuss

an Individualized Education Program (IEP) for him. 2 The
Avilas and the District initially disagreed, but eventually
signed an IEP in February 2009. G.A. then began attending
ADAPT, a specialized program in the District for students
with autism.

About a year later, the District reevaluated G.A., assessing his
behavior, speech and language, occupational therapy needs,
and academic achievements, including reading, writing, and
mathematics. The District then drafted another IEP. The
Avilas did not agree with the reevaluation’s findings and
did not sign it. Instead, they requested an Independent
Educational Evaluation (IEE) at the District’s expense. See
Wash. Admin. Code § 392—-172A-05005(1). The District
denied this request.

The Avilas filed a request for a due process hearing with the
Washington State Office of Administrative Hearings on April
26, 2010. As required by law after the denial of a parent’s
request for an IEE, the District also initiated a due process
hearing with the Washington State Office of Administrative
Hearings to consider whether the District’s reevaluation was
sufficient. See Wash. Admin. Code § 392—172A-05005(2)(c).
Ultimately, the ALJ ruled that the District’s reevaluation was
appropriate and that the Avilas were not entitled to an IEE
at the District’s expense. In a separate order, the ALJ ruled
in favor of the District on all other claims. Specifically, he
concluded that eleven of the Avilas’ pre-April 2008 claims
were time-barred. These claims consisted of nine procedural
claims concerning the District’s alleged failure to give prior
written notice to the Avilas and two substantive claims. The
substantive claims alleged that the District denied G.A. a free
appropriate public education (FAPE) by failing to identify
him as a child with a disability in 2006, and that the District
failed to assess his suspected disability in 2006 and 2007. The
ALJ concluded that no statutory exceptions applied and held
that the Avilas’ claims were time-barred, reasoning “[t]he
Parents[’] due process complaint was filed on April 26, 2010
and any complaint by Parents regarding the District actions or

inactions occurring prior to April 26, 2008 *939 are barred

by the statu[t]e of limitations.” 3

The Avilas timely appealed both decisions to the United
States District Court for the Eastern District of Washington,
where their appeals were consolidated. The consolidated
appeal addressed seven of the claims the ALJ deemed time-
barred: five of their prior written notice claims and the two
substantive claims arguing denials of G.A.’s right to a FAPE.

The district court agreed with the ALJ’s determination
that neither exception to the statute of limitations applied
and affirmed the ALJ’s decision that the IDEA’s two-year
limitations period barred the Avilas’ claims arising before
April 26, 2008. The district court also affirmed the ALIJ’s
ruling that the April 2010 reevaluation was appropriate, that
the IEP provided G.A. with a FAPE, and that the Avilas were
not entitled to an IEE at the District’s expense. The Avilas
timely appealed to this court. They argue that the district court
improperly applied the IDEA’s statute of limitations to their
two substantive claims. They do not appeal the district court’s
ruling that their five remaining prior written notice claims lack
merit.

JURISDICTION AND STANDARD OF REVIEW

The district court had jurisdiction pursuant to 20 U.S.C.
§ 1415(@1)(2)(A) and 28 U.S.C. § 1331. We have appellate
jurisdiction pursuant to 28 U.S.C. § 1291.

Our court reviews de novo the district court’s conclusions of
law, including the question whether a claim is barred by a
statute of limitations. See Butler v. Nat’l Cmty. Renaissance
of Cal., 766 F.3d 1191, 1194 (9th Cir. 2014).

DISCUSSION

I. The IDEA’s statute of limitations requires courts to
apply the discovery rule.

A. Statutory overview
“The IDEA provides federal funds to assist state and
local agencies in educating children with disabilities, but
conditions such funding on compliance with certain goals
and procedures.” Ojai Unified Sch. Dist. v. Jackson, 4 F.3d
1467, 1469 (9th Cir. 1993). The IDEA seeks “to ensure that
all children with disabilities have available to them a free
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appropriate public education.” 20 U.S.C. § 1400(d)(1)(A). “A
FAPE is defined as an education that is provided at public
expense, meets the standards of the state educational agency,
and is in conformity with the student’s IEP.” Baquerizo v.
Garden Grove Unified Sch. Dist., 826 F.3d 1179, 1184 (9th
Cir. 2016) (citing 20 U.S.C. § 1401(9)). Upon request of a
parent or agency, a local educational agency must “conduct
a full and individual initial evaluation” to determine whether
a child has a disability and the child’s educational needs.
20 U.S.C. § 1414(a)(1)(A)—~(C). If a child is determined to
have a disability, a team including a local educational agency
representative, teachers, parents, and in some cases, the

child, formulates an IEP. 4«94 § 1414(d)(1)(B). The local
educational agency must conduct a reevaluation of the child if
it “determines that the educational or related services needs,
including improved academic achievement and functional

bl

performance, of the child warrant a reevaluation,” or if a
reevaluation is requested by the child’s parents or teacher. §

1414(2)(2)(A).

The IDEA permits parents and school districts to file due
process complaints “with respect to any matter relating to
the identification, evaluation, or educational placement of the
child, or the provision of a free appropriate public education
to such child.” § 1415(b)(6)(A). The state educational agency
or local educational agency hears due process complaints in
administrative due process hearings. § 1415(f)(1)(A). If a
party disagrees with the administrative findings and decision,
the IDEA allows for judicial review in state courts and federal
district courts. § 1415(1)(2)(A).

B. The IDEA's statute of limitations
Prior to 2004, the IDEA did not include a statute of
limitations for due process hearings or complaints. See 20
U.S.C. § 1415(b)(6) (1999); S.V. v. Sherwood Sch. Dist.,
254 F.3d 877, 879 (9th Cir. 2001) (“The IDEA specifies no
limitations period governing either a plaintiff’s request for
an administrative hearing or the filing of a civil action.”).
Congress amended the IDEA in 2004 to add a two-year statute
of limitations period that is now codified in two different
provisions of the IDEA: 20 U.S.C. § 1415(b)(6)(B) and 20

U.S.C. § 1415(H)(B)(O). > Our circuit has not addressed these
amendments, but in G.L. v. Ligonier Valley School District
Authority, 802 F.3d 601 (3d Cir. 2015), the Third Circuit
described § 1415(b)(6)(B) and § 1415(f)(3)(C) as alike “in
almost all respects” except for one glaring ambiguity: “§
1415(b)(6)(B)’s two-year limitations period runs backward

instead of forward from the reasonable discovery date.” Id.
at 610.

The Avilas contend that § 1415(f)(3)(C) requires this court
to apply a discovery rule to IDEA claims, meaning that
the statute of limitations is triggered when “a plaintiff
discovers, or reasonably could have discovered, his claim.”
See O’Connorv. Boeing N. Am., Inc.,311 F.3d 1139, 1147 (9th
Cir. 2002). The District does not dispute that the discovery
rule should apply to trigger the statute of limitations, but
argues that the district court did apply the discovery rule and
that the Avilas’ claims are barred because they failed to file
suit within two years after they knew or should have known
about their claims.

C. Analysis

The application of the IDEA’s statute of limitations is a
question of first impression for this court: we have not
squarely addressed the “knew or should have known”
standard in the IDEA or the seemingly contradictory
provisions in § 1415(b)(6)(B) and § 1415(£)(3)(C). In the first
federal appellate decision addressing how § 1415(b)(6)(B)
and § 1415(f)(3)(C) should be reconciled, the Third Circuit
concluded that the IDEA’s statute of limitations requires
courts to apply the discovery *941 rule described in §
1415(H)(3)(C). Ligonier, 802 F.3d at 625. The statutory text
of the IDEA, including its language and context, persuade
us that the Third Circuit’s approach in Ligonier is correct
and that the IDEA’s statute of limitations requires courts
to apply the discovery rule described in § 1415(f)(3)(C).
The Department of Education’s interpretation of the 2004
statutory amendments and the associated legislative history
support this reading of the statute.

“When interpreting a statute, we are guided by the
fundamental canons of statutory construction and begin with
the statutory text.” United States v. Neal, 776 F.3d 645, 652
(9th Cir. 2015) (citing BedRoc Ltd., LLC v. United States, 541
U.S. 176,183,124 S.Ct. 1587, 158 L.Ed.2d 338 (2004)). “The
plainness or ambiguity of statutory language is determined by
reference to the language itself, the specific context in which
the language is used, and the broader context of the statute
as a whole.” Geo—Energy Partners—1983 Ltd. v. Salazar, 613
F.3d 946, 956 (9th Cir. 2010) (quoting Robinson v. Shell Oil
Co., 519 U.S. 337, 341, 117 S.Ct. 843, 136 L.Ed.2d 808
(1997)). “If the statutory text is ambiguous, we employ other
tools, such as legislative history, to construe the meaning of
ambiguous terms.” Benko v. Quality Loan Serv. Corp., 789
F.3d 1111, 1118 (9th Cir. 2015).
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Read in isolation, § 1415(f)(3)(C) appears straightforward.
Entitled “Timeline for requesting hearing,” it states:

A parent or agency shall request an
impartial due process hearing within 2
years of the date the parent or agency
knew or should have known about the
alleged action that forms the basis of
the complaint, or, if the State has an
explicit time limitation for requesting
such a hearing under this subchapter,
in such time as the State law allows.

§ 1415(f)(3)(C). However, an ambiguity arises when §
1415(f)(3)(C) is read in conjunction with § 1415(b)(6)(B).
The latter states, under the heading “Types of procedures,”
that the IDEA allows:

[An opportunity for any party to
present a complaint] which sets forth
an alleged violation that occurred not
more than 2 years before the date
the parent or public agency knew
or should have known about the
alleged action that forms the basis
of the complaint, or, if the State
has an explicit time limitation for
presenting such a complaint under this
subchapter, in such time as the State
law allows....

§ 1415(b)(6)(B).

The Third Circuit’s Ligonier decision recognized that litigants
have advanced various interpretations of the IDEA’s statute
of limitations: (1) the occurrence rule suggested by § 1415(b)
(6)(B), under which the statute of limitations begins to run on
the date the injury occurs; (2) the discovery rule provided in
§ 1415(H)(3)(C); or (3) the “2+2” rule. Ligonier, 802 F.3d at
607, 612—15. Under the 2+2 rule, the statute of limitations is
triggered when a plaintiff knew or should have known of his
claim, but the scope of redressable harm is limited to the “two
years before the reasonable discovery date through the date
the complaint was filed, which could be up to two years after

the reasonable discovery date, for a maximum period of relief
of four years.” Id. at 607.

We first conclude that Congress did not intend the IDEA’s
statute of limitations to be governed by a strict occurrence
rule. Both § 1415(b)(6)(B) and § 1415(f)(3)(C) include
language pegging the limitations period to the date on which
the parent or agency “knew or should have known about the
alleged action that forms the basis of the complaint,” not the
date on which the *942 action occurred. See § 1415(b)(6)
(B), (H(B)(C). If Congress intended a strict occurrence rule,
there would have been no need to include the “knew or should
have known” language in § 1415(b)(6)(B) and § 1415(f)(3)

(©).

The text of the two provisions also undercuts the 2+2 rule.
Both § 1415(b)(6)(B) and § 1415(f)(3)(C) allow the two-
year statute of limitations to be replaced by “an explicit
time limitation ... in such time as the State law allows.” §
1415(b)(6)(B), (f)(3)(C). If states adopt their own statutes
of limitations pursuant to these provisions, § 1415(b)(6)
(B) and § 1415(f)(3)(C) provide that the federal exceptions
to the statute of limitations still apply, see 20 U.S.C. §
1415(b)(6)(B), (H(3)(C)—(D), and it would make little sense
to incorporate the federal exceptions for equitable tolling if
§ 1415(b)(6)(B) were a remedy cap rather than a preview
of the statute of limitations set forth in § 1415(f)(3)(C). See
Ligonier, 802 F.3d at 615. We hold that the text of the IDEA
cannot support the “2+2” construction of the statute.

The next question is how to reconcile these two seemingly
conflicting provisions. Looking to “the specific context in
which the language is used and the broader context of
the statute as a whole,” Geo—Energy Partners—1983, 613
F.3d at 956, § 1415(b) provides an overview of the other
provisions of § 1415, including § 1415(f), while § 1415(f)
(3)(C) addresses in more specific language the allowable
period for requesting a due process hearing. See Ligonier,
802 F.3d at 616-18. Section 1415 is entitled “Procedural
Safeguards,” with subsection (a) mandating that any state
educational agency that receives federal assistance under the
subchapter must establish and maintain certain procedures.
Subsection (b), entitled “Types of procedures,” broadly
outlines the many procedures state educational agencies are
required to adopt, including the opportunity for any party to
present a complaint regarding the identification, evaluation
or educational placement of the child, or the provision of a
FAPE. § 1415(b).
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In contrast, § 1415(f), entitled “Impartial due process
hearing,” describes in detail the procedures required
whenever a parent or local education agency files a due
process complaint under subsection (b)(6) or (k). Section
1415(f)(2) addresses evaluations and recommendations to
be prepared in advance of a due process hearing. Section
1415(H)(3), entitled “Limitations on hearing,” is divided into
“Persons conducting hearing,” “Subject matter of hearing,”
and “Timeline for requesting hearing.” § 1415(f)(3)(A)—(C).
It is this last provision, located in the subsection that expressly
limits the right to a due process hearing, which specifies that
the hearing must be requested within two years from the date
the parent or agency knew or should have known about the
alleged action that forms the basis of the complaint. § 1415(f)
(3)(C). Thus, the structure of § 1415 supports the conclusion
that “§ 1415(b)(6)(B), though poorly penned, was intended
merely as a synopsis of § 1415(f)(3)[ (C) ]’s” “knew or should
have known” benchmark for the statute of limitations. See
Ligonier, 802 F.3d at 618.

We have considered that Congress might have intended
different limitations periods for presenting complaints and
requesting due process hearings, but that possibility is
inconsistent with the overall statutory scheme. Read that
way, subsections (b) and (f) cannot be harmonized because
§ 1415(b) would bar a complaint arising from conduct
occurring more than two years before the discovery date,
but § 1415(f) would preserve the right to request a due
process hearing concerning the same conduct. Our task is
to harmonize *943 the statutory scheme as a whole, and
our interpretation of § 1415 as having just one applicable
limitations period is consistent with the Department of
Education’s position that the two provisions provide the same
limitations period, discussed infra. See U.S. W. Commc 'ns,
Inc. v. Hamilton, 224 F.3d 1049, 1053 (9th Cir. 2000) (stating
the duty to harmonize statutory provisions is “particularly
acute” when the provisions are enacted at the same time and
are part of the same statute).

Other sources of statutory interpretation confirm this reading.
First, the broader context of the IDEA shows that it has a
wide-ranging remedial purpose intended to protect the rights
of children with disabilities and their parents. One express
purpose of the IDEA is “to ensure that all children with
disabilities have available to them a free appropriate public
education that emphasizes special education and related
services designed to meet their unique needs and prepare
them for further education, employment, and independent
living.” 20 U.S.C. § 1400(d)(1)(A). As the Supreme Court

stated, “[a] reading of the [IDEA] that left parents without an
adequate remedy when a school district unreasonably failed
to identify a child with disabilities would not comport with
Congress’ acknowledgment of the paramount importance of
properly identifying each child eligible for services.” Forest
Grove Sch. Dist. v. T A., 557 U.S. 230, 245, 129 S.Ct. 2484,
174 L.Ed.2d 168 (2009). The broad purpose of the IDEA is
clear and has been acknowledged repeatedly by our court. See
EM. ex rel. EM. v. Pajaro Valley Unified Sch. Dist. Office
of Admin. Hearings, 758 F.3d 1162, 1173 (9th Cir. 2014)
(citing Forest Grove, 557 U.S. at 244-45, 129 S.Ct. 2484);
Michael P. v. Dept of Educ., 656 F.3d 1057, 1060 (9th Cir.
2011) (same); Compton Unified Sch. Dist. v. Addison, 598
F.3d 1181, 1184 (9th Cir. 2010) (same). Cutting off children’s
or parents’ remedies if violations are not discovered within
two years, as the occurrence rule and the 2+2 rule would
do, is not consistent with the IDEA’s remedial purpose. See
Ligonier, 802 F.3d at 619-20 (concluding that applying the
occurrence or 2+2 rules would go against the broad remedial
purpose of the IDEA and serve as a sub silentio repeal of prior
court decisions confirming the intent of the IDEA).

In commentary addressing its enabling regulations, the
Department of Education (DOE) stated that it interprets
§ 1415(b)(6)(B) and § 1415(f)(3)(C) to provide the same
limitations period. Assistance to States for the Education of
Children with Disabilities and Preschool Grants for Children
with Disabilities, 71 Fed. Reg. 46,706 (Aug. 14, 2006). The
DOE’s interpretation necessarily rejects the 2+2 rule, which
assumes that § 1415(b)(6)(B) and § 1415(f)(3)(C) provide
two different limitations periods, although the agency’s
interpretation does not offer any guidance on whether the
discovery rule or occurrence rule should prevail. As the Third
Circuit noted, the DOE’s interpretation of its own regulation
should be respected if “it has the ‘power to persuade.” ”
Ligonier, 802 F.3d at 621 (quoting Gonzales v. Oregon, 546
U.S. 243, 256, 126 S.Ct. 904, 163 L.Ed.2d 748 (2006) and
Skidmore v. Swift & Co., 323 U.S. 134, 140, 65 S.Ct. 161, 89
L.Ed. 124 (1944)). The DOE’s rejection of the 2+2 rule is in
accord with the text of § 1415(f)(3)(C), our contextual reading
of § 1415(b) as providing an overview of procedures required
by the IDEA, and the IDEA’s broader statutory scheme.

The IDEA’s legislative history is in accord. When the
2004 IDEA amendments were crafted, the House of
Representatives’ initial proposal was for a one-year statute
of limitations that relied on the occurrence rule and required
that a complaint *944 “set forth a violation that occurred not
more than one year before the complaint is filed.” H.R. Rep.
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108-77, at 36 (2003). The Senate version of the bill included
the wording that later became § 1415(f)(3)(C). S. Rep. 108—
185, at 222 (2003) (‘A parent or public agency shall request
an impartial due process hearing within 2 years of the date
the parent or public agency knew or should have known about
the alleged action that forms the basis of the complaint....”).
Considering the two draft bills, the Third Circuit concluded:

then
incorporated the Senate’s version at §
1415(f) and the House’s version in the
summary listing at § 1415(b). When it
did so, however, it omitted to change

The conference committee

the backward-looking framework of
the House’s version to the forward-
looking framework of the Senate’s.
Thus was created the problem we
grapple with today.

Ligonier, 802 F.3d at 623. This legislative history suggests
that Congress intended to adopt the discovery rule, not the
occurrence rule, in the final version of the 2004 amendments.
See id.

The text and purpose of the IDEA, the DOE’s interpretation of
the Act, and the legislative history of the 2004 amendments all
lead us to the same conclusion. We hold the IDEA’s statute of
limitations requires courts to apply the discovery rule without
limiting redressability to the two-year period that precedes the
date when “the parent or agency knew or should have known
about the alleged action that forms the basis of the complaint.”

§ 1415(H(3)(C).

I1. The district court erred by concluding that the
IDEA’s two-year statute of limitations necessarily barred
claims arising in 2006 and 2007.

Having concluded that the IDEA’s statute of limitations is
triggered when “the parent or agency knew or should have
known about the alleged action that forms the basis of the
complaint,” we turn to the Avilas’ claims. See § 1415()(3)
(C) (emphasis added). In dismissing the Avilas’ complaint,
the district court cited the correct standard from § 1415(f)
(3)(C), but concluded, “Parents’ due process complaint was
made April 26, 2010. Accordingly, unless an exception is
shown, the Court finds any alleged misconduct prior to April
26, 2008, was not timely raised by Parents.” In other words,

apart from considering the two express exceptions to the
IDEA’s statute of limitations, the district court barred the
Avilas’ claims arising before April 26, 2008 based on when
the actions complained of occurred, rather than applying the
discovery rule.

The district court found that Ms. Avila signed forms agreeing
with the 2006-2007 evaluation results, but this does not end
the inquiry because the Avilas’ awareness of the evaluations
does not necessarily mean they “knew or had reason to know”
of the basis of their claims before April 26, 2008. Cf. 4.G.
v. Paradise Valley Unified Sch. Dist. No. 69, 815 F.3d 1195,
1205 (9th Cir. 2016) (holding that parents’ consent to a
disabled child’s placement does not waive later challenges
to the placement under Title II of the Americans with
Disabilities Act and § 504 of the Rehabilitation Act, “at least
where the issue is one that requires specialized expertise a
parent cannot be expected to have”). Other courts have held
that the “knew or had reason to know date” stems from when
parents know or have reason to know of an alleged denial
of a free appropriate public education under the IDEA, not
necessarily when the parents became aware that the district
acted or failed to act. See, e.g., Somoza v. N.Y. City Dept
of Educ., 538 F.3d 106, 114 (2d Cir. 2008) (holding that
*945 the “knew or should have known” date occurred when
parent viewed a child’s rapid improvement in a new program);
Draper v. Atlanta Indep. Sch. Sys., 518 F.3d 1275, 1288
(11th Cir. 2008) (holding the “knew or should have known
date” occurred after new evaluation and declining to hold
that “famil[ies] should be blamed for not being experts about
learning disabilities”).

Because the district court barred the Avilas’ pre-April 2008
claims based on when the District’s actions occurred, we
remand to the district court to make findings and address
the statute of limitations under the standard we adopt here,
namely when the Avilas “knew or should have known about
the alleged action[s] that form[ ] the basis of the complaint.”
See § 1415(£)(3)(C).

Each party shall bear its own costs.

REVERSED and REMANDED.

All Citations

852 F.3d 936, 341 Ed. Law Rep. 646, 17 Cal. Daily Op. Serv.
3045, 2017 Daily Journal D.A.R. 3060
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Footnotes

1 The Avilas’ claim that the District violated the IDEA by failing to assess their child for dyslexia and dysgraphia
is addressed in an unpublished memorandum disposition filed concurrently with this opinion.

2 The IDEA requires IEPs, which are “written statement[s] for each child with a disability,” as part of its mandate
of ensuring students are provided with a free appropriate public education. See 20 U.S.C. 8§ 1401(9)(D),
1414(d).

3 There are two express exceptions to the IDEA’s two-year statute of limitations: (1) when a local educational

agency misrepresents that it has resolved issues underlying a claim; and (2) when a local educational agency
withholds necessary information. 20 U.S.C. 8 1415(f)(3)(D). The Avilas do not argue that either of these
exceptions apply.

4 An IEP includes the following: 1) a statement about the child’s level of academic achievement; 2) “measurable
annual goals”; 3) a description of how the child’s progress towards the goals will be measured; and 4) a
statement of the special education and other services to be provided. 20 U.S.C. § 1414(d)(1)(A).

5 The events underlying this action took place from 2006 to April 2010, and the applicable version of the IDEA
was in effect from 2004 to October 2010. See Amanda J. ex rel. Annette J. v. Clark Cty. Sch. Dist., 267 F.3d
877, 882 n.1 (9th Cir. 2001) (applying the 1994 version of IDEA to events that took place in 1995, despite
1997 revision of IDEA). The 2010 amendments do not materially affect the analysis or outcome of this case.
See Pub. L. No. 111-256, 124 Stat. 2643 (2010) (amending the IDEA to change references from “mental
retardation” to “intellectual disabilities™).

End of Document © 2020 Thomson Reuters. No claim to original U.S. Government Works.
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BALL MEMORIAL HOSPITAL,
INC.,, et al., Plaintiffs-Appellants,
V.

MUTUAL HOSPITAL INSURANCE, INC., doing
business as Blue Cross of Indiana, and Mutual
Medical Insurance, Inc., doing business as
Blue Shield of Indiana, Defendants-Appellees.
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Decided March 4, 1986.

|
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Synopsis

Hospitals brought antitrust action against nonprofit providers
of health care financing for consumers, which planned to
implement a “preferred provider organization” in the state.
The United States District Court for the Southern District of
Indiana, Indianapolis Division, 603 F.Supp. 1077, William
E. Steckler, J., denied hospitals' motion for preliminary
injunction to enjoin implementation of the PPO, subsequently
entered partial final judgment disposing of hospitals' state
law claims while reserving their antitrust claims, and issued
certificate permitting immediate appeal of state law issues.
On hospitals' appeal, the Court of Appeals, Easterbrook,
Circuit Judge, held that: (1) nonprofit providers lacked
market power, and were therefore entitled to adopt PPO plan
without further scrutiny under the Sherman Anti-Trust Act,
and (2) nonprofit providers did not violate Indiana statute
governing establishment of PPO plans by conducting one-
sided negotiations requiring hospitals to lower their bids
without feedback from nonprofit providers on others' bids or
by taking price into account in determining hospitals which
would be permitted to participate in PPO plan.

Affirmed.

Will, Senior District Judge, filed opinion concurring in the
judgment.

Procedural Posture(s): On Appeal; Motion for Preliminary
Injunction.
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Before FLAUM and EASTERBROOK, Circuit Judges, and
WILL, Senior District Judge. :

Opinion
EASTERBROOK, Circuit Judge.

The provision of health care financing services has become
increasingly competitive. Hospitals and physicians (the
providers of service) have begun to offer financing packages,
much as automobile manufacturers sometimes finance their
own products. In health care, where the need for service often
depends on events beyond anyone's control, financing often
is combined with insurance to spread the risks.

Sometimes the financing and insurance package is part of a
new method of supplying the service; the health maintenance
organization (HMO) is both a method of joining physicians
in a firm and a method of financing their service by selling
memberships for stated monthly prices. The physicians at
HMOs are paid salaries rather than fees for each service they
render. Sometimes the financing is independent of the method
of supplying the service. Several hospitals in Indiana that
use traditional organization (most physicians are independent
contractors rather than employees), and pay each provider per
service, also have begun to offer financing to patients.

One package is the preferred provider organization (PPO).
In exchange for a *1330 stated monthly payment, the
hospital promises to pay the costs of patients who use
particular providers. Patients who use providers other than the
“preferred” ones must pay part or all of the fees themselves.
These copayments are meant to induce patients to stick with

the preferred providers—perhaps more often to request their

physicians to stick with the preferred providers. ! This may
send extra business to these providers, who in exchange may
agree to take less for each case. The assembler of the PPO plan
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may pass the savings along to the purchasers of the coverage.
A PPO plan specifies in advance the fee it will pay a provider
for any given medical service.

The purchasers of the service are not necessarily the patients.
Employers often supply health care coverage for employees,
and they are intensely interested in reducing the price of
any given level of care. These employers may shop among
different plans assembled by different HMOs and hospitals.
They also consider traditional insurance packages. Blue Cross
and Blue Shield of Indiana (the Blues) offer a service benefit
plan that has attracted a substantial following from both
employers and individual purchasers of insurance. Providers
sign up as members of the Blues' plan, and they promise to
accept as payment the “usual, customary, and reasonable” fee
for a service as the Blues determine that fee to be, case by case.
Other sellers of insurance agree to pay stated amounts per
type of service rendered or to pay a stated percentage of the
provider's bill. These plans have attracted fewer subscribers.
Some large employers simply hire insurance companies
to administer the employers' own plans; the administrator
receives the bills, the employer determines what it will pay,
and the administrator sends the money on to the providers.
Administered self-insurance has been growing at the expense
of other plans.

Patients and employers must choose among these plans. Once
they have chosen a plan, they may have little control over their
care. Choosing a PPO plan or HMO may lock a person into a
particular provider. On the other hand, the choice among plans
is relatively free in advance, and patients may shop among
plans that are compatible with their needs and with their
physicians' limitations (each physician will have privileges
at a subset of local hospitals). This case is about the choice
among financing packages.

I

The plaintiffs in this case are 80 acute-care hospitals (the
Hospitals). All 80 provide care on a fee for service basis,
and all 80 receive payments from many insurance plans and
administered self-insurance plans as well as from patients.
Some of the 80 also offer PPO plans; others are preparing to
do so. Forty of the 80 plaintiffs have appealed.

The Blues have been losing market share in Indiana for
some years. In 1980 the Blues insured almost two million
of Indiana's 5.5 million population. By 1984 they insured

only about 1.45 million people. This is still a large share;
at some of the Hospitals more than 80% of all patients are
covered by the Blues, and throughout Indiana about 50%
of all hospitals' revenues come from payments made by the
Blues. This may be a misleading figure because it includes
payments the Blues made as administrators of self-insurance
plans and of Indiana's Medicare plan. The Blues say that
they are much smaller—they insure only about 27% of all
patients in Indiana and distributed in 1982 only about $450
million in Indiana on behalf of privately-insured patients,
while Indiana's hospitals received *1331 some $2.2 billion
from all sources. By all accounts the Blues are large in relation
to the next-largest private supplier of health insurance in
Indiana, which underwrites about 3% of all private insurance
in the state. Just how “large” the Blues are turns out not to
matter, so we do not pursue the question.

All agree that however large the Blues may be, they are losing
business. Concerned about this, the Blues decided to offer
a PPO of their own, in addition to their traditional service
benefit plans. The Blues also decided to merge, eliminating
the longstanding practice of one plan's underwriting hospitals'
services and another's underwriting physicians' services. The
Blues asked for bids from all acute-care hospitals in Indiana
and invited each to bid a percentage discount from its regular
fees. That PPO plan and merger precipitated this case. The
hospitals that offer PPO plans saw the Blues' decision as a
threat to their success. All hospitals saw a PPO plan as a threat
to revenues—those who participated in the plan might collect
less per service rendered, and those outside the plan might
lose volume.

Ninety-one of Indiana's 115 acute-care hospitals submitted
bids, and the Blues signed up 61 of the 91. Forty-two of the
80 plaintiffs are among the 61. Eleven plaintiffs did not bid,
and 27 bid but were not selected. All 80 remain eligible to
participate in the regular service benefit plan offered by the
Blues, which is the Blues' most popular product. All hospitals
in Indiana also may provide services to patients covered by
the Blues' PPO, but the Blues will reimburse only 75% of
the hospitals' fees; the patients must pay the rest. The Blues
will reimburse 100% of the agreed charges when insureds use
hospitals within the PPO.

The Blues wanted to put their PPO into effect early in
1985. The Hospitals began this suit on November 14, 1984,
seeking injunctive relief against the Blues' proposed PPO
under sections 1 and 2 of the Sherman Act, 15 U.S.C. §§ 1
and 2, and provisions of Indiana law.
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The district court set the case for a hearing on the Hospitals'
request for a preliminary injunction. The court told the
Hospitals they could present as much evidence as they
wanted, and the hearing lasted 11 days in February 1985.
More than 30 witnesses testified; more than 400 exhibits
were introduced. On March 1, 1985, the district court denied
the request for a preliminary injunction. The Blues' PPO
immediately went into effect. The court later entered a partial
final judgment disposing of the Hospitals' claims under
state law, while reserving their antitrust claims; it issued
a certificate under Fed.R.Civ.P. 54(b) permitting immediate
appeal of the state law issues. We therefore have before us the
denial of preliminary relief under the Sherman Act and the
final judgment under state law.

The district court made extensive findings of fact. 603 F.Supp.
1077 (S.D.Ind.1985). The most important of these concern
the Hospitals' claim that the Blues have (and abused) “market
power,” the ability to raise price significantly higher than
the competitive level by restricting output. See NCAA v.
University of Oklahoma, 468 U.S. 85, 104 S.Ct. 2948, 2965—
67 & n. 38, 82 L.Ed.2d 70 (1984); United States v. E.I. du
Pont de Nemours & Co., 351 U.S. 377, 391, 76 S.Ct. 994,
1005, 100 L.Ed. 1264 (1956); William M. Landes & Richard
A. Posner, Market Power in Antitrust Cases, 94 Harv.L.Rev.
937 (1981). The court found that the Blues do not have the
power to restrict output in the market or to raise price because
they furnish a fungible product that other people can and do
supply easily.

The court treated the product as “health care financing.” The
Blues, other insurance companies, hospitals offering PPOs,
HMOs, and self-insuring employers all offer methods of
financing health care. Employers and individual prospective
patients easily may switch from one financing package to
another; nothing binds an employer or patient to one plan.
To put it differently, even though everyone wants medical
insurance, and the demand for this service *1332 as a
whole may be inelastic (meaning that purchases fall less
than 1% in response to a 1% increase in price, which
makes the increase profitable), when customers are not tied
to particular sellers each seller may perceive the demand
as highly elastic (meaning that customers will quickly
switch if any one supplier raises price, which makes the
increase unprofitable). The court concluded: “Consumers are
extremely price sensitive and will readily switch on the basis
of price from one company or form of financing to another.

Consequently, no competitor ... has the power to control
prices....” Finding 8, 603 F.Supp. at 1080.

The market in health care financing is competitive, the court
concluded, not only because customers can switch readily but
also because new suppliers can enter quickly and existing
ones can expand their sales quickly. More than 1000 firms
are licensed to sell health insurance in Indiana, and more than
500 sell this insurance currently. According to the district
court, all can expand on a moment's notice. “Entry barriers
into the market for health care financing are extremely low.
All that is needed to compete in Indiana, for example, is
sufficient capital to underwrite the policies and a license
from the Indiana Insurance Commissioner.” Finding 11, 603
F.Supp. at 1080. Of the 500 firms now selling insurance, many
operate nationwide and have (or can attract) plenty of capital
against which to write policies—if the price is right. The court
listed “Prudential, Aetna, Metropolitan and Equitable, each of
which [has] premium income and assets in the tens of billions
and operates nationally.” Finding 12, 603 F.Supp. at 1080.
The court also observed that firms may elect self-insurance,
and HMOs may expand, in response to an increase in the price
of insurance.

Buyers' willingness to switch and sellers' ability to enter
and expand rapidly, the district court concluded, means that
“a firm's share of premium revenues reflects no more than
its ability to compete successfully in meeting consumer
demands.” Finding 14, 603 F.Supp. at 1081. The Blues
cannot exclude competitors, cannot raise prices without
losing business quickly; the Blues' size therefore indicates
only their success in offering the package of price and service
that customers prefer, not any market power.

The district court also found that PPO plans “contain cost
by promoting price competition among hospitals” (Finding
18, 603 F.Supp. at 1081) and that many of the large national
insurers, as well as the larger hospitals in Indiana, are offering
or planning to offer PPO plans. “By thus offering financing
arrangements to consumers to pay for hospital services, these
hospitals [offering PPOs] are vertically integrating into the
health care financing market” (Finding 20, 603 F.Supp. 1082).

The PPO program will enable the Blues to offer lower
premiums, the court found; it estimated the savings at 10—
20% for 1985. Finding 32, 603 F.Supp. at 1083. These
savings come from the increased utilization of hospital
services made possible by the patients' incentives to use
the selected providers, and from “utilization controls and
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procedures ... intended to generate savings by eliminating
needless in-patient admissions and unnecessary operations.”
Finding 39, 603 F.Supp. at 1084. Insurance creates “moral
hazard.” Once a person has insurance, he wants the best care
regardless of cost—for someone else bears the cost. When, as
happens often, the physician rather than the patient makes the
important choices, the physician may be inclined to provide
all the service for which insurance will pay, knowing that his
patient will not resist this recommendation (at least not on
account of expense). Yet if every physician supplies more or
better care, price must rise, which patients as a group must
pay in higher insurance bills. The “utilization controls” to
which the district court referred are a method of counteracting
moral hazard by limiting each insured's access to care. These
limits may restore the appropriate level of care and save cost.
Moving patients from one hospital to another also may save
cost. It may be cheaper to operate one hospital at 95% *1333

of capacity and another at 55%, rather than each at 75%; the
less-used hospital can close a wing and reduce its staff.

In light of its conclusions on the benefits of PPOs, the district
court thought that a preliminary injunction would injure rather
than promote the public interest. “The public ... would forfeit
the benefits of competition and the opportunity for decreased
health care costs. Competition would be restrained in the
health care financing market because Blue Cross/Blue Shield
cannot offer its product to the public.... Competition would
also be restrained in the hospital services market because
hospitals would not have to compete against one another
on the basis of price for Blue Cross/Blue Shield insureds.
In addition, the public would lose the improved hospital
utilization control which the PPO would sponsor.” Finding
43, 603 F.Supp. at 1084. Because the Blues lack market
power, too, the district court thought the Hospitals had no
reasonable chance of success on the merits of their antitrust
claims. With the public interest and the law coinciding, the
court concluded, the Blues must prevail.

The court also made findings pertinent to the Hospitals' claim
that the PPO violates state law. We postpone recitation of
these to the discussion of state law, and we turn to the antitrust
argument.

II

The Hospitals insist that the public interest is on their side and
that they are likely to prevail on the merits. These are related
considerations. See Lawson Products, Inc. v. Avnet, Inc.,

782 F.2d 1429, 1433-34 (7th Cir.1986); American Hospital
Supply Corp. v. Hospital Products Ltd., 780 F.2d 589, 593-94
(7th Cir.1986); Roland Machinery Co. v. Dresser Industries,
Inc., 749 F.2d 380, 387-88 (7th Cir.1984). The district court,
when exercising its discretion in evaluating and weighing the
factors of traditional injunction analysis, seeks to hold to a
minimum the sum of two potential costs: the cost of denying
an injunction if the plaintiff is ultimately determined to be
entitled to relief, and the cost of granting an injunction if the
defendant is ultimately determined to have violated no legal
command.

These costs usually fall on the parties. They are also likely
to be short term costs, so that a mistake is not catastrophic.
In antitrust litigation, by contrast, third parties may feel
substantial effects. This suit is between hospitals and an
insurer, but the principal effect of the PPO plan is on the
price patients pay for insurance. A mistaken grant of an
injunction may elevate this price, harming the consumers that
antitrust laws are designed to protect. If there is a mistake,
it may last a long while. Antitrust cases are notoriously
extended. Sometimes preliminary injunctions in antitrust
cases condemn the proposed action, and the defendant
abandons it rather than face the costs and uncertainties of
lengthy litigation. The Third Circuit took judicial notice of
this effect of preliminary injunctions in holding that targets of
tender offers may not seek relief on antitrust grounds. H.H.
Robertson Co. v. Guardian Industries Corp., No. 85-3232 (3d
Cir.1986).

As a rule a court need not dwell on the costs to consumers
of mistaken injunctions, because plaintiffs have no reason to
seck remedies that will injure the beneficiaries of the antitrust
laws. The plaintiffs may be consumers themselves or may
have interests identical to those of consumers. At other times,
however, the plaintiff's interests do not coincide with those
of consumers. For example, in Brunswick Corp. v. Pueblo
Bowl-O-Mat, Inc., 429 U.S. 477, 97 S.Ct. 690, 50 L.Ed.2d
701 (1977), the plaintiff operated bowling establishments in
competition with the defendant Brunswick, which acquired
additional establishments in violation of § 7 of the Clayton
Act. The plaintiff suffered injury in fact because the price
bowling establishments could charge to consumers fell after
the acquisition; had Brunswick not acquired the lanes, they
would have gone bankrupt and disappeared. Pueblo therefore
had been injured as a result of a violation—but *1334 not
because the violation had raised prices to consumers. The
Supreme Court held that Pueblo had not suffered “antitrust
injury,” which means injury from higher prices or lower
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output, the principal vices proscribed by the antitrust laws.
Whenever the plaintiff and consumers have divergent rather
than congruent interests, there is a potential problem in
finding “antitrust injury.” If, as in Brunswick itself, the
plaintiff and the defendant are competitors, the plaintiff gains
from higher prices and loses from lower prices—just the
opposite of the consumers' interest. When the plaintiff is
a poor champion of consumers, a court must be especially
careful not to grant relief that may undercut the proper
functions of antitrust.

Brunswick was a suit for damages, but an injunction
would have been even worse than damages. If a court
had issued an injunction compelling Brunswick to divest
the establishments, which would have gone bankrupt,
prices would have risen to consumers' detriment. Because
injunctions may injure consumers just as surely as damages
may, the “antitrust injury” rule applies to requests for damages
and injunctions alike. Midwest Communications, Inc. v.
Minnesota Twins, Inc., 779 F.2d 444, 452-53 (8th Cir.1985);
Schoenkopfv. Brown & Williamson Tobacco Corp., 637 F.2d
205 (3d Cir.1980).

The risk that consumers and plaintiffs may have divergent
interests arises when, as in Brunswick, the plaintiff and
the defendant are horizontal rivals. Then the plaintiff
wants higher prices, consumers want lower prices. The
books contain examples of firms that invoke the antitrust
laws to obtain shelter from competition rather than to
promote competition. One example from our court is ECOS
Electronics Corp. v. Underwriters Laboratories, Inc., 743
F.2d 498, 501 (7th Cir.1984), cert. denied, 469 U.S. 1210, 105
S.Ct. 1178, 84 L.Ed.2d 327 (1985). See William J. Baumol &
Janusz A. Ordover, Use of Antitrust to Subvert Competition,
28 J.L. & Econ. 247 (1985), for further examples.

The equitable remedy of preliminary injunctions has
always stressed the importance of ensuring that preliminary
injunctions not injure the public at the same time as they
assist the plaintiff. Given the risk that business rivals may
seek to use antitrust to stifle rather than promote competition,
district courts should pay particular attention to the public
interest in such litigation. Thus in attempting to weigh the
equities of granting or denying a preliminary injunction in
the antitrust setting, the pro or anti-competitive effects on the
market at large should be an important factor in the district
court's analysis.

Some of the Hospitals offer PPO plans of their own. The
district court found that Methodist Hospital has signed up
more than 10,000 insureds in a PPO that includes seven
hospitals and that Methodist Hospital has marketed this plan
across the state (Finding 21, 603 F.Supp. at 1082). Many other
plaintiff Hospitals “have developed or are developing” their
own PPO plans (Finding 20, ibid.). Moreover, the district
court also found that the public interest lies in the continuation
of the Blues PPO, as we discussed above.

We start with a proposition established by Brillhart v. Mutual
Medical Insurance, Inc., 768 F.2d 196 (7th Cir.1985): the
Blues are financial intermediaries, purchasing agents for the
consumers of medical services. See also Kartell v. Blue Shield
of Massachusetts, Inc., 749 F.2d 922 (1st Cir.1984), cert.
denied, 471 U.S. 1029, 105 S.Ct. 2049, 85 L.Ed.2d 322
(1985). The Blues, as financial intermediaries, may drive any
bargains open to the consumers of services. The Rule of
Reason rather than the per se rule supplies the standard of
analysis.

The analysis of the adoption of the PPO plan must begin with
an assessment of market power. Market power is a necessary
ingredient in every case under the Rule of Reason. See Polk
Bros., Inc. v. Forest City Enterprises, Inc., 776 F.2d 185,
191 (7th Cir.1985) (collecting cases). Unless the defendants
possess market power, it is unnecessary to ask whether their
*1335 conduct may be beneficial to consumers. Firms
without power bear no burden of justification. The Hospitals
say that the Blues have a large share of the market for medical
insurance in Indiana, and that this establishes market power.

In many cases a firm's share of current sales does indicate
power. Sales may reflect the ownership of the productive
assets in the business. Market power comes from the ability
to cut back the market's total output and so raise price;
consumers bid more in competing against one another to
obtain the smaller quantity available. When a firm (or group
of firms) controls a significant percentage of the productive
assets in the market, the remaining firms may not have the
capacity to increase their sales quickly to make up for any
reduction by the dominant firm or group of firms.

In other cases, however, a firm's share of current sales does
not reflect an ability to reduce the total output in the market,
and therefore it does not convey power over price. Other firms
may be able, for example, to divert production into the market
from outside. They may be able to convert other productive
capacity to the product in question or import the product from
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out of the area. If firms are able to enter, expand, or import
sufficiently quickly, that may counteract a reduction in output
by existing firms. And if current sales are not based on the
ownership of productive assets—so that entrants do not need
to build new plants or otherwise take a long time to supply
consumers' wants—the existing firms may have no power at
all to cut back the market's output. To put these points a little
differently, the lower the barriers to entry, and the shorter
the lags of new entry, the less power existing firms have.
When the supply is highly elastic, existing market share does
not signify power. Will v. Comprehensive Accounting Corp.,
776 F.2d 665, 672 n. 3 (7th Cir.1985); United States v. Waste
Management Inc., 743 F.2d 976 (2d Cir.1984).

The district court found that each of the factors suggesting
that market share does not imply market power is present in
the market for medical insurance. New firms may enter easily.
Existing firms may expand their sales quickly; the district
court pointed out that insurers need only a license and capital,
and that firms such as Aetna and Prudential have both. There
are no barriers to entry—other firms may duplicate the Blues'
product at the same cost the Blues incur in furnishing their
coverage. See George J. Stigler, The Organization of Industry
67-70 (1968) (defining barriers to entry as differentials in the
long-term costs of production); cf. Harold Demsetz, Barriers
to Entry, 72 Am.Econ.Rev. 47 (1982) (showing that not all
barriers, as so defined, injure effective competition). The
Blues and other nonprofits may have an edge because of the
lower tax Indiana places on premiums paid to them, but this
sort of advantage is not pertinent here. Other mutual insurance
carriers (including Prudential) can get the same tax break. A
PPO plan does not exploit the tax advantage as compared with
any other plan the Blues could offer. The tax benefits may or
may not be desirable as a matter of state policy, but this is no
concern of antitrust law.

The Blues do not own any assets that block or delay entry. The
insurance industry is not like the steel industry, in which a firm
must take years to build a costly plant before having anything
to sell. The “productive asset” of the insurance business is
money, which may be supplied on a moment's notice, plus the
ability to spread risk, which many firms possess and which
has no geographic boundary. Cf. Hood v. Tenneco Texas Life
Insurance Co., 739 F.2d 1012, 1019 (5th Cir.1984) (insurance
industry marked by ease of entry); Alabama Association
of Insurance Agents v. Board of Governors, 533 F.2d 224,
250-51 (5th Cir.1976) (financial services in general are
competitive because of the ease of moving money), modified,
558 F.2d 729 (1977), cert. denied, 435 U.S. 904, 98 S.Ct.

1448, 55 L.Ed.2d 494 (1978). The district court emphasized
that every firm can expand its sales quickly if the price is
right, that no *1336 firm has captive customers, and that
many firms want to serve this market. The conclusion that the
Blues face vigorous and effective competition is not clearly
erroneous. See also National Bancard Corp. v. VISA U.S.A.,
Inc., 779 F.2d 592, 604-05 (11th Cir.1986) (defining a market
of “all payment devices” on basis of a conclusion that one
financial service is a ready substitute for another).

Still, the Hospitals say, the conclusion is legally irrelevant.
Ease of entry and the absence of barriers do not matter if the
defendant has a large market share. The Hospitals are wrong.
Market share is just a way of estimating market power, which
is the ultimate consideration. When there are better ways to
estimate market power, the court should use them. See Waste
Management, supra. Market share reflects current sales, but
today's sales do not always indicate power over sales and price
tomorrow. United States v. General Dynamics Corp., 415
U.S. 486, 94 S.Ct. 1186, 39 L.Ed.2d 530 (1974), illustrates
the point. The sellers of a large share of all current sales of
coal in the midwest merged. The Court held, however, that
share did not demonstrate power, because current deliveries
of coal were largely committed under long term contracts.
The pertinent competitive criterion was the ability to make
future commitments of coal, and existing deliveries actually
restricted the ability to make such commitments. The real
“owners” of the coal currently being delivered were the
recipients under the contracts, not the sellers. One of the
firms in the merger had committed all of its economically-
recoverable coal, and so its disappearance by merger did not
remove from the market any competitive force that could be
preserved by enjoining the merger. The Court concluded that
because market shares did not reflect tomorrow's ability to
compete, they did not supply a reason to forbid the merger.

Other cases, many from this circuit, have said that market
share is simply an indication of power and possesses no other
significance. Will v. Comprehensive Accounting Corp., supra,
776 F.2d at 672 n. 3; United Airlines, Inc. v. CAB, 766 F.2d
1107, 1115 (7th Cir.1985); Kaiser Aluminum & Chemical
Corp. v. FTC, 652 F.2d 1324, 1341 (7th Cir.1981); Juneau
Square Corp. v. First Wisconsin National Bank of Milwaukee,
624 F.2d 798, 813 (7th Cir.), cert. denied, 449 U.S. 1013,
101 S.Ct. 571, 66 L.Ed.2d 472 (1980). Waste Management,
supra, and Broadway Delivery Corp. v. United Parcel Service
of America, Inc., 651 F.2d 122 (2d Cir.1981), cert. denied,
454 U.S. 968, 102 S.Ct. 512, 70 L.Ed.2d 384 (1982), express
the same point in the Second Circuit, and almost every other
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circuit has a similar holding. Cf. du Pont, supra (sole maker of
cellophane lacks market power because of competition from
other flexible wrappings).

The inquiry in each case is the ability to control output
and prices, an ability that depends largely on the ability of
other firms to increase their own output in response to a
contraction by the defendants. Indeed it is usually best to
derive market share from ability to exclude other sources of
supply. This is the method the Department of Justice adopted
in its Merger Guidelines. Cf. Landes & Posner, supra, George
J. Stigler & Robert A. Sherwin, The Extent of the Market,
28 J.L. & Econ. 555 (1985). If the definition of the market
builds in a conclusion that there are no significant additional
sources of supply and no substitutes from the consumers'
perspective, then the market share indicates power over price.
But a calculation of the Blues' share of current coverage in
Indiana does not capture the possibility of new entry and
expanded sales by rivals, and this is why the district court
properly held that the geographic market “is regional, if not
national” (Finding 9, 603 F.Supp. 1080). This larger market
may not seem useful from the perspective of consumers in
Indiana, who must obtain their insurance from firms offering
it there. It is highly pertinent, however, from the perspective
of the Blues' rivals and potential rivals, and therefore from the
perspective of constraints on the Blues' ability to raise price.

*1337 The Blues' rivals, whose mobility is not restricted,
protect consumers, whose mobility is restricted.

The district court therefore did not commit a legal error
or make a clear error in finding the facts. So far as the
record stands, the Blues lack market power and are therefore
entitled to adopt a PPO plan without further scrutiny under
the Sherman Act.

The merger of the two plans does not alter the analysis or
independently violate the antitrust laws. The district court
found that the plans “have for more than thirty years acted
as one company” (Finding 2, 603 F.Supp. at 1079). It is
therefore appropriate to treat them as if they had been
one corporation all along. A merger, like a cartel, may
“deprive[ ] the marketplace of the independent centers of
decisionmaking that competition assumes and demands,”
and the joinder of previously independent firms “suddenly
increases the economic power moving in one particular
direction.” Copperweld Corp. v. Independence Tube Corp.,
467 U.S. 752,104 S.Ct. 2731, 2741, 81 L.Ed.2d 628 (1984).
But the two Blue plans offered complementary products
(insurance against hospitals' costs and insurance against

physicians' costs); they did not compete by offering substitute
products. Their merger did not change the conditions of
competition in the market. The district court was entitled
to treat them as a single firm under Copperweld. 7 Phillip
E. Areeda, Antitrust Law 9§ 1464f (1986). Even if the two
plans' formal separation makes treatment under Copperweld
inappropriate, the merger of firms that were jointly controlled
does not call for close scrutiny. United States v. Citizens &
Southern National Bank, 422 U.S. 86, 95 S.Ct. 2099, 45
L.Ed.2d 41 (1975).

III

The Hospitals try to avoid this conclusion by urging that § 2
of'the Sherman Act imposes an additional test—that the Blues
act without anticompetitive intent. Relying on United States
v. Aluminum Co. of America, 148 F.2d 416 (2d Cir.1945), the
Hospitals insist that any firm with a large market share has an
obligation not to augment that share at the expense of rivals
and may not drive hard bargains.

Although the district court did not make findings concerning
the Blues' intent, the Hospitals say that the record reeks of
bad intent. The Blues evidently wanted to drive down the
price they paid to the providers, which entails bad intent;
more, the Blues engaged in calculated planning to preserve
or enlarge their market share. The Hospitals quote from a
report that a consulting firm rendered to the Blues in 1981:
“The market is mature with little growth opportunity left.
The [Blues] dominate the marketplace and recently have been
losing shares.... The competition will move to increase market
share at the [Blues'] expense. Market strategy for this market
might be to segment the market.” In January 1983 the Blues
circulated an internal report stating in part:

The Proposition: That [the Blues] use its market position
and its control over substantial sums of health care
dollars to negotiate lower fees for provider services ...
Blue Cross plans that enjoy major discounts in their
hospital reimbursement contracts do have considerable
advantage over competitors. It appears that these discount
arrangements reinforce what is a common perception
among both political leaders and businessmen. Which is
that our control of so many health care dollars should
put us in a position to negotiate lower prices for provider
services....

The Recommended Response: [The Blues are] in a unique
position to serve as a broker between what might appear
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to be the conflicting interests of financially threatened
providers and cost conscious group purchasers.... We also
control an overwhelming share of the marketplace in key
areas.... In short, the time seems right for an aggressive new
stance in the financing of health care benefits.... The growth
of competitive forces poses a grave threat, and will grow
worse without counteraction.

*1338 Res ipsa loquitur, the Hospitals say. If the Blues lack
market power, how come their own planning documents talk
this way? The Hospitals say that the district court should
have inferred power from intent, and that given this intent
to prevent competition the district court also was required to
enjoin the adoption of the PPO.

We assume without deciding that a court sometimes may
infer market power from a sufficiently clear demonstration
that a firm believes that it possesses power. Even so, an
argument about evil intent in antitrust requires us to ask:
“intent to do what?”” The Hospitals seem to think that intent
to get the best price is a bad intent. They cite Mandeville
Island Farms v. American Crystal Sugar Co., 334 U.S.
219, 68 S.Ct. 996, 92 L.Ed. 1328 (1948), to show that a
monopsonistic depression of price is as bad as a monopolistic
increase in price. True enough, see United States v. Capitol
Service, Inc., 756 F.2d 502 (7th Cir.), cert. denied, 474 U.S.
945, 106 S.Ct. 311, 88 L.Ed.2d 288 (1985), but Mandeville
was a conspiracy to depress prices, and price-fixing cartels
are unlawful independent of their efficacy. See Arizona v.
Maricopa County Medical Society, 457 U.S. 332, 102 S.Ct.
2466, 73 L.Ed.2d 48 (1982). The Blues are a single firm, and
the acts of single firms are judged by a different standard
under § 2.

Competition is a ruthless process. A firm that reduces cost
and expands sales injures rivals—sometimes fatally. The firm
that slashes costs the most captures the greatest sales and
inflicts the greatest injury. The deeper the injury to rivals,
the greater the potential benefit. These injuries to rivals are
byproducts of vigorous competition, and the antitrust laws
are not balm for rivals' wounds. The antitrust laws are for
the benefit of competition, not competitors. Brunswick, supra,
429 U.S. at 488, 97 S.Ct. at 697, quoting from Brown Shoe
Co. v. United States, 370 U.S. 294,320, 82 S.Ct. 1502, 1521, 8
L.Ed.2d 510 (1962); Brunswick Corp. v. Riegel Textile Corp.,
752 F.2d 261,266 (7th Cir.1984), cert. denied, 472 U.S. 1018,
105 S.Ct. 3480, 87 L.Ed.2d 615 (1985); ECOS Electronics,
supra. The antitrust laws protect efficient production for the
benefit of consumers. Reiter v. Sonotone Corp., 442 U.S. 330,

342, 99 S.Ct. 2326, 2332, 60 L.Ed.2d 931 (1979); NCAA,
supra, 104 S.Ct. at 2966 n. 49.

Sometimes injury to rival firms can be a presursor to injury
to consumers; after knocking rivals out of the market, a
firm may curtail output and raise price. Section 2 may be
used to prevent this conduct. Yet it must be used with the
greatest caution. Action that injures rivals may ultimately
injure consumers, but it is also perfectly consistent with
competition, and to deter aggressive conduct is to deter
competition. Thus the plaintiff faces a stiff burden in any §
2 litigation. “It is not enough that a single firm appears to
‘restrain trade’ unreasonably, for even a vigorous competitor
may leave that impression. For instance, an efficient firm
may capture unsatisfied customers from an inefficient rival,
whose own ability to compete may suffer as a result. This
is the rule of the marketplace and is precisely the sort of
competition that promotes the consumer interests that the
Sherman Act aims to foster. In part because it is sometimes
difficult to distinguish robust competition from conduct
with long-run anti-competitive effects, Congress authorized
Sherman Act scrutiny of single firms only when they pose a
danger of monopolization. Judging unilateral conduct in this
manner reduces the risk that the antitrust laws will dampen
the competitive zeal of a single aggressive entrepreneur.”
Copperweld, supra, 104 S.Ct. at 2740.

So “intent to harm rivals” is not a useful standard in antitrust.
See also Barry Wright Corp. v. ITT Grinnell Corp., 724
F.2d 227, 232 (1st Cir.1983): « ‘[I]ntent to harm’ [rivals]
without more offers too vague a standard in a world
where executives may think no further than ‘Let's get more
business,” and long-term effects on consumers depend in large
measure on competitors' responses.” Neither is “intent to do
more business,” which amounts *1339 to the same thing.
Vigorous competitors intend to harm rivals, to do all the
business if they can. To penalize this intent is to penalize
competition. See also 7 Areeda, Antitrust, supra at § 1506.

What of other “intents”? One intent reflected in the Blues'
documents is to buy medical care for less. Again, though,
this is just another description for hard bargaining. Even
a monopolist may bargain hard. See MCI Communications
Corp.v. AT&T, 708 F.2d 1081 (7th Cir.), cert. denied, 464 U.S.
891, 104 S.Ct. 234, 78 L.Ed.2d 226 (1983), which holds that
a dominant firm may slash prices to marginal cost in an effort
to capture patronage. Other courts have held that monopolists
may raise prices to customers, may charge what the traffic will
bear, so long as they came by their market power lawfully.
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E.g., Berkey Photo, Inc. v. Eastman Kodak Co., 603 F.2d 263,
296-98 (2d Cir.1979), cert. denied, 444 U.S. 1093, 100 S.Ct.
1061, 62 L.Ed.2d 783 (1980). Even the largest firms may
engage in hard competition, knowing that this will enlarge
their market shares. E.g., Foremost Pro Color, Inc. v. Eastman
Kodak Co., 703 F.2d 534 (9th Cir.1983), cert. denied, 465
U.S. 1038, 104 S.Ct. 1315, 79 L.Ed.2d 712 (1984); Telex
Corp. v. IBM Corp., 510 F.2d 894 (10th Cir.), cert. dismissed,
423 U.S. 802, 96 S.Ct. 8, 46 L.Ed.2d 244 (1975). Alcoa,
which seemed to suggest the opposite, has been limited by
the Second Circuit in Berkey, supra, 603 F.2d at 272-75, and
does not now assist the Hospitals.

Bad intent in antitrust law must mean something other than
the intent reflected in the Blues' memos and the consultant's
report. We need not decide just what it means—if it means
anything. The Supreme Court hinted in Aspen Skiing Co.
v. Aspen Highlands Skiiing Corp., 472 U.S. 585, 105 S.Ct.
2847, 2857-59, 86 L.Ed.2d 467 (1985), that intent “is merely
relevant” to the question whether the large firm seeks to
exclude competition on a “basis other than efficiency”. The
focus must be on the objective basis, not the mental state. The
First Circuit held in Grinnell that “intent” is a useless and
confusing term best discarded in favor of analysis of objective
indicators. See also Deauville Corp. v. Federated Department
Stores, Inc., 756 F.2d 1183 (5th Cir.1985). The Second Circuit
in Berkey reformulated intent to ask whether the large firm
intended to “transfer” power from one market to another or
to do something smaller firms could not do. Neither approach
would assist the Hospitals—the Blues are not trying to get
a monopoly in a second market, and the record establishes
that “small” firms, including some of the plaintiffs, can offer
PPO plans. More than a dozen PPO plans are operating or
organizing in Indiana. Still another approach is to ask whether
the defendant intends to (and can) raise its rivals' costs of
doing business. See Litton Systems, Inc. v. AT&T, 700 F.2d
785 (2d Cir.1983), cert. denied, 464 U.S. 1073, 104 S.Ct. 984,
79 L.Ed.2d 220 (1984). See also 3 Phillip Areeda & Donald
F. Turner, Antitrust Law 9 626 (1978); Steven C. Salop &
David T. Scheffman, Raising Rivals' Costs, 73 Am.Econ.Rev.
267 (1983); Richard S. Markovits, The Limits to Simplifying
Antitrust, 63 Tex.L.Rev. 41, 58-60 (1984). When a firm
finds a way to confront its rivals with higher costs, it may
raise its own prices to consumers without drawing increased
output from them. See Aspen Skiing, supra. Exclusive dealing
arrangements and boycotts sometimes may raise rivals' costs.
Cf. Northwest Wholesale Stationers, Inc. v. Pacific Stationery
& Printing Co., 472 U.S. 284, 105 S.Ct. 2613, 86 L.Ed.2d
202 (1985). But the Blues have not insisted that hospitals

in the Blues' PPO refrain from joining other PPOs, so rivals
have access to hospitals on the same basis as the Blues. Some
hospitals participate in more than three different PPO plans.
Finding 34, 603 F.Supp. at 1683.

The Hospitals urge on us a version of an argument that the
Blues' PPO will raise rivals' costs. The argument, which
the parties call the “cost-shifting” argument, starts from the
premise that hospitals raise just enough revenue to break even
each year. The hospitals offer discounts to the Blues in order
to participate in their PPO. %1340 They therefore receive
less revenue from patients covered by the PPO. To break
even they must obtain more revenue from other patients. This
means they must “shift” to their other patients their costs
of operation. When the hospitals raise their prices to other
insurance plans (including the hospitals' own PPO plans),
these plans will be unable to compete with the Blues. The
Blues' PPO will have raised its rivals' costs, in violation of § 2.

The district court did not address this argument explicitly.
It apparently treated the cost-shifting argument as an attack
on price discrimination, to which it correctly replied that
discrimination is not forbidden. Finding 46, 603 F.Supp. at
1084. This does not dispose of a claim that PPOs raise rivals'
costs. Still, we can construct from the findings an answer
sufficient for the time being. An argument that the Blues are
shifting costs to rivals must start from the proposition that the
Blues have market power. Why else would hospitals give the
Blues a price break that injures rivals? The district court found
that the Blues lack power, a finding we have held is not clearly
erroneous. The cost-shifting argument also assumes that the
price charged to the patients in the Blues' PPO plan is below
the appropriate measure of cost; the Hospitals contend that
they must raise prices elsewhere to subsidize these patients.
But the district court found that the PPO genuinely saves
on the costs of care, and this too is not clearly erroneous.
If the discounts given on patients covered by the PPO are
justified by reductions in cost, there is nothing to “shift” to
other patients.

We do not imply by this discussion that the Blues must
demonstrate that the prices charged to the PPO patients
are “cost-justified.” That has been a notorious quagmire in
litigation under the Robinson-Patman Amendments to § 2
of the Clayton Act, 15 U.S.C. § 13. There is certainly no
burden of justification in the absence of market power—no
rational hospital sells below cost to a buyer without market
power (the Hospitals do not say that they are themselves
engaged in predatory pricing). It is also hard to see why, if
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the Hospitals can raise their prices to other buyers of their
services, they do not do so whether or not they join the Blues'
PPO plan. We have held that large firms may drive hard
bargains, and this does not imply that district courts should
become little versions of the Office of Price Administration
and assess the “cost-justification” for prices charged to
these large customers. The Robinson-Patman amendments
sometimes require this investigation, but they are limited
to price discrimination affecting “commodities of like grade
and quality” (15 U.S.C. § 13(a)). Medical services are not
“commodities.” The Supreme Court has repeatedly stated
that the control of price discrimination poses substantial risks
to competition, which often works through “discriminatory”
chiseling down of prices. E.g., Great Atlantic & Pacific Tea
Co.v. FTC, 440 U.S. 69, 80-81, 99 S.Ct. 925,933, 59 L.Ed.2d
153 (1979); United States v. United States Gypsum Co., 438
U.S. 422, 450-59, 98 S.Ct. 2864, 288084, 57 L.Ed.2d 854
(1978); Exxon Corp. v. Governor of Maryland, 437 U.S. 117,
133, 98 S.Ct. 2207, 2217, 57 L.Ed.2d 91 (1978). We have
entered this bog only because here the district court did find
that there were justifications for the lower price, and this is
enough to demonstrate that it did not abuse its discretion in
declining to issue a preliminary injunction against the PPO
plan.

v

The Blues say that once we have agreed with the district court
that the Hospitals are unlikely to prevail, we should bring
the litigation to an immediate conclusion. Antitrust litigation
may be exceptionally expensive, and we could avoid further
expense by directing the district court to grant judgment to the
Blues. The Blues offer two arguments.

First, they say, the Hospitals had every opportunity to offer
evidence at the hearing on their request for a preliminary
injunction. They have nothing more to show, *1341 and so
there is no point in further proceedings. It may be that the
district judge will come to this conclusion, but we do not
direct him to do so.

The district court is best equipped to determine what
additional evidence the Hospitals have to offer and how it
might affect the findings of fact. The Hospitals may have
an uphill battle to show the district judge evidence that
calls his findings into question, but we do not think that we
should prohibit the district judge from allowing the Hospitals
that opportunity. Evidence on cost-shifting, for example, was

poorly developed. Did hospitals that joined the Blues' PPO
raise prices to their non-PPO patients (by more than hospitals
outside the Blues' PPO did)? Have the hospitals that joined
the Blues' PPO lost patients as a result? Did anyone else? Did
other insurers have to raise their prices (which cost-shifting
implies)? Questions of this sort, which now lack answers,
will be important if the district judge should be converted by
further evidence to the view that the Blues have market power.

Second, the Blues argue that their PPO is protected by the
“state action” doctrine of Parker v. Brown, 317 U.S. 341,
63 S.Ct. 307, 87 L.Ed. 315 (1943). That doctrine excludes
from the antitrust laws closely supervised private conduct that
implements clearly articulated state policies. See Southern
Motor Carriers Rate Conference, Inc. v. United States, 471
U.S. 48, 105 S.Ct. 1721, 1727, 1730, 85 L.Ed.2d 36 (1985).
See also Cantor v. Detroit Edison Co., 428 U.S. 579, 96 S.Ct.
3110, 49 L.Ed.2d 1141 (1976). Indiana has a policy favoring
PPOs, the Blues say, which meets this standard. This appears
to say that (a) Indiana favors PPOs over other methods of
organization, (b) the Blues' PPO is the favored kind, and
(c) the state supervises the PPO contracts with hospitals as
well as the insurance contracts with the purchasers of service.
The district court did not discuss this contention, and it did
not make the findings about the nature of Indiana's law and
the Blues' PPO that would be necessary to resolve it. We
therefore do not consider this argument further. The district
judge should do so if he deems resolution of the question
necessary.

v

Although more proceedings may be in store on the Hospitals'
antitrust arguments, the district court entered a final judgment
rejecting their arguments under state law. The principal
law in question, Ind.Code § 27-8-11-3, became effective
on December 31, 1984. Subsection (a) allows insurers to
establish PPO plans. The other pertinent provisions state:

(b) Before entering into any agreement ... an insurer
shall establish terms and conditions that must be met by
providers wishing to enter into an agreement with the
insurer.... These terms and conditions may not discriminate
unreasonably against or among providers.... [N]either
differences in prices among hospitals or other institutional
providers produced by a process of individual negotiation

nor price differences among other providers in different
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geographical areas or different specialties constitutes
unreasonable discrimination.

(c) No hospital, physician, pharmacist, or other provider ...
willing to meet the terms and conditions offered to it
by an insurer may be denied the right to enter into an
agreement....

The Hospitals' strongest argument is that the Blues have
discriminated unreasonably among providers, contrary to
the prohibition of subsection (b). Before assessing the legal
contentions, however, we review the procedures by which the
parties negotiated the PPO contracts.

The Blues announced the terms of their plan and invited all
115 general acute care hospitals to submit bids, expressed
as percentages of their existing prices. Findings 26 and 27,
603 F.Supp. at 1082—83. In response to comments from the
hospitals, the Blues revised some of the terms of the proffered
contracts and asked for renewed bids. Findings 35 and 36, 603
F.Supp. at 1083—84. The terms included utilization controls
and other changes designed to reduce *1342 the cost of
service. There followed negotiating sessions with each of the
91 hospitals that submitted a bid. Although the district court
did not make findings on this question, the parties agree that
the Blues gave each hospital little if any information about
the bids made by other hospitals in the area and suggested
that each hospital bid a greater discount. The Blues never
proposed a particular discount or said what discount would be
sufficient; they simply waited for hospitals to bid less.

From among the hospitals that got this far, the Blues selected
those that bid the lowest prices and were “conveniently
located” for the Blues' insureds. Finding 30, 603 F.Supp. at
1083. Although the decision to exclude a hospital was almost
always based on price, in two cases geography played a role.
Again this is a subject on which the district court was silent
but the parties largely agree. The Blues excluded Winona
Memorial Hospital, despite its acceptable price, because
another hospital in the same city was better located. The Blues
excluded St. Joseph's Hospital of Ft. Wayne for two reasons
—they deemed its bid of 80% of prior prices a “low-ball” that
was sure to be increased, and they concluded that it was not as
conveniently located as Parkview Hospital in the same city.

The Blues defend this geographic selectivity by relying on
the provision in § 3(b) stating that “price differences among
other providers in different geographical areas or different
specialties” do not constitute “unreasonable discrimination.”
The statute, say the Blues, “is not a model of drafting clarity”

but is “plainly [designed] to permit the insurer to select its
PPO hospitals based, not only on price, but also on the
geographic accessibility needs of its insureds.” This is not
persuasive.

The clause in question states an exception to the rule of
§ 3(b) that plans not “unreasonably discriminate” among
hospitals. The exception covers “differences in prices among
hospitals or other institutional providers produced by a
process of individual negotiation” and “price differences
among other providers in different geographical areas
or different specialties”. Read as a whole, this means
that specified differences in price are not “unreasonable
discrimination.” The specified differences are: for hospitals,
differences individually negotiated; for other providers
(such as physicians), differences by location or specialty.
There is no linguistic support for reading this clause to
allow geographic price schedules for “hospitals or other
institutional providers”, let alone to allow geographic
distinctions unrelated to price. Perhaps the legislative history
of the statute might supply such a reason, but Indiana does not
publish the legislative history of its laws, and the parties have
not provided us with any other access to that history.

The reading we have given the language makes more than
linguistic sense. Hospitals do so much business that it is
(relatively) easy to negotiate individually with them about
price. There are thousands of other providers, however, and
individual price negotiations might be prohibitively difficult.
The statute therefore authorizes the insurer to promulgate
price schedules and allows these to make distinctions on
the basis of geography (medical care may be less costly in
rural areas than in cities) and specialty (a specialist in a
given procedure may charge more than a general practitioner,
reflecting the specialist's greater expertise and the lower
risk of error). The language of the statute thus serves
useful functions without authorizing non-price discrimination
among hospitals on the basis of geography.

Still, this does not carry the day for the Hospitals. That the
Blues' reliance on the price proviso is unwarranted simply
returns us to the general principle: A PPO plan's terms
must not “unreasonably discriminate” among hospitals. The
Hospitals argue as if all distinctions on the basis of geography
are “unreasonable,” but they do not say why. In some cases
the savings in cost may depend on the ability to direct patients
to a particular hospital, the better to use its facilities fully. This
may require reducing the number of hospitals in the *1343
PPO plan in a given city. The Hospitals reply by invoking §
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3(c), which says that no provider “willing to meet the terms
and conditions offered to it ... may be denied the right to
enter into an agreement”. These “terms,” the Hospitals say,
are the ones written in the contract, not the criteria the Blues
use to choose among bidding hospitals, and therefore § 3(c)
forbids geographic distinctions. The Blues rejoin that § 3(c)
cannot be given so broad a reading, for then the statute would
also exclude all distinctions on the basis of price, which the
legislature plainly has authorized.

We need not decide whose reading of § 3(c) is correct. The
Hospitals were allowed to put on all the evidence they desired,
and they showed only two instances of the use of geography.
We need not determine whether § 3 allows every use of
geography; it is enough to determine whether the Hospitals
have demonstrated a legal flaw in these two uses. They have
not. Winona Memorial Hospital is not a plaintiff. The plaintiff
Hospitals may not urge a wrong done to a stranger to the
litigation as a ground of relief for themselves. Secretary of
State of Maryland v. Joseph H. Munson Co., 467 U.S. 947,
104 S.Ct. 2839, 284648, 81 L.Ed.2d 786 (1984). St. Joseph's
Hospital, a plaintiff, was excluded for two reasons: price and
location. It has not established that but for the consideration of
location it would have been given a PPO contract. The district
court did not make findings of fact on the question, but it
does not appear to be a seriously disputed issue. The Hospitals
insist that the Blues are not entitled to refer to price in deciding
which hospitals to include in the program, but if the Blues
may use price at all they may determine which prices quoted
to them are bona fide.

The Hospitals do not disagree with the Blues' contention that
they determined St. Joseph's bid to be a low-ball quote, too
low to be justified by its costs (on which the Blues had data)
and therefore too low to be sustained. One witness testified
without contradiction that St. Joseph's bid was well below
that of any other hospital, and another testified that the Blues
feared that “at the first opportune time [St. Joseph's] would
be asking for an unreasonably high increase”. Unless a court
must evaluate the propriety of every pricing decision made
by an insurance company—and there is no support for that
in § 3—this testimony is enough to show that location was
not dispositive in St. Joseph's case. Consequently, there is
support in the record for the district court's conclusion that the
Hospitals have not established a violation of § 3.

This conclusion holds, however, only if price is a legitimate
ground for excluding a hospital from a PPO. The Hospitals
say that it is not, relying on § 3(c). On their reading of

the statute, only a Hospital's failure to meet the terms and
conditions of the PPO plan as a whole may be a reason for
exclusion. They submit that price may be a “term” only if the
same price is offered to all hospitals by contract. This cannot
be right. It would nullify the explicit authorization in § 3(b)
for the use of individually-negotiated prices. More, it would
make hash of the idea of a PPO. A “preferred” provider is
one to which the insurer seeks to funnel business, partly in
the search for operating efficiencies, partly in the search for
lower prices. If high-price bidders had to be designated as
“preferred” providers, it would be difficult to contain costs.
An insurer could not cut out of its system the high-price
providers, and there would be no reason for hospitals to
bid against one another for inclusion. The requirement that
hospitals bid in order to get the plan's business is the principal
source of the incentive to cut costs, and the prospect of getting
more business by becoming a “preferred” provider is the
principal benefit to a hospital. We do not think that Indiana
took back in § 3(c) the authorization to establish PPO plans
granted by §§ 3(a) and (b).

The Hospitals' last argument under § 3 is that the Blues
may not take advantage of the price proviso of § 3(b)
because they did not engage in “individual negotiation”,
as the statute requires. Officials *1344 of the Blues met
separately with officials of each hospital, but the hospitals
did all the talking about price. The Hospitals say that
“negotiation” means “discussion whereby parties mutually
interested seek to resolve differences with the purpose of
arriving at agreement.” Barrick Realty Co. v. Bogan, 422
N.E.2d 1306, 1308 (Ind.App.1981). A one-sided meeting in
which the hospital talks price and the Blues listen is not
negotiation under this definition, the Hospitals say. They
insist that the Blues had to propose acceptable prices or at
least reveal what other hospitals were bidding, so that each
could see the competition.

The problem with this position is that few bargainers reveal
their reservation prices. If the Blues had said: “A discount of
10% is enough to ensure your participation in the program,”
few hospitals would have offered discounts of 12%. If the
Blues had said: “Your competition has bid discounts of
8% and 7%,” few hospitals would have offered discounts
steeper than 9%. See United States v. United States Gypsum
Co., supra, in which the Supreme Court concluded that
the exchange of price information among rivals would tend
to stabilize or increase prices. It is unlikely that Indiana
meant to require a form of disclosure that would have this
effect. Often the most effective negotiation, from the buyer's
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perspective, is to sit back and say: “Do more,” without
saying how much more. The seller's uncertainty induces it
to bid down to marginal cost. This is hard bargaining, and
it is negotiation notwithstanding its tendency to drive down
prices. Competition has that effect.

A rule requiring a buyer to tell the seller how low is low
enough would reduce the power of competition. See Great
Atlantic & Pacific Tea Co. v. FTC, supra, 440 U.S. at 80—
81, 99 S.Ct. at 933. In A&P the Supreme Court held that a
buyer may obtain a discriminatorily low price from a seller
without informing the seller that a higher price would have
fetched the business anyway. It held that a requirement to tell
the seller how low is low enough would be antithetical to
the purposes of the antitrust laws. The price one will accept
is usually a negotiator's closely guarded secret. See Federal
Open Market Committee v. Merrill, 443 U.S. 340, 361-64,
99 S.Ct. 2800, 2812-14, 61 L.Ed.2d 587 (1978). Perhaps an
insurer could satisfy the Hospitals' demand for price quotes by
naming an unreasonable price, hoping to nudge each hospital
closer to the one it really had in mind, but the statute does
not require the observance of useless forms. Cf. Trans Alaska
Pipeline Rate Cases, 436 U.S. 631, 653, 98 S.Ct. 2053, 2065,
56 L.Ed.2d 591 (1978).

“Individual negotiation” therefore means a process of
dickering one hospital at a time, as opposed to announcing
a price schedule for groups of hospitals. It contrasts with
the geographic price schedules § 3(b) allows for “other
providers” and specialists. The statute does not require
the courts to supervise the handling of each individual
negotiation. This conclusion disposes of the Hospitals'
arguments under § 3. The Blues did not violate the statute
by conducting one-sided negotiations or by taking price into
account.

Although we reject the Hospitals' claims of discrimination
based on price and location, our decision does not rest on
any final construction of the statute; we have held only that
no plaintiff hospital established that locational considerations
were the cause of its exclusion from the Blues' PPO plan.
Because we have been able to decide this case without finally
settling on a construction of § 3, we deny the Hospitals'
motion that we certify this question to the Supreme Court of
Indiana.

VI

The Hospitals rely on a second statute, Ind.Code § 34—
4-12.6-2(a). This part of the Peer Review Act provides
that all proceedings of physicians reviewing the work of
other physicians shall be confidential. The PPO contracts,
the Hospitals tell us, violate this statute because they grant
the Blues access to each hospital's records and statistical
information “without restriction.” The district court gave two
replies: *1345 first that the PPO Act preempts conflicting
laws, see Ind.Code § 27-8-11-2; second that the PPO
agreement “does not require preferred hospitals to breach any
peer confidence under” § 12.6-2(a). Conclusions 26 and 28,
603 F.Supp. at 1087. The second of these grounds is all we
need consider. The Blues distributed to each hospital material
in question-and-answer form explaining the PPO contracts.
Answer 89 states: “In no case would we [the Blues] be
entitled by the contract language to access which you cannot
legitimately provide because of statutory requirements placed
upon you.” The contract, as the parties construe it, therefore
does not violate § 12.6-2(a). There will be time for further
consideration of preemption if the Blues should retract this
assurance and seek access to information covered by the Peer
Review Act.

VII

The district court not only construed the Indiana statutes but
also held that the PPO contracts do not breach the provider
agreements the Blues have with hospitals participating in their
service benefit insurance plan. The Hospitals say that the
declaration that there has been no breach must be set aside
because the district court heard no evidence on the issue.
Yet the Hospitals do not inform us what evidence the district
court needed to hear, and they say that “as of the close of the
evidence no breach had yet occurred.”

The Hospitals do not refer us to any language in their provider
contracts that is inconsistent with any obligations in the PPO
contracts. The Blues point out that hospitals who have joined
the PPO plan have agreed to the terms of the contract, and
hospitals who have not joined simply proceed under the terms
of the old contracts without modification. If a patient covered
by PPO insurance goes to a hospital that is not a member of
the PPO, the Blues reimburse 75% of the hospital's charges.
The patient must pay the remainder. The Blues assert, without
contradiction from the Hospitals, that their basic contracts
provide for the care of patients with copayments of this
character.
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The very existence of the PPO therefore cannot be deemed
an anticipatory breach of the contracts of the hospitals
outside the PPO. Perhaps some cases will arise in which
obligations the Blues have assumed under the PPO will
produce violations of the existing non-PPO contracts. We do
not interpret the district court's judgment as ruling out this
prospect. All the district court was entitled to hold—all it did
hold—is that the PPO plan is not an inevitable violation of
existing contracts. More specific claims of breach may be
raised in cases presenting them.

VI

One procedural issue requires our attention. During discovery
the Hospitals requested access to the Blues' data on prices
bid by each hospital and the calculations the Blues performed
to decide which hospitals to include in the PPO. The Blues
replied that the data are trade secrets, that they had pledged
confidentiality to the hospitals, and that they feared the
Hospitals could use the comparative price information to raise
their prices or collude in future years. See United States v.
United States Gypsum Co., supra. The district court agreed
that the data are sensitive and offered the Hospitals access
under a protective order restricting access “only to trial
counsel to this lawsuit who are engaged in the preparation for
trial ... and who have neither represented nor [will] represent
for 18 months any hospital, the Indiana Hospital Association,
or any other entity in connection with the Blue Cross PPO on
any matter other than the trial of the case.”

Counsel for the Hospitals refused to take the information with
these strings attached. Witnesses for the Blues testified, based
on portions of these data, about how the Blues decided which
hospitals to include in the PPO. The Hospitals now say that
their lack of access to the data prevented them from examining
these witnesses or trying the case effectively, and they *1346

ask for a new trial at which they will be able to use the data.

The price data are unquestionably relevant, and parties are
entitled to information as important as this was. Deitchman
v. E.R. Squibb & Sons, Inc., 740 F.2d 556 (7th Cir.1984).
The price data are also unquestionably sensitive trade secrets
of the Blues. Hospitals armed with the data could use it to
advantage in the next round of negotiations. Access to the
data could turn an antitrust suit into the basis of effective
collusion, a concern we have expressed above. See also
General Leaseways, Inc. v. National Truck Leasing Ass'n,

744 F.2d 588, 597 (7th Cir.1984). Confidential information

is customarily made available, if at all, under a protective
order, and the district court has substantial discretion to decide
which information should be protected and to frame the order.
Seattle Times Co. v. Rhinehart, 467 U.S. 20, 104 S.Ct. 2199,
2206-09, 81 L.Ed.2d 17 (1984); E.I. du Pont de Nemours
Powder Co. v. Masland, 244 U.S. 100, 103,37 S.Ct. 575, 576,

61 L.Ed. 1016 (1917).2

Counsel for the Hospitals balked at this protective order,
they said, because it “restricts us [as] lawyers undertaking

representations in future matters.”> But the district court
had reason to think the restriction necessary. Counsel for the
Hospitals regularly represented them in price negotiations
with the Blues. When counsel act as the negotiators, they
become business agents of the Hospitals, and there is little
difference between providing information to the president of
a hospital and providing it to the hospital's lawyer-agent.

The protective order did not prevent the Hospitals from
retaining a separate law firm for the purpose of inspecting
and using the data. It simply prevented the particular lawyers
who had seen the data from working for a hospital as business
agents during the next 18 months—the ensuing contract year
and negotiation season. The Hospitals are represented by
more than one firm, and they could have chosen from them
(or still other firms) lawyers to examine and use the data while
leaving the Hospitals' regular firms free to serve in dual legal
and business roles as before. The district court therefore did
not abuse its discretion in framing the order.

AFFIRMED.

WILL, Senior District Judge, concurring in the judgment.

I concur with the court's opinion because I read it as
consistent with the traditional standards for granting or
denying a preliminary injunction. Recently, in Lawson
Products, Inc. v. Avnet, Inc., 782 F.2d 1429 (7th Cir.1986),
this court reaffirmed the continuing viability of the traditional
standards, despite the wide-ranging revisions suggested in
dictum by the opinions in Roland Machinery Co. v. Dresser
Industries, Inc., 749 F.2d 380 (7th Cir.1984) and American
Hospital Supply Corp. v. Hospital Products Limited, 780 F.2d
589 (7th Cir.1986). In those cases, the court, while professing
merely to review the law of preliminary injunctions, devised a
novel “sliding scale” method of analysis. While intellectually
diverting, the formula—and the heightened standard of
appellate review which accompanied it—have been criticized
as virtually abolishing the customary discretion of the


http://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=1984137106&pubNum=0000350&originatingDoc=Ib561845a94c711d993e6d35cc61aab4a&refType=RP&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)
http://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=1984137106&pubNum=0000350&originatingDoc=Ib561845a94c711d993e6d35cc61aab4a&refType=RP&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)
http://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=1984144049&pubNum=0000350&originatingDoc=Ib561845a94c711d993e6d35cc61aab4a&refType=RP&fi=co_pp_sp_350_597&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)#co_pp_sp_350_597
http://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=1984144049&pubNum=0000350&originatingDoc=Ib561845a94c711d993e6d35cc61aab4a&refType=RP&fi=co_pp_sp_350_597&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)#co_pp_sp_350_597
http://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=1984124682&pubNum=0000708&originatingDoc=Ib561845a94c711d993e6d35cc61aab4a&refType=RP&fi=co_pp_sp_708_2206&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)#co_pp_sp_708_2206
http://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=1984124682&pubNum=0000708&originatingDoc=Ib561845a94c711d993e6d35cc61aab4a&refType=RP&fi=co_pp_sp_708_2206&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)#co_pp_sp_708_2206
http://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=1917100321&pubNum=0000708&originatingDoc=Ib561845a94c711d993e6d35cc61aab4a&refType=RP&fi=co_pp_sp_708_576&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)#co_pp_sp_708_576
http://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=1917100321&pubNum=0000708&originatingDoc=Ib561845a94c711d993e6d35cc61aab4a&refType=RP&fi=co_pp_sp_708_576&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)#co_pp_sp_708_576
http://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=1917100321&pubNum=0000708&originatingDoc=Ib561845a94c711d993e6d35cc61aab4a&refType=RP&fi=co_pp_sp_708_576&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)#co_pp_sp_708_576
http://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=1986107640&pubNum=0000350&originatingDoc=Ib561845a94c711d993e6d35cc61aab4a&refType=RP&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)
http://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=1986107640&pubNum=0000350&originatingDoc=Ib561845a94c711d993e6d35cc61aab4a&refType=RP&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)
http://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=1984141711&pubNum=0000350&originatingDoc=Ib561845a94c711d993e6d35cc61aab4a&refType=RP&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)
http://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=1984141711&pubNum=0000350&originatingDoc=Ib561845a94c711d993e6d35cc61aab4a&refType=RP&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)
http://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=1986101106&pubNum=0000350&originatingDoc=Ib561845a94c711d993e6d35cc61aab4a&refType=RP&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)
http://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=1986101106&pubNum=0000350&originatingDoc=Ib561845a94c711d993e6d35cc61aab4a&refType=RP&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)
http://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=1986101106&pubNum=0000350&originatingDoc=Ib561845a94c711d993e6d35cc61aab4a&refType=RP&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)

Ball Memorial Hosp., Inc. v. Mutual Hosp. Ins., Inc., 784 F.2d 1325 (1986)

54 USLW 2493, 1986-1 Trade Cases P 66,974

trial judge in deciding preliminary injunction motions. See
*1347 American Hospital, 780 F.2d at 608 (Swygert, J.,
dissenting) (“in this circuit, despite vigorous protestations to
the contrary, the standard of review of the grant or denial of a
preliminary injunction is effectively de novo ”); Roland, 749
F.2d at 396-404 (Swygert, J., dissenting).

The Lawson court, recognizing the possibility of conflicting
interpretations, read Roland and American Hospital as “in
harmony with the traditionally flexible and discretionary
responsibilities of the district judge, sitting as chancellor in
equity, in preliminary injunction matters.” At 595. I heartily
concur.

In the present case, Judge Steckler's fine opinion gave
thorough consideration to all the relevant factors: the
adequacy of a legal remedy, the balance of harms, the public
interest, and the plaintiffs' likelihood of success on the merits.

I scarcely think the quality of justice dispensed in his court
would have been improved had he invoked the formula “grant
the preliminary injunction if but only if P x Hp > (1-P) x Hd.”
See American Hospital, 780 F.2d at 593. At best, I suspect it
would have diverted him from the equitable nature of the task
at hand.

There is an old and wise saying: “if it ain't broke, don't fix
it.” As evidenced by Judge Steckler's decision and opinion,
the traditional standards “ain't broke.” I view today's decision,
like the recent decision in Lawson, as an attempt to “bury
with kindness” the legal revisionism undertaken in Roland
and American Hospital and therefore I concur.

All Citations

784 F.2d 1325, 54 USLW 2493, 1986-1 Trade Cases P 66,974

Footnotes

* See 788 F.2d 1223.

* The Honorable Hubert L. Will, Senior District Judge for the Northern District of lllinois, is sitting by designation.
1 People who cannot divert to preferred providers are unlikely customers of PPO plans. When a person's
physician has privileges only at non-PPO hospitals, the incentives created by the plan have less effect, if they
have any. Because the PPO plan adds a new option and does not withdraw any old one, patients who lack
a choice among hospitals are best off sticking with their existing financing scheme. Throughout this opinion,
when we discuss patients' incentives we refer only to those patients who have options or can persuade

physicians to take advantage of these options.

2 The data were not introduced into evidence, and therefore the presumption that evidentiary matters will be
available to the public does not apply. See In re Continental lllinois Securities Litigation, 732 F.2d 1302
(7th Cir.1984) (announcing a presumption of availability). The D.C. Circuit has concluded that the panel in
Continental lllinois got its history wrong, see In re Reporters Committee for Freedom of the Press, 773 F.2d
1325 (D.C.Cir.1985) (no presumption of access), but this is not the occasion to resolve the question.

3 Counsel cited Disciplinary Rule 2-107, which says that counsel shall “not enter into an agreement that
restricts his right to practice law” as part of a “settlement of a controversy or suit”. The protective order was
not part of a “settlement,” and we therefore need not consider whether it “restricts [the] right to practice law”

within the meaning of the rule.
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Action by Willa Ballard and another, as administrators of
the estate of William Alpheus Ballard, also known as W. A.
Ballard, deceased, against Emilie G. MacCallum and others,
to cancel a trust created by decedent as trustor and to obtain
a reconveyance of the corpus of the estate. From a judgment
for the defendants, plaintiffs appeal.

Affirmed.
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Opinion
GIBSON, Justice.

This is an action by the administrators of the estate of William
A. Ballard to cancel a trust created by decedent as trustor, and
to obtain a reconveyance of the corpus of the estate. The trial
court gave judgment for defendant and plaintiffs appealed.
The appeal involves the interpretation of two instruments, one
denominated a ‘contract of annuity for life’ and the other a
‘declaration of trust’.

On January 14, 1935, decedent, then eighty-five years of
age, executed the annuity contract under which he agreed to
convey certain property to the California First National Bank
of Long Beach as trustee, for the benefit of defendant Emilie
G. MacCallum. In consideration therefor she agreed to pay
him the sum of $110 per month during his natural life and
also to pay all taxes, assessments and insurance premiums,
and to keep the property in repair. It is stated that time is of the
essence of the contract and that if the payment or charges be
not paid as provided therein the interest of Miss MacCallum
shall be forfeited and the property shall revert to Ballard. The
trustee is authorized by Ballard to convey the property to Miss
MacCallum upon his death, if the agreement is fully kept.

It is further provided that in the event of default in payments
by the beneficiary, which default shall continue for ten (10)
days after notice in writing given by the trustor or trustee, or
in the event of default in discharging liens or encumbrances
which shall continue for thirty (30) days after such notice
in writing, or in the event of failure to pay any of the taxes
or assessments in the time provided by law, the trustor, ‘at
his option, after thirty (30) days' notice’ may declare the
agreement cancelled, and the trustee shall then reconvey the
real property to the trustor. The contract declares that all
of the obligations of the beneficiary are *441 ‘conditions
precedent to be faithfully kept and performed * * * strictly in
accordance with the terms of this agreement’ to entitle her to
continue in possession of the property.

A declaration of trust was contemporaneously executed by
the California First National Bank of Long Beach as trustee,
and decedent as trustor, for the benefit of Miss MacCallum,
to carry out the terms of the annuity contract, which was
incorporated by reference. The declaration provides **694
that ‘in the event of the failure of the Beneficiary hereunder
to make the payments as and when provided for under the
agreement’, or any other default by the beneficiary, ‘providing
further that said default has not been cured in accordance
with the terms of said agreement’, then the trustee shall
reconvey the property to the trustor, ‘and said trust, upon such
reconveyance, shall absolutely cease and determine * * *’.
It is further provided that in the event of the death of the
trustor, ‘this trust shall ipso facto cease and determine at the
time of such demise, and the entire trust property shall be by
said Trustee conveyed and delivered so far as it may then be
able, to Emilie G. MacCallum, a single woman, provided the
payments and obligations of said agreement * * * be fully
performed until the death of said Trustor’.
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Defendant Bank of America succeeded the First National
Bank of Long Beach as trustee. On December 22, 1936,
Ballard died intestate and plaintiffs duly qualified as
administrators of the estate. Thereafter plaintiffs brought this
action to compel the reconveyance of the property to the
estate.

Four causes of action were set forth in the complaint. The
first was based upon the alleged failure of Miss MacCallum
to make payments and to perform other obligations of
the contract. The second alleged incompetency of Ballard
and undue influence of Miss MacCallum at the time of
the execution of the contract and declaration of trust. The
third cause of action alleged that the consideration for the
contract and declaration of trust was wholly inadequate. The
fourth alleged that the consideration had failed by reason
of nonperformance of defendant MacCallum. The complaint
contained no allegation that notice of the alleged default or
nonperformance by Miss MacCallum was ever given to her.

At the trial defendant objected to the introduction of evidence
on the ground that the annuity contract and declaration *442
of trust provide for termination only after notice of default
given to the beneficiary, and that the complaint failed to state
a cause of action because no such notice was alleged. The
court sustained this objection as to the first and fourth causes
of action. After trial on the second and third causes, the court
found against plaintiffs on the issues raised and rendered
judgment for defendants.

As already stated, the determination of this appeal depends
upon the proper construction of these two instruments. No
question is raised as to the sufficiency of the evidence to
justify the findings in favor of defendants on the other issues.

An inspection of the provisions of the two instruments
discloses the controversy between plaintiffs and defendant
MacCallum as to their effect. Certain language suggests that
if the beneficiary fails in her obligation to make the monthly
payments or to meet other charges against the property, the
right shall automatically cease, that is, they shall be forfeited
and the land shall revest in the trustor and his successors
without any action on their part. This inference may be drawn,
for example, from the provision that all of the rights ‘shall
cease and determine and be forfeited * * * and the property
shall revert’, and the provision that each and all of the terms of
the agreement are ‘conditions precedent’ and must be strictly
performed by the beneficiary to entitle her ‘to continue in
possession’. Other language justifies the opposite inference,
namely, that there is no automatic forfeiture or divestment

of rights of the beneficiary upon default, but that written
notice of default, followed by failure to cure the same for
a specified period, is a prerequisite to the power to forfeit
rights of the beneficiary and to retake the property. This is the
normal effect of the provisions of the agreement that in case
of default for ten days or thirty days after notice in writing, the
trustor at his option may cancel the agreement. This view is
reinforced by the statement in the trust instrument providing
for termination of the trust upon default, ‘and, providing
further, that said default has not been cured in accordance with
the terms of said agreement’.

Faced with these contradictory provisions the trial court
adopted the latter view, holding that the mere default by the
beneficiary did not immediately terminate all her rights, but
gave the trustor an election to serve notice of default and
*443 thereby terminate after the failure to cure the same
within the required period. This interpretation of the trial
court, if reasonable, must be upheld.

Plaintiffs attack the judgment on several grounds. They first
call attention to the **695 familiar rule that inconsistencies
in an instrument should if possible be reconciled so as to
give effect to every part of the agreement. They contend
that the court has given effect only to the provisions
requiring notice prior to cancellation, and has ignored
the provisions for automatic forfeiture upon default. Their
suggested reconciliation is to treat the trust as terminable by
the trustor during his lifetime only after notice of default,
but to hold it subject to forfeiture without notice if at the
death of the trustor the beneficiary has not fully performed. In
support of their theory they lean heavily upon the provision
that performance by the beneficiary is a ‘condition precedent’.
They also argue that the trial court's construction of the
instruments is inequitable, in that it permits the beneficiary to
reap the benefits of the contract even though it is alleged that
she did not perform on her part.

We may first notice the argument based on the so-called
equities of the case, and here it is important to grasp the
distinction between what the contract contemplates and what
may happen by reason of unforeseen circumstances. There
is nothing inequitable in a bargain merely because it turns
out better for one party than the other. The fact that the
trustor died shortly after the agreement was made, so that the
actual obligations of the beneficiary were slight, was simply
one of the contemplated possibilities. He might have lived a
considerable time and her obligations might have been quite
large. These uncertainties are inherent in any agreement of
this character. The original agreement gave the trustor the
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assurance of support for the rest of his life in exchange for a
transfer of his property, and its fairness is not open to question.

Nor is it necessarily inequitable that defendant claims rights
in the property despite failure to make her required payments.
She was still obligated to pay at decedent's death and the
remedy of forfeiture after notice was concededly available if
she refused. If she has not yet paid she can still be held liable.
In short, the contract itself provides an ample remedy for any
default on the part of defendant and the *444 agreement as
thus interpreted is not therefore rendered inequitable by any
alleged failure of defendant to perform.

Next we have the assertion that the court fails to give effect
to the whole of the contract. The answer is, of course, that
where the agreement contains inconsistent provisions, it is
impossible to give each its full effect, and plaintiffs' argument
is nothing more than a plea that we choose those favorable to
them. The suggestion that the provisions differ depending on
whether the trustor is living or dead is without any support in
the text of the agreement, and the distinction has no relevant
connection with the objects of the parties.

In the face of these plain contradictions in the instruments,
a fundamental rule of construction becomes applicable. the
interpretation sought by plaintiffs is one which would lead
to the forfeiture of property rights by reason of the mere
failure to make payments strictly on time. In this state, by a
long line of decisions, we have recognized such forfeitures
in instalment contracts for the purchase of land and in
conditional sales of goods. But aside from these special
situations, our courts follow the accepted doctrine that equity
will relieve even against an express provision for forfeiture.
See Civ.Code, §§ 3275, 3369; Ebbert v. Mercantile Trust
Company, 213 Cal. 496, 2 P.2d 776; Hopkins v. Woodward,
216 Cal. 619, 15 P.2d 499; Henck v. Lake Hemet Water Co.,
9 Cal.2d 136, 69 P.2d 849; 20 Cal.L.Rev. 194; 21 Cal.L.Rev.
516; 18 Cal.L.Rev. 681; 52 Harv.L.Rev. 129.

In the instant case we are not required to apply this doctrine

and grant relief from express and unmistakable language
compelling a forfeiture. The problem here is much simpler.
We have two possible constructions, one of which leads to a
forfeiture and the other avoids it. In such a case the policy and
rule are settled, both in the interpretation of ordinary contracts
and instruments transferring property, that the construction
which avoids forfeiture must be made if it is at all possible.
See Hawley v. Kafitz, 148 Cal. 393, 83 P. 248, 3 L.R.A.N.S.,
741, 113 Am.St.Rep. 282; Henck v. Lake Hemet Water Co.,
supra; Restatement, Property, sec. 45, comment i.

The interpretation urged by plaintiffs could give rise to great
injustice in the operation of this contract. Under their theory
the beneficiary could keep on paying monthly sums to *445
the trustor and all the expenses of maintaining the property for
a period of years, and yet the slightest subsequent failure in
the prompt performance **696 of any one of her obligations
would automatically terminate all of her rights and deprive
her of the only return provided for her performance. In the
Ebbert case, supra [213 Cal. 496, 2 P.2d 777], this court found
that the terms of the contract were to this effect, and that
the provision for forfeiture expressly applied ‘irrespective of
the kind or extent of default in performance, or the amount
of beneficial performance already received’. There it became
necessary to overturn the very language of the agreement
in order to avoid such a grossly inequitable result. Here it
is only necessary to reconcile the conflicting provisions of
the instruments in favor of those which avoid the inequitable
forfeiture urged by plaintiffs.

The judgment is affirmed.

We concur: WASTE, C. J.; CURTIS, J.; SHENK, J;
CARTER, J.; HOUSER, J.; EDMONDS, J.

All Citations

15 Cal.2d 439, 101 P.2d 692
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Synopsis

Adversary proceeding was brought for determination of
creditors' respective interests in corpus of “rabbi trust” that
Chapter 7 debtor established prepetition in order to create
source of funding for its otherwise unfunded employee
benefit plans. The Bankruptcy Court, Ronald Barliant, J.,
ruled that it had jurisdiction over proceeding, that trust corpus
was included in property of estate, and that secured creditor's
security interest in general intangibles did not extend to trust
corpus, 2002 WL 571661. Appeal was taken. The United
States District Court for the Northern District of Illinois,
Marvin E. Aspen, Senior District Judge, affirmed, 278 B.R.
778, and appeal was taken. The Court of Appeals, Posner,
Circuit Judge, held that: (1) creditor's security interest in
general intangibles of debtor did not extend to corpus of
rabbi trust; (2) clause in trust agreement creating rabbi trust,
that prohibited settlor from granting any creditor a security
interest in trust corpus, was enforceable under Illinois law;
and (3) trustee of rabbi trust was not “account debtor” of
Chapter 7 debtor under Illinois law.

Affirmed.

Attorneys and Law Firms

*943 Larry J. Nyhan, Sidley Austin Brown & Wood,
Chicago, IL, Alan C. Geolot (argued), Sidley Austin Brown
& Wood, Washington, DC, for Appellant.

Jon C. Vigano, D'Ancona & Pflaum, Chicago, IL, Steven B.
Towbin (argued), Kathleen H. Klaus, Shaw, Gussis, Fishman,

Glantz, Wolfson & Towbin, LLC, Chicago, IL, for Trustee-
Appellee.

Robert V. Shannon, Bell, Boyd & Lloyd, Chicago, IL, for
Debtor.

Before POSNER, KANNE, and DIANE P. WOOD, Circuit
Judges.

Opinion
POSNER, Circuit Judge.

Outboard Marine Corporation is in Chapter 7 bankruptcy,
and among its holdings are the assets, currently worth some
$14 million, in what is known as a “rabbi trust.” Bank
of America, as the agent of Outboard's secured creditors,
claims a security interest in these assets, while the trustee
in bankruptcy claims them for the unsecured creditors. The
security agreement on which Bank of America relies covers
all Outboard's “general intangibles,” a term of great breadth
in commercial law, see UCC § 9-102(a)(42) and official
comment 5(d), and broadly defined in the agreement as well
to include, *944 besides a number of irrelevant enumerated
items, “all other intangible personal property of every kind
and nature.” The term describes the assets of the rabbi trust,
but the bankruptcy court, seconded by the district court,
held that they nevertheless were not subject to the security
agreement, and so ruled for the trustee. The ruling was a final,
appealable order because it resolved a discrete dispute that,
were it not for the continuing bankruptcy proceedings, would
have been a stand-alone dispute between Bank of America
and the trustee as the representative of the general creditors.
In re Golant, 239 F.3d 931, 934 (7th Cir.2001); In re Rimsat,
Ltd., 212 F.3d 1039, 1044 (7th Cir.2000). “A judgment does
not lose its finality merely because there is uncertainty about
its collectibility, corresponding to uncertainty about how
many cents on the dollar the creditor will actually receive
on his claim once all the bankrupt's assets are marshaled and
compared with the total of allowed claims, and the priorities
among those claims are determined. Thus the fact that the
bankruptcy proceeding continues before the bankruptcy judge
does not preclude treating an interlocutory order by him-
interlocutory in the sense that it does not terminate the entire
proceeding-as final for purposes of appellate review. (And if
it is final for those purposes, then so is the district court's
affirmance of his order.)” In re Szekely, 936 F.2d 897, 899 (7th
Cir.1991).

A rabbi trust, so called because its tax treatment was first
addressed in an IRS letter ruling on a trust for the benefit
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of a rabbi, Private Letter Ruling 8113107 (Dec. 31, 1980);
see also IRS General Counsel Memorandum 39230 (Jan. 20,
1984), is a trust created by a corporation or other institution
for the benefit of one or more of its executives (the rabbi, in
the IRS's original ruling). See, e.g., Westport Bank & Trust
Co. v. Geraghty, 90 F.3d 661, 663-64 (2d Cir.1996); Hills
Stores Co. v. Bozic, 769 A.2d 88, 99 (Del.Ch.2000); Kathryn
J. Kennedy, “A Primer on the Taxation of Executive Deferred
Compensation Plans,” 35 John Marshall L.Rev. 487, 524-27
(2002). The main reason (recited at the outset of the trust
document in this case) for such a trust is that, should the
control of the institution change, the new management might
reduce the old executives' compensation, or even fire them;
the trust, which consistent with this purpose is not funded until
the change of control occurs, cushions the fall.

But as the IRS explained in the letter ruling, unless an
executive's right to receive money from the trust is “subject
to substantial limitations or restrictions,” rather than being his
to draw on at any time (making it income to him in a practical
sense), the executive must include any contribution to the trust
and any interest or other earnings of the trust in his gross
income in the year in which the contribution was made or the
interest obtained. See McAllister v. Resolution Trust Corp.,
201 F.3d 570, 572-73, 575 (5th Cir.2000). The “substantial
limitations or restrictions” condition was satisfied in the
transaction on which the IRS ruled. The trust agreement
provided that the rabbi would not receive the trust assets
until he retired or otherwise ended his employment by the
congregation. Until then the corpus of the trust and any
interest on it would be owned by the congregation, see Maher
v. Harris Trust & Savings Bank, 75 F.3d 1182, 1185 (7th
Cir.1996); Goodman v. Resolution Trust Corp., 7 F.3d 1123,
1125 (4th Cir.1993), so the rabbi would have neither legal nor
equitable right to the money. Cf. 26 U.S.C. § 457(H)(1)(A).
And, what is key in this case, the trust instrument provided
that “the assets of the trust estate shall be subject to the claims
of [the congregation's] creditors as if the *945 assets were
the general assets of [the congregation].”

The word “creditors” is not defined either in the IRS's letter
ruling or in the trust agreement in this case; but a “Model
Rabbi Trust” agreement approved by the IRS states that the
assets of the trust are subject to the claims of the settlor's
“general creditors,” Rev. Proc. 92-64, 1992-2 C.B. 422 (July
28, 1992), a term invariably used to refer to a debtor's
unsecured creditors. See, e.g., United States v. Munsey Trust
Co., 332 U.S. 234, 240, 108 Ct.Cl. 765, 67 S.Ct. 1599,
91 L.Ed. 2022 (1947); Dewsnup v. Timm, 502 U.S. 410,

431-32, 112 S.Ct. 773, 116 L.Ed.2d 903 (1992) (dissenting
opinion); In re Merchants Grain, Inc., 93 F.3d 1347, 1352
(7th Cir.1996); United States v. One-Sixth Share, 326 F.3d
36, 44 (1st Cir.2003); United States v. Watkins, 320 F.3d
1279, 1283 (11th Cir.2003); United States v. $20,193.39 U.S.
Currency, 16 F.3d 344, 346 (9th Cir.1994); Douglas G. Baird,
The Elements of Bankruptcy 12, 101, 154, (3d ed.2001). The
cases assume rather than hold that “general creditor” means
“unsecured creditor,” but what else could it mean? What
work does “general” do unless to distinguish unsecured from
secured creditors? Bank of America has no answer to that
question.

Outboard is conceded to have established a bona fide rabbi
trust, so that its contributions to the trust and the income
that those contributions generated were not includible in the
executives' gross income. Therefore, if the validity of a rabbi
trust depends on its assets' being reserved for the employer's
unsecured creditors, we can stop right here and affirm; the
Bank of America, as a secured creditor, would have no
right to the assets-otherwise the trust's beneficiaries would
not have received the favorable tax treatment accorded the
beneficiaries of a rabbi trust, and they did receive it. But it
is uncertain whether such a reservation actually is essential
to the favorable tax treatment of a rabbi trust. All that the
tax law requires is that there be substantial limitations on
the beneficiaries' access to the trust assets, and a reservation
of the assets in the event of bankruptcy to both the secured
and the unsecured creditors of the settlor, rather than to the
unsecured creditors, might well be thought substantial. For
the reservation would keep those assets, most of them at any
rate, out of the beneficiaries' hands-though this is provided
that the limitation were coupled with a limitation on the
beneficiaries' having free access to the assets of the trust
before they leave their employment with the grantor. Without
such a limitation, the reservation of creditors' rights would
be illusory-the beneficiaries would pull the money out of
the trust as soon as insolvency loomed on the horizon-and
indeed the trust's assets might well be taxable as income to the
beneficiaries. But we recall that, consistent with this concern,
the assets of the rabbi trust were owned by the congregation
until the rabbi's employment ended.

We say that a limitation to all, rather than just to the
unsecured, creditors “might be” rather than “would be”
substantial enough to satisfy the Internal Revenue Service
because executives often are creditors of their firm; if they
were secured creditors and their security interest embraced
the assets of the trust, their claims to those assets would be
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superior to those of the firm's unsecured creditors, which
would tend to make the limitation that is fundamental to the
favorable tax treatment of the rabbi trust-that the creditors
have a superior claim to the beneficiaries-illusory. But the
trust instrument in this case took care of that concern by
providing that Outboard's executives could not obtain a
security interest in the trust's assets.

*946 Even if the executives would not have sacrificed their
favorable tax treatment had the trust instrument reserved the
assets of the trust for all the company's creditors, secured and
unsecured alike, in the event of bankruptcy, the instrument did
not do this; it reserved those assets for the unsecured creditors.
It states (we italicize the key terms) that the “Trust Corpus ...
shall remain at all times subject to the claims of the general
creditors of [Outboard]. Accordingly, [Outboard] shall not
create a security interest in the Trust Corpus in favor of the
Executives, the Participants [a term that apparently refers to
retired executives] or any creditor.” In the event of insolvency,
the trustee “will deliver the entire amount of the Trust Corpus
only as a court of competent jurisdiction, or duly appointed
receiver or other person authorized to act by such court, may
direct to make the Trust Corpus available to satisfy the claims
of the Company's general creditors.”

This couldn't be clearer: secured creditors have no claim to
the trust assets. And judges usually interpret written contracts
(the instrument creating the rabbi trust in this case was an
agreement nominally between Outboard and the trustee of
the trust, Northern Trust Company, but realistically between
Outboard and the executives who were the beneficiaries of
the trust, see Westport Bank & Trust Co. v. Geraghty, supra,
90 F.3d at 663-64) according to the conventional meaning
of their terms, that is, literally. This is especially appropriate
in the case of a negotiated contract involving substantial
stakes between commercially sophisticated parties, as in this
case, who know how to say what they mean and have an
incentive to draft their agreement carefully. Such a style of
interpretation protects the parties against the vagaries of the
litigation process-a major reason for committing contracts to
writing-without too great a risk of misinterpretation.

But literal interpretation of written contracts, even when the
parties are sophisticated and the stakes substantial, is merely
presumptively the right approach to take. Even sophisticated
lawyers and businessmen sometimes stumble in their use of
language, or use language that is specialized to their trade and
departs from normal usage, or fail to anticipate contingencies
that may make the language of the contract yield absurd

results if it is read literally, and if these circumstances are
evident to the court the contract will not be interpreted
literally. Bank of America argues in this vein that of course
all that Outboard intended to do in the passages of the trust
agreement that we quoted was to create a rabbi trust, that is,
a grantor trust that would enjoy a favorable tax status, and
so if a rabbi trust does not necessarily forfeit its favorable
tax status by reserving the trust assets for secured as well
as unsecured creditors, neither does the trust agreement. The
security agreement, which we quoted at the beginning of this
opinion, contains no language to suggest that the assets of
the rabbi trust would be excluded from Bank of America's
security interest just because they are pledged to any creditor
and not just to unsecured creditors.

This argument is not negligible but neither is it sufficiently
compelling to rebut the presumption in favor of literal
interpretation to which we referred. Rather the contrary.
The language of the Model Rabbi Trust would make it
natural for Outboard to assume that to create a valid rabbi
trust it would have to reserve the trust's assets for its
general creditors, which undoubtedly it would understand
to mean its unsecured creditors. The assumption may have
been incorrect, more precisely may have been excessively
cautious; but it provides the best guide to the meaning
that Outboard and the executives ascribed to the agreement.
The executives in particular would tend to favor the %947
cautious approach rather than jeopardize their tax benefits
for the sake of Outboard's secured creditors. And though
they might benefit indirectly, and Outboard directly, from
the company's being able to pledge more of its assets to
secure a loan to the company, this benefit-since the assets
in a rabbi trust are likely to be only a small fraction of the
company's total assets-would probably be outweighed by the
risk of forfeiting favorable tax treatment by departing from
the template of the Model Rabbi Trust.

The trust agreement does not merely reserve the trust's
assets for the general creditors, moreover; it forbids Outboard
to create a security interest in favor not only of the
executives (which might make the trust illusory and forfeit
the beneficiaries' favorable tax treatment) but also of any
creditor. So even if Outboard thought that the term “general
creditors” includes secured creditors, the agreement explicitly
forbids the creation of a security interest in the trust assets.
The trust instrument took as it were the extra step to make
clear that the parties really intended to reserve the trust assets
for Outboard's unsecured creditors. The security agreement,
as we said, does not exclude the assets in the rabbi trust;
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but to determine what assets it does include (because they
are not listed in the agreement), one must look beyond
the security agreement. And when one looks one finds the
trust instrument, which excludes those assets. It is important
to note in this connection that the rabbi trust was funded
before the security agreement between Outboard and Bank of
America was executed. Had it been funded after, Outboard's
contribution of assets to the trust would have been subject to
the security agreement regardless of the terms of the trust.
For Outboard could not be permitted to impair the bank's
security interest by putting some of the assets covered by the
agreement into a trust that the bank could not reach.

Bank of America has a second string to its bow: it
argues that Illinois law, which the parties agree governs
the interpretation of the trust agreement, will enforce a
contractual antiassignment provision, such as the provision
in the trust instrument that forbids assigning a security
interest in the assets of the rabbi trust to creditors, against an
assignee only if the provision states that the assignor has no
power, and not merely no right, to assign. So, the argument
continues, because the trust instrument does not say in so
many words that any attempt by Outboard to create a security
interest in the trust assets would be void, ineffectual, etc., the
creation of such an interest is not prohibited although a party
(including any third-party beneficiaries, which Outboard's
general creditors may or may not be, see Exchange National
Bank v. Harris, 126 11l.App.3d 382, 81 Ill.Dec. 277, 466
N.E.2d 1079, 1084 (1984); Town & Country Bank v. James M.
Canfield Contracting Co., 55 lll.App.3d 91, 12 Ill.Dec. 826,
370 N.E.2d 630, 634-35 (1977)-we needn't decide), could sue
for damages in the event of a breach of the provision.

Clauses in conveyances, or in other instruments contractual
or otherwise that create property rights, that forbid the
recipient of the property to sell it free and clear-or in legal
jargon that create a “restraint on alienation”-are traditionally
disfavored. Gale v. York Center Community Co-op., Inc.,
21 111.2d 86, 171 N.E.2d 30, 33 (1961); Avon-Avalon, Inc.
v. Collins, 643 So.2d 570, 574 (Ala.1994). Sometimes they
are disfavored because they are thought to create monopoly,
concentrate wealth, or cater to “the capricious whims of
the conveyor.” Gale v. York Center Community Co-op.,
Inc., supra, 171 N.E.2d at 33. But more often and more
realistically it is because they can increase transaction costs
by preventing subsequent purchasers or assignees from
knowing *948 what they are getting. Cf. Gregory S.
Alexander, “The Dead Hand and the Law of Trusts in the
Nineteenth Century,” 37 Stan. L.Rev. 1189, 1258-60 (1985).

A legal requirement that the restraint be express, recorded,
or otherwise readily ascertainable by potential purchasers and
assignees minimizes, and often eliminates, those additional
costs, cf. Noblesville Redevelopment Comm'n v. Noblesville
Limited Partnership, 674 N.E.2d 558, 562-63 (Ind.1996);
if the recipient's purchaser knows exactly what he is (not)
getting, a refusal to enforce the restriction merely confers a
windfall on him.

The requirement of express and readily ascertainable notice
is satisfied here. When Bank of America made its credit
agreement with Outboard, it knew, if it bothered to read the
trust agreement along with the other documents that defined
Outboard's assets, as it should have done and no doubt did do,
that the security interest it was acquiring would not cover the
assets (currently some $14 million) in the rabbi trust. Nothing
would have been added to the trust agreement but empty
verbiage had it said “and not only is Outboard forbidden
to create a security interest in these assets in favor of any
creditor, but if it tries to do so its action shall be null, void,
and of no effect.” Of course, if Illinois required those magic
words, as many states still do, see Rumbin v. Utica Mutual Ins.
Co., 254 Conn. 259, 757 A.2d 526, 530-33, 535 (2000), and
cases cited there, to rebut the presumption of nonassignability,
then Bank of America could argue persuasively that it had
relied on their absence when it signed the security agreement.
But Illinois does not require them. /n re Nitz, 317 1ll.App.3d
119, 250 Ml.Dec. 632, 739 N.E.2d 93, 96, 101 (2000);
Henderson v. Roadway Express, 308 Ill.App.3d 546, 242
[ll.Dec. 153, 720 N.E.2d 1108, 1113 (1999); see also CGU
Life Ins. Co. v. Singer Asset Finance Co., 250 Ga.App. 516,
553 S.E.2d 8, 15 (2001).

Illinois's approach implements the modern view, expressed
in Restatement (Second) of Contracts § 322(2) (1981), that
an antiassignment provision in a contract is unenforceable
against an assignee ‘“unless a different intention is
manifested.” Magic words are not required: “Where there
is a promise not to assign but no provision that an
assignment is ineffective, the question whether breach of
the promise discharges the obligor's duty depends on all
the circumstances.” /d., comment c. The circumstances here
weigh heavily in favor of enforcing the antiassignment
provision when we consider the alternative remedy that is all
that a “magic words” state would allow in the absence of the
magic words-a suit for damages for breach of the provision. If
the credit agreement between Outboard and Bank of America
violated it by creating a security interest in the trust assets,

then the contract breaker, and therefore the defendant in such
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a suit, would be Outboard, which is to say the trustee, while
the plaintiffs would be the general creditors-the trustee also.
Enough said.

The Bank of America has one last argument, this
one thoroughly frivolous-that the trustee under the trust
agreement, who, remember, was in the event of Outboard's
solvency to seek directions from a court concerning the
disposition of the trust assets, was an “account debtor” of
Outboard, that is, someone who owed Outboard money.
UCC § 9-105(1)(a) (now superseded by UCC § 9-102(a)
(3), unchanged however so far as bears on this case). An
antiassignment clause is ineffective against an assignment
of the debt of an account debtor. UCC § 9-318(4) (now,
and again with immaterial changes, UCC § 9-406(d)(1)).
Accounts and other simple written promises to pay are
important collateral in modern commercial transactions, and
their value as collateral is maximized *949 by stripping them
of encumbrances, such as an antiassignment clause unlikely to
be noticed in the haste of transacting. The trust agreement was
not that kind of instrument. And in any event the trustee owed
Outboard nothing. The trustee was the debtor in a sense (an
odd sense-one doesn't usually think of a trustee as the debtor
of'the trust's beneficiaries, though of course he holds its assets
on their behalf) of the executives so long as Outboard was
solvent, and after that he was the “debtor” in the same odd
sense of Outboard's creditors. But he was never Outboard's
“debtor.”

Bank of America, a large, responsible, and well represented
enterprise, should not have made the account-debtor
argument. Nor should it have treated a district court decision
(Lomas Mortgage U.S.A., Inc. v. W.E. O'Neil Construction
Co., 812 F.Supp. 841 (N.D.I11.1993)) as an authoritative
statement of Illinois law. Not only has the Supreme Court
instructed us not to give special weight to a district judge's
interpretation of state law even if it is the state in which he sits,
Salve Regina College v. Russell, 499 U.S. 225, 230-31, 111
S.Ct. 1217, 113 L.Ed.2d 190 (1991); Beanstalk Group, Inc. v.
AM General Corp., 283 F.3d 856, 863 (7th Cir.2002), but we
have repeatedly reminded the bar that district court decisions
cannot be treated as authoritative on issues of law. “The
reasoning of district judges is of course entitled to respect,
but the decision of a district judge cannot be a controlling
precedent. E.g., Colby v. J.C. Penney Co., 811 F.2d 1119,
1124 (7th Cir.1987); Anderson v. Romero, 72 F.3d 518, 525
(7th Cir.1995). The law's coherence could not be maintained
if district courts were deemed to make law for their circuit,
let alone for the nation, since district courts do not have
circuit-wide or nationwide jurisdiction.” FutureSource LLC v.
Reuters Ltd., 312 F.3d 281, 283 (7th Cir.2002).

AFFIRMED.

All Citations
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Synopsis

Action against plastering contractor and lathing subcontractor
for declaratory and other relief. From an adverse judgment
of the Superior Court, Alameda County, Joseph A. Murphy,
J., the plaintiff appealed. The District Court of Appeal, Bray,
P. J., held that provision in lathing contracts executed by
plastering contractor and lathing subcontractor, prohibiting
the assignment of lathing subcontracts and any money due
under them without written consent of plastering contractor,
was valid and enforceable, and plastering contractor's right to
monies under the lathing subcontracts was superior to that of
plaintiff, who was the assignee of the lathing contracts and
who had advanced money for the performance of the contracts
to the subcontractor.

Judgment affirmed.

Attorneys and Law Firms
*%269 *63 Francis T. Cornish, Berkeley, for appellant.

*%270 Lindsay & Pettis, Warren G. Reid, Oakland, for
respondent Hofmann Plastering Co.

Merrill, Commons, Hooper & Miller, Oakland, for respondent
Coelho.

Opinion
BRAY, Presiding Justice.

Plaintiff Benton sued defendants Hofmann Plastering
Company and Coelho in declaratory relief and for judgment
against Hofmann for moneys advanced to defendant Coelho
to enable Coelho to perform certain lathing contracts with

Hofmann, to recover from Hofmann proceeds paid to Coelho
under contracts assigned to plaintiff, to recover certain sums
from Coelho, and to foreclose a deed of trust executed by
Coelho and wife to Benton to secure advances.

Hofmann cross-complained claiming Coelho and Benton
were partners, and sought damages for a breach of two lathing
contracts by Coelho and for defective performance of a third.

Coelho then cross-complained ! against Benton claiming
partnership between him and Benton, seeking dissolution of
partnership, appointment of receiver, and cancellation of deed
of trust for lack of delivery and execution, and coercion.

Plaintiff appeals from the denial of most of the relief sought
by him.

QUESTIONS PRESENTED.

Although there were many issues presented by the pleadings,
the parties at trial limited the issues to be determined. They
were:

1. The character of the Benton-Coelho agreement as to
whether it was an agreement for advances to be repaid only
from proceeds of contracts or for advances under a continuing
obligation of Coelho's part to repay all moneys advanced.

2. Whether the assignments of proceeds from the
Coelho-Hofmann contracts to Benton prevailed over their

assignments to Hofmann.

3. Is plaintiff bound by the settlement of the Eden Office
Building contract?

4. The validity of the deed of trust from Coelho to Benton.
5. Findings.

*64 1. THE BENTON-COELHO AGREEMENT.

Defendant Coelho was engaged in the business of installing
lathing in connection with various building contracts. Benton
had advanced him money to aid in the financing of many
of these projects. There is a dispute as to whether the
money so advanced constituted a loan or an investment.
We are not concerned with that question other than as
an aid in interpreting the agreement which Benton and
Coelho entered into December 21, 1953. It provided that
in consideration of past and future advances by Benton,
Coelho assigned to Benton the proceeds of all contracts which
Coelho had entered into and which he might enter into for
the performance of which contracts Benton had advanced or
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would advance moneys to Coelho. Coelho agreed that upon
all jobs financed by Benton, Coelho would impress upon the
invoices on such jobs a rubber stamp provided by Benton
which read ‘Moneys due under the within job are assigned
to Charles J. Benton pursuant to agreement evidenced by
, 1953.” Apparently this

formal writing dated December
condition was met.

The agreement provided: ‘The signed imprint of said stamp
upon any invoice shall conclusively establish as between the
parties * * * that Benton has advanced money to Coelho to
finance him in the performance of the job represented by
the invoice so imprinted, and that said advances have been
made pursuant to the formula set forth in this memorandum
of agreement.

‘Upon making any advance such as Benton * * * shall
hereafter make to Coelho to enable Coelho to finance any
lathing job, all moneys due to Coelho or thereafter to become
due to Coelho by virtue of *%*271 the contract to which said
advance relates are by virtue of any such advance assigned
by Coelho to Benton. Upon request from Benton Coelho shall
execute any formal document appropriate to evidence the
assignment.’

The parties agreed that the advances should be repaid as
follows: ‘After all expenses for labor and materials used in
the performance of each lathing job have been paid, as much
of said proceeds advanced by Benton or paid for said lathing
job as remain shall be paid to Benton until Benton shall have
received the full amount of all advances on that contract.
Should said proceeds be insufficient for that purpose, any

deficiency shall be paid to Benton out of the proceeds of

other lathing jobs until Benton shall have received the entire
principal advanced on each lathing job completed. [Emphasis
added.]

*65 ‘If after all labor and materials have been paid and
Benton has been reimbursed all moneys he has advanced to
finance all lathing jobs completed, and any of the proceeds
from any completed lathing job shall remain, Coelho shall
be paid from said proceeds remaining up to an amount equal
to 7% of the gross contract price charged by Coelho for that
job. The balance thereafter remaining shall be divided equally
between Benton and Coelho.

‘The parties hereby expressly confirm that on all jobs
heretofore performed by Coelho, whether settlement has
been heretofore effected or whether settlement remains to
be made, the advances by Benton have been on the basis

outlined in this memorandum of agreement and on no other
basis.” (Emphasis added.)

Plaintiff advanced Coelho moneys on jobs started before the
above mentioned contract was entered into as well as after.
All of the jobs were under contracts between Hofmann and
Coelho. Hofmann was a plastering contractor who sublet the
lathing to Coelho. Over the period involved Benton advanced
some $73,000 which was not paid back to him. On occasion
funds advanced by Benton for a particular job were used by
Coelho, unknown to Benton, to pay indebtedness on other
jobs for which Benton was providing the financing.

Benton contends that the contract constituted a loan
agreement requiring repayment of all moneys advanced.

Coelho contends > and the court found, that the contract was
a loan agreement, repayment to be made solely from the
proceeds of the lathing contracts. We adopt the statement
of the trial judge, Honorable Joseph A. Murphy, in holding
that the intent of the agreement was that repayment of
advances should come solely from the lathing contracts. ‘The
agreement provides that Benton shall advance certain funds
to Coelho on contracts which are then assigned to Benton,
and, in the event that there is a loss on the contracts, such
loss may be recouped from any subsequent contracts. This
phase of the agreement, in the opinion of the court, indicates
that each advance was, in fact, a debt due from Coelho to
Benton because of the fact that either party could cancel
the agreement at any time, and, conforming to the intent
of the agreement if it were cancelled, Coelho's obligation
to Benton for any losses up to the time of cancellation
would automatically terminate. *66 This is also borne out
by the fact that Benton set up a reserve account against
individual contracts, indicating that it was his intent that such
reserve would liquidate not only the contract from which the
reserve was drawn, but also any future contracts. This is also
supported to some extent by the admission of Benton that be
[he] made considerable profits on prior contracts and that at
the outset he told Coelho he would like to get into the business
to ‘make a fast buck.” All of the circumstances and dealings
would indicate that it was purely speculative * * *.

Coelho
misrepresentations to Benton prior **272 to November

‘There was testimony that made certain
22, 1957, and on the basis thereof procured advances from
Benton. The evidence, however, is susceptible to a further
inference; namely, that, while the funds advanced were not
used on the particular job noted in the assignment, they were
used on other jobs which had previously been financed by

Benton; hence, the question of fraud is speculative and not
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proved by a preponderance of evidence. It is also to be noted
that after discovery of the fraud, Benton continued to make
advances to Coelho.’

The agreement provides for repayment of the loans out of the
proceeds of present contracts, and if these are insufficient, out
of future contracts. There is no provision expressly relating
to repayment of the loans in the event that both of these
sources should prove insufficient. On the face of the contract,
it appears that the parties provided with particularity for the
sources of repayment of the loans, thereby indicating that
the parties intended those sources to be the sole method of
repayment. As the contract is ambiguous, the court looked
behind it to the evidence, and concluded from both the
contract and the evidence what the intent of the parties
was. Benton contends that the fact that the deed of trust
executed by Coelho and wife was to secure to Benton
‘payment to indebtedness in the sum of any deficiency arising
through beneficiary having financed Alvin George Coelho in
purchasing and installing lathing * * *’ conclusively shows
that the loans were to be fully repaid. The court apparently
believed the testimony of both Coelho and his wife that they
were persuaded by Benton to execute the deed of trust to
protect their home from Coelho's creditors. Therefore the
court's finding that Benton is not entitled to recover from
Coelho the unpaid balance to the moneys advanced by Benton
should be affirmed.

2. ASSIGNMENTS.

As stated hereinbefore, the Benton-Coelho agreement
provided that all proceeds of lathing contracts for which
Benton *67 made advances were assigned to Benton. While
the record is not clear as to whether all the Hofmann-
Coelho contracts under which Coelho did the lathing jobs
contained the same provision as to nonassignability of the
moneys to become due thereon, or whether they all contained
nonassignability clauses, the parties have assumed they all
had the following clause or one similar to it: ‘That no
assignment of this Subcontract, nor of any money due or
which may become due hereunder shall be made without the
written consent of the Contractor [Hofmann].’

The court found that ‘provisions of the Hofmann-Coelho
agreements against assignment of money due or to become
due by virtue of said agreements did not, under the law of
this State, prevent the assignment by defendant Coelho of
such moneys to plaintiff, and therefore plaintiff, as Coelho's
assignee, is entitled to judgment for the following sums * * *.

The court was in error in its statement, which, in
effect, declared that the law of California considered
nonassignability clauses of this kind ineffective. In Parkinson
v. Caldwell (1954), 126 Cal.App.2d 548, 552, 272 P.2d
934, 937, the court stated: “Where the language is clear an
agreement not to assign a debt is effective.” The court, after
referring to a New York decision, relies upon language in 4
Corbin on Contracts, section 872, page 486, where the author
stated: ‘In any case, it is quite possible for the parties to show
by apt words that rights created by the contract shall not be
assignable.’

The court also relies upon the holding in Fairbanks v. Crump
Irr. etc. Co., Inc. (1930), 108 Cal.App. 197, 205, 291 P.
629, 292 P. 529. In Fairbanks the court held that a provision
that money due under a contract might be assigned with the
permission of the obligor, is the same as a provision that it
may not be assigned without such permission and that such
a provision should be given effect. Parkinson concurs in this
conclusion. (See also 37 A.L.R.2d 1251, 1253.)

There is a distinction between an assignment of a contract
and an assignment **273 of the proceeds of the contract.
See Trubowitch v. Riverbank Canning Co. (1947), 30 Cal.2d
335, 339, 182 P.2d 182, holding that a provision in a contract
against assignment does not preclude the assignment of
money due or to become due under the contract. However,
here the prohibition was against assigning either the contract
or the moneys to become due thereunder. Such a prohibition is
proper. (See 4 Corbin on Contracts, pp. 482, 486, 494.) *68

Trubowitch also implies that the parties may effectively so
provide by the use of appropriate language.

Section 176 of the Restatement of Contracts provides:
‘A prohibition in a contract of the assignment of rights
thereunder is for the benefit of the obligor, and does
not prevent the assignee from acquiring rights against the
assignor by the assignment or the obligor from discharging
his duty under the contract in any way permissible if there
were no such prohibition.” That provision is in accord with the
statement in 5 Cal.Jur.2d 292, which states: ‘It appears that
the courts will generally refuse to enforce nonassignability
clauses, at least as between the assignor and assignee and
those claiming under them, where the transfer works no
substantial detriment to the rights of the other party to the
contract. [Citing 35 Cal.L.Rev. 577.] Thus, it is ruled that
clauses restricting assignability are for the benefit of the
obligor, and do not prevent the assignee from acquiring rights
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against the assignor by an assignment apparently prohibited
by the terms of the contract.’

In the instant case it is the obligor who will apparently suffer if
the assignment is held valid as against him. The validity of the
assignment does not aid plaintiff in seeking recovery against
Coelho, as his rights against Coelho exist independently of the
assignment. The only question is one of set-off and priority
as between Hofmann and plaintiff.

The area of limitations on assignments is, of course, one
in which the courts strictly construe such restrictions just
as they jealously guard the right to transfer property in
general. However, explicit language will be followed in cases
of this kind. The court in Thomas v. Thomas (1961), 192
Cal.App.2d 771, 779, 13 Cal.Rptr. 872, 877, after quoting
from Fairbanks v. Crump, supra, 108 Cal.App. 197, 291
P. 629, 292 P. 529, and Parkinson v. Caldwell, supra, 126
Cal.App.2d 548, 272 P.2d 934, notes, ‘The courts, of course,
have placed certain limits on nonassignment clauses—there is
strong policy in favor of the free transferability of all types of
property (Farmland Irrigation Co. v. Dopplmaier, 48 Cal.2d
208,222,308 P.2d 732, 66 A.L.R.2d 590); accordingly, where
the restriction against assignability is waived, rights may be
transferred despite the prohibition (Trubowitch v. Riverbank
Canning Co., 30 Cal.2d 335, 342, 182 P.2d 182), and the
prohibition does not apply where all that remains to do under
the contract is the payment of money. Butler v. San Francisco
Gas & Electric Co., 168 Cal. 32, 41, 141 P. 818. Here, it
is conceded, there has been no waiver by Edison as *69
obligor; also, the Fairbanks case, quoted from Parkinson
v, Caldwell, supra, would seem to support the view that
where the prohibition against assignment relates to money
due under a contract, it will be enforced where the prohibition
in question is explicit.” (Emphasis added.)

Here there is no question of waiver by Hofmann. The
prohibition in the lathing contracts extends not merely to the
contracts themselves but to the money due or to become due
thereunder as well. The nonassignment provisions are valid
and should be enforced. Hofmann's right to the moneys under
the Coelho-Hofmann lathing contracts is superior to that of
Benton, as assignee. However, as Hofmann did not appeal
from that portion of the judgment awarding Benton $4,415.80
against Hofmann, such award must stand.

Although the court's finding that Hofmann was entitled
against Benton to the proceeds of the ‘Capwell Store’
Hofmann-Coelho lathing contract was based upon a different
theory than the nonassignability of the moneys under that

contract, and such **274 theory may have been incorrect,
the result was correct, as, because of the nonassignability
clause, Hofmann had the superior right to those moneys.

For the same reason the question of the appropriateness of
the court's allowing certain set-offs against Benton in favor of
Hofmann of moneys it found due from Coelho to Hofmann,
has become moot.

3. THE EDEN OFFICE BUILDING.

On what is known as the Eden Office Building, upon which
Coelho did the lathing under a subcontract with Hofmann,
there was a balance unpaid to Coelho of $6,617.89. This
balance Hofmann refused to pay because the County of
Alameda for whom the work was being done claimed that
the plastering did not comply with the specifications, and
refused to pay the general contractor, who in turn refused to
pay Hofmann. There is a conflict in the evidence as to whether
the fault was that of Coelho or of Hofmann, although there is
strong evidence that the fault was Coelho's. It is not necessary
to discuss this evidence for the reason that in a meeting
at which Benton was present, with Coelho, Hofmann, and
representatives of the county and of the general contractor,
Hofmann and Coelho waived any right to receive additional
payments in consideration of acceptance of the defective
building by the county. At this meeting, when asked if he
had any objections to the compromise, Benton made no reply.
*70 The court concluded that this compromise agreement
‘was in effect a new contract between the parties, and that the
so-called ‘fruits' of the contract never became due to Hofmann
or to Coelho, hence plaintiff, as assignee of Coelho, is entitled
to recover nothing’ from the Eden Office Building job.

The court's conclusion must be affirmed for two reasons:
(1) As we have heretofore shown, the assignment of the
proceeds of the contract by Coelho to Hofmann is superior
to the assignment to Benton. Hence Hofmann had the right
to make the compromise. An obligor who has accepted an
assignment of the money due under a construction contract
may settle a claim under the contract by accepting a lesser
sum in settlement. The ‘anticipatory debtor may * * * do
whatever reasonably appears to be necessary to enable the
assignor to perform the contract.” (Peden Iron & Steel Co.
v. McKnight (1910), 60 Tex.Civ.App. 45, 128 S.W. 156.)
(2) Even if the assignment by Coelho to Benton granted
the latter any interest in the proceeds of the Eden contract,
Benton's acquiescence, by silence, in the compromise bars
him from now contending that he is not barred by it. Benton
had a great interest in Coelho's continued solvency. Without
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a compromise of this type, Coelho was faced with a lawsuit
to prove that the defective work was not his fault, or with
considerable expense to repair the work, neither of which
Coelho could afford. Although Benton contends that he had
no duty to reply when asked if he had any objections to the
compromise, his conduct led Coelho and Hofmann into a trap,
and they reasonably had the right to assume and did assume
that Benton's silence constituted consent. Both Coelho and
Hofmann acted to their detriment in reliance upon Benton's
failure to object. Thereby, by his failure to object, Benton
waived any objection that he might have had.

4. THE DEED OF TRUST.

On November 14, 1957, Coelho and his wife signed a deed
of trust conveying to a title company, as trustee, certain real
property in Alameda County as security for the advances
made by Benton under the December 21, 1953, Benton-
Coelho agreement. The court found ‘that plaintiff represented
and promised defendants Alvin G. Coelho and Anita K.
Coclho that if the said deed of trust were executed and
delivered to plaintiff, plaintiff would continue to finance
Coelho on his lathing jobs; that it is also true that at the time
of making said representation and promise, plaintiff did not
intend to keep his promise and did not intend to continue *71
financing Coelho and **275 that shortly thereafter plaintiff
refused to continue financing Coelho.’ In its conclusions, the
court stated ‘that the execution and delivery of the deed of
trust were vitiated by plaintiff's false promise and plaintiff is
not entitled to foreclose said deed of trust.’

Benton contends that neither the pleadings nor the evidence
support these findings. Both contentions are unfounded. In
the Coelho cross-complaint Coelho alleged ‘that there was
no proper execution acknowledgement or delivery of said
instrument and further that said defendants were coerced
into signing said instrument by said plaintiff.” (Emphasis
added.) The court, both in its pretrial order and in its findings
of fact, found that there was due execution and delivery
of the instrument. It is the consideration for its execution
and delivery with which we are concerned. In addition to
the allegation in the cross-complaint that the instrument was
obtained by coercion, the pretrial order states, ‘There is the
further issue of the validity of the deed of trust.” During the
trial, the court granted Coelho's motion to amend to conform
to the proof ‘in that there was either no consideration given by
plaintiff Benton for the Deed of Trust, or if consideration was
given there was a failure of consideration by Plaintiff Benton.’
Thus it is clear that the pleadings support the findings.

Benton points out that while the court granted leave to amend,
no formal amended pleadings were filed, and contends that
therefore the amendment allowed may not be considered.
His contention is hypertechnical and is not supported by the
decisions. The Supreme Court stated in Campagna v. Market
St. Ry. Co. (1944), 24 Cal.2d 304, 308, 149 P.2d 281, 283:
‘As a general rule, an order granting leave to amend is not an
amendment, and in the absence of a written statement of facts
concerning the issue, it is not properly pleaded. Central Cal.
Creditor's Ass'n v. Seeley, 91 Cal.App. 327, 267 P. 138. But
when such a motion is granted during the trial, and the case is
tried as if the amendment had been made, a party may not later
complain that no formal amendment was filed. [Citations.]’

The court in Campagna commented on the wide discretion
which a trial court has to allow amendments to conform to
proof, and in view of the presence of the issue of the validity
of the deed of trust in the pretrial order, this discretion was
wisely exercised in the instant case, and the issue of failure of
consideration (continued financing) was properly before the
trial court.

*72 Turning to the evidence, while the testimony of Benton
to the effect that the deed of trust was given him to secure the
advances he had made, conflicts with that of the Coelhos, the
court apparently believed the latter and resolved the conflict
in their favor. We are bound by that determination, as there is
substantial evidence to support it. According to Mrs. Coelho
Benton threatened to terminate his financial backing of the
lathing contracts if she did not sign the deed of trust. Benton
told her he only wanted it to prevent creditors from reaching
the Coelho home. He stated to her, ‘if I didn't sign it, he
wouldn't go on, but, if I signed, then he would go on and
continue to finance until the jobs were pulled out.” (Emphasis
added.) The other testimony in general relates to Benton's
statements that he would not finance the lathing contracts
if Mrs. Coelho refused to sign. The quoted statement alone
is sufficient to support the findings. Mrs. Coelho testified
that she would not have signed the deed of trust without
such representations and promises. It is admitted that Benton
ceased financing Coelho shortly thereafter.

While there is no direct evidence that Benton, at the time of
his representations to the Coelhos, did not intend to carry out
his promises, the court was entitled reasonably to infer from
all the facts and circumstances that he had no intention of
doing so. A promisor who does not mean what he says seldom
reveals his true state of mind. That must be determined by the

*%276 trier of fact from what the promisor does under all
the circumstances of the case. (See Cox v. Klatte (1938), 29
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Cal.App.2d 150, 84 P.2d 290.) Benton received profits from
the Coelho lathing contracts until January, 1958. At that time
Benton ceased advancing moneys to Coelho, although several
jobs were still in progress and required financing in order
to be completed. There is evidence that both Benton's and
Coelho's losses on the entire transaction were due to Benton's
ceasing to advance further moneys, and Coelho's inability to
otherwise finance himself. Coelho, in several instances, was
forced to abandon his lathing contracts for this reason. Even
partial failure of consideration is a defense to foreclosure of
a mortgage or deed of trust. (Briggs v. Crawford (1912), 162
Cal. 124, 129, 121 P. 381.)

Benton interprets the findings and conclusion above
mentioned as findings of fraud and claims that no fraud was
alleged and hence these findings are improper. Technically,
Benton may be correct in that the findings might be
susceptible to such interpretation. However, the facts upon
which *73 they are based show, and the findings and
conclusion may reasonably be interpreted as determining, that
there was a failure of consideration for the execution of the
deed of trust. As Judge Murphy said in his memorandum
opinion, ‘Benton represented to the Coelhos, and particularly
Mrs. Coelho, that if the deed of trust were executed and
delivered, he would continue to finance Coelho on his jobs.
Within a short time thereafter he refused to continue financing
Coelho and Coelho was compelled to abandon his business as
a lathing contractor.’

5. FINDINGS.

Benton objects to finding II dealing with the ninth cause
of action, the count in which Benton sought recovery from
Coelho of $72,194.83 and foreclosure of the deed of trust.
This finding is to the effect that under the terms of the
agreement between Benton and Coelho, Benton agreed to
finance Coelho in the performance of the lathing contracts.
Actually, as Benton points out, there is no promise made by
Benton to make advances, in the agreement, the agreement
being unilateral in that respect. However, such finding is
immaterial. The court nowhere bases its judgment upon any
assumption that Benton was required under the contract to
continue making advances. It did find that the deed of trust
was obtained under representations by Benton that he would
continue to finance Coelho. There is no conflict between the

two findings and the fact that the first finding is unsupported
is immaterial.

Finding XIII is to the effect that the Benton-Coelho agreement
did not provide for a continuing obligation on the part of
Coelho to repay all moneys advanced, and that ‘it is not true
that defendant Coelho acted with intent to defraud plaintiff
with respect to the amounts of payroll furnished to various
lathing jobs from moneys advanced by plaintiff.’

Benton's objection to the first part of this finding is that
the court failed to find either that there was or was not
an agreement, implied by law, that Coelho would repay all
advances. Such a finding was unnecessary. Where, as here,
the court found that there was an express agreement as to the
method of payment, the law cannot imply a contract in the
face of such express agreement.

As to the second part of the finding, it is true that at times

Coelho used moneys advanced by Benton for a particular
lathing contract to pay debts incurred on another contract,
or other contracts. The trial judge's opinion gives the reason
for *74 finding that in so acting Coelho did not intend
to defraud Benton. Under the agreement any losses Benton
suffered were to be recouped from other jobs. The instances
in which Coelho used moneys from one job to offset losses
on another, caused no net loss to Benton on the total for
all the jobs. Moreover, that Benton acquiesced in this type
of action is shown, as stated by the court, by the fact that
he continued for approximately two to three months after
*%277 knowledge, to finance the jobs. The court made no
finding as to the amounts of the payments in this category. In
view of the court's determination of the subject, there is no
necessity for such a finding, as the amount of such advances
is immaterial.

The other findings or their subject matter objected to by
Benton have been discussed elsewhere herein.

The judgment is affirmed.

SULLIVAN, J., and AGEE, J. Assigned, concur.
All Citations

207 Cal.App.2d 61, 24 Cal.Rptr. 268
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Footnotes
1 This cross-complaint was dismissed by Coelho.
2 Coelho orginally contended that the agreement was one of partnership between Benton and himself. This

contention was abandoned at the trial.
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Black's Law Dictionary (11th ed. 2019), assignment
ASSIGNMENT
Bryan A. Garner, Editor in Chief

Preface | Guide | Legal Maxims | Bibliography
assignment (14c) 1. The transfer of rights or property <assignment of stock options>.

“An assignment is a transfer or setting over of property, or of some right or interest therein, from one person
to another; the term denoting not only the act of transfer, but also the instrument by which it is effected. In
these senses the word is variously applied in law.” Alexander M. Burrill, 4 Treatise on the Law and Practice
of Voluntary Assignments for the Benefit of Creditors § 1, at 1 (James Avery Webb ed., 6th ed. 1894).

“Negotiability differs from assignment, with which it has obvious affinities, in at least two respects. In
the first place no notice need be given of the transfer of a negotiable instrument, and in the second place
the transfer of such an instrument is not subject to equities. Thus whereas an assignor only transfers his
rights subject to any defences which could be pleaded against him, a transfer of a negotiable instrument to
someone in good faith passes a good title, free from any such defences. For instance a person who receives
a cheque in good faith obtains a good title, even though the cheque may have been stolen. It is not, of
course, any document which has the attributes of negotiability. Only those documents recognized by the
custom of trade to be transferable by delivery (or endorsement) are negotiable. Other documents can only
be transferred by assignment.” P.S. Atiyah, An Introduction to the Law of Contract 278-79 (3d ed. 1981).

- absolute assignment. (18c) An assignment that leaves the assignor no interest in the assigned property or right. Cf. partial
assignment.

- assignment by operation of law. (18c) A transfer of a right or obligation as a necessary consequence of a change in legal
status, regardless of the affected party's intent. * For example, a right and a corresponding obligation may disappear if they vest
in the same person, as might happen in a merger or acquisition.

- assignment for the benefit of creditors. See ASSIGNMENT FOR THE BENEFIT OF CREDITORS.

- assignment for value. (18c) An assignment given in exchange for consideration.

- assignment in gross. (1890) A transfer of a company's trademark separately from the goodwill of the business. ¢ Courts
often hold that such an assignment passes nothing of value to the transferee. — Also termed naked assignment. See ANTI-
ASSIGNMENT-IN-GROSS RULE.

- assignment of account. (1808) An assignment that gives the assignee the right to funds in an account, usu. to satisfy a debt.
- assignment of application. (1896) 1. Patents. The U.S. Patent and Trademark Office's formal routing of a patent or trademark
application to the examining group to which it appears to belong based on subject matter. 2. The transfer of the right to prosecute
a patent or register a trademark.  The assignee must show ownership in the property to be patented or registered and, if less
than absolute, the extent of ownership. See 37 CFR § 3.73.

- assignment of dower (dow-or) (17¢) The act of setting apart a widow's share of her deceased husband's real property.

- assignment of easement. (1896) An assignment by which an easement-holder transfers the easement to a third party.

- assignment of income. See assignment of wages.

- assignment of lease. (17c) An assignment in which a lessee transfers the entire unexpired remainder of the lease term, as
distinguished from a sublease transferring only a portion of the remaining term.

- assignment of mortgage. (18c) An assignment by which a mortgage-holder transfers the mortgage to a third party.

- assignment of note. (1818) An assignment by which the holder of a promissory note transfers the note to a third party.

- assignment of note and mortgage. (1902) An assignment transferring both a promissory note and the mortgage that secures it.
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- assignment of realty. (1846) A transfer of a real-property interest that is less than a freehold. * The term includes debt-security
interests in land.

- assignment of wages. (1836) A transfer of the right to collect wages from the wage earner to a creditor. — Also termed
assignment of income.

- assignment pro tanto. (18c) An assignment that results when an order is drawn on a third party and made payable from a
particular fund that belongs to the drawer. * The drawee becomes an assignee with respect to the drawer's interest in that fund.
- bail assignment. See BAIL ASSIGNMENT.

- collateral assignment. (18c) An assignment of property as collateral security for a loan.

- common-law assignment. (1824) An assignment for the benefit of creditors made under the common law, rather than by
statute.

- conditional assignment. (18c) An assignment of income (such as rent payments or accounts receivable) to a lender, made to
secure a loan. * The lender receives the assigned income only if the assignor defaults on the underlying loan.

- effective assignment. (1838) An assignment that terminates the assignor's interest in the property and transfers it to the
assignee.

- equitable assignment. (18c) 1. An assignment that, although not legally valid, will be recognized and enforced in equity
— for example, an assignment of a chose in action or of future acquisitions of the assignor. * To accomplish an “equitable
assignment,” there must be an absolute appropriation by the assignor of the debt or fund sought to be assigned. 2. An assignment
that is valid and enforceable under the principles of fairness and justice.

- fly-power assignment. A blank written assignment that, when attached to a stock certificate, renders the stock transferable.
- foreign assignment. (18c) An assignment made in a foreign country or in another jurisdiction.

- general assignment. (18c) Assignment of a debtor's property for the benefit of all the assignor's creditors, instead of only a
few. — Also termed voluntary assignment. See ASSIGNMENT FOR THE BENEFIT OF CREDITORS.

- gratuitous assignment. (18c) An assignment not given for value; esp., an assignment given or taken as security for — or in
total or partial satisfaction of — a preexisting obligation.

- legal assignment. (17c) An assignment that meets all the statutory requirements and is enforceable by law.

- mesne assignment (meen) (18c) A middle or intermediate assignment; any assignment before the last one.

- naked assignment. See assignment in gross.

- partial assignment. (18c) The immediate transfer of part but not all of the assignor's right. Cf. absolute assignment.

- preferential assignment. See PREFERENTIAL TRANSFER.

- total assignment. (18c) An assignment empowering the assignee to enforce the entire right for the benefit of the assignor or
others. « Examples are assignment to secure an obligation and assignment to a trustee.

- voluntary assignment. See general assignment.

- wage assignment. (1911) An assignment by an employee of a portion of the employee's pay to another (such as a creditor).
2. The rights or property so transferred <the aunt assigned those funds to her niece, who promptly invested the assignment in
mutual funds>. 3. The instrument of transfer <the assignment was appended to the contract>. 4. A welfare recipient's surrender
of his or her rights to child support (both current and past due) in favor of the state as a condition of receiving governmental
financial assistance <the assignment made economic sense to her because her child support amounted to $200 a month, while she
received $400 a month in welfare>. 5. A task, job, or appointment <the student's math assignment> <assignment as ambassador
to a foreign country>.

- intercircuit assignment. (1956) The temporary appointment of a federal judge in one judicial circuit to serve in another
circuit. * The Chief Justice of the United States has the statutory authority to assign judges temporarily to assist courts in other
circuits that have excessive workloads. The Judicial Conference Committee on Intercircuit Assignments, consisting of three
federal judges, maintains a roster of senior and active judges who have volunteered to accept assignments and advises the Chief
Justice about which judges to appoint. Assignments are usu. brief, lasting from a few days to a few weeks.

- intracircuit assignment. (1961) The temporary appointment of a federal district judge to assist another district court within
the same circuit. * The chief judge of the circuit authorizes temporary transfers among courts within the circuit.

6. The act of assigning a task, job, or appointment <the assignment of various duties>.

- assignment of the floor. Parliamentary law. The process by which the chair recognizes who is entitled to speak.

7. In litigation practice, a point that a litigant advances <the third assignment of error>.
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ASSIGNMENT, Black's Law Dictionary (11th ed. 2019)

- assignment of error. See ASSIGNMENT OF ERROR.

- new assignment. Hisz. A plaintiff's restatement of a claim because the first complaint did not contain sufficient details. « The
purpose was to allow a plaintiff to reply to a defendant's responsive plea that did not address the plaintiff's specific claim because
the complaint was too general. New assignment has been replaced by amended pleadings. — Also termed novel assignment.

“A new assignment is a restatement in the replication of the plaintiff's cause of action. Where the declaration
in an action is ambiguous and the defendant pleads facts which are literally an answer to it, but not to the
real claim set up by the plaintiff, the plaintiff's course is to reply by way of new assignment; that is, to
allege that he brought his action, not for the cause supposed by the defendant, but for some other cause, to
which the plea has no application.” Benjamin J. Shipman, Handbook of Common-Law Pleading § 214, at
370 (Henry Winthrop Ballantine ed., 3d ed. 1923).
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Synopsis

Background: Construction contractors brought action
against construction lender for liability on bonded stop
notices. The Superior Court, San Diego County, No. 37—
2007-74230-CUBC-CTL, William R. Nevitt, Jr., J., entered
judgment for contractors and awarded costs, prejudgment
interest and attorneys' fees pursuant to statute. Lender

appealed.

Holdings: The Court of Appeal, Mclntyre, J., held that:
stop notice claims took precedence over lender's prepayment
to itself of interest, a loan fee, and other fees from construction

loan funds;

stop notice claims took precedence over disbursements of
interest to third party investors; but

contractor was required to serve preliminary notice on lender
as condition of stop notice claim; but

contractor's failure to serve notice of commencement of
action did not preclude recovery under stop notice.

Affirmed in part, reversed in part, and remanded.

Procedural Posture(s): On Appeal; Judgment; Motion to
Enter Judgment; Other; Motion for Reconsideration; Motion
to Renew; Motion in Limine.

*%558 APPEAL from a judgment of the Superior Court of
San Diego County, William R. Nevitt, Jr., Judge. Affirmed in
part, reversed in part and remanded. (Super.Ct. No. 37-2007—
74230-CUBC-CTL)
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Opinion
MCINTYRE, J.

*837 In this case, we are required to interpret several stop

notice statutes. (Civ. Code, former §§ 3082—-3267; Civ.Code,
§§ 8000-9566, effective July 1, 2012 (Stats.2010, ch. 697,
§ 16). Unless otherwise indicated, undesignated statutory
references are to the former sections of the Civil Code,
which were in effect at all times material to this appeal,
and references to the current sections of the Civil Code are
designated by the word “current.”’) First, we conclude the
trial court correctly followed Familian Corp. v. Imperial Bank
(1989) 213 Cal.App.3d 681, 262 Cal.Rptr. 101 (Familian )
when it held that a construction lender must make available
to stop notice claimants those amounts the lender has already
disbursed to itself on the construction loan.

We next conclude that the trial court correctly found that one
stop notice claimant's failure to serve a preliminary 20-day
notice (preliminary notice) under section 3097 prevented it
from recovering under its bonded stop notice. Nonetheless,
the judgment in favor of the stop notice claimant is
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