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UNITED STATES DISTRICT COURT
FOR THE DISTRICT OF PUERTO RICO

FEDERAL DEPOSIT INSURANCE

CORPORATION, AS RECEIVER OF

WESTERNBANK PUERTO RICO,
plaintiff intervenor,

V.

FRANK STIPES GARCIA, et al.,

CIVIL ACTION NO. 11-02271 (GAG)

RE: DECLARATORY JUDGMENT

FRANK C. STIPES GARCIA, JUAN C. FRONTERA GARCIA,
HECTOR DEL RiO TORRES, WILLIAM VIDAL CARVAJAL,
CESAR RUIZ AND PEDRO R. DOMINGUEZ'S MOTION TO DISMI SS
THE FEDERAL DEPOSIT INSURANCE CORPORATION'S SECOND
AMENDED AND RESTATED COMPLAINT IN INTERVENTION !

! Instead of defending its legally insufficientiois against the motions to dismiss, the FederabBiensurance
Corporation (the “FDIC”) went back to the well adcew up a third complaint, which it calls its Sedokmended
and Restated Complaint in Intervention. We shdllitavhat it is, the FDIC’s “Third Complaint” hene, and shall
demonstrate its failure to cure the infirmitiegloé FDIC's Amended and Restated Complaint in Irgetion (the

“Second Complaint”). The only major differencesvieetn the Second and Third Complaint are additional
allegations that attempt to: (i) revivify irrepahatime-barred claims, (ii) plead with more speditfy; and (jii)
allege an additional claim for fraudulent conveyardo material changes have been made, and theabieu
problems of the Second Complaint remain uncureds€guently, this motion substantially resembleditee
motion to dismiss. Where there are differencesywliealert the Court to them.
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INTRODUCTION AND BACKGROUND

Over the course of fifty-two years, Westernbankuoérto Rico grew from a small
community institution into one of the largest, mpstfitable, and healthiest banks in the
Commonwealth of Puerto Rico. It did so by workiramt in hand with the Office of the
Commissioner of Financial Institutions of the Conmwealth of Puerto Rico (“OCFI”) and with
federal regulators, rising from humble beginningsdocal Mayaguéz bank to become the
Commonwealth’s second-largest, with branches througgthe island. Federal regulators and
the OCFI conducted annual examinations and awahdesternbank the highest possible score
for twelve consecutive years, from 1993 to 2005.

Despite a subsequent collapse of real estate mitasscale unseen in this country for a
hundred years, and despite an equally unprecedamkdown of financial markets — which
caused the worst economic crisis since the Greptd3sion — federal regulators continued to
applaud Westernbank’s soundness and never oncdaiopgpabout the loans the FDIC now
claims were so unsound as to have been the rd<gitass negligenceIn fact, other litigation
has demonstrated that the largest of these loan#ed from outrageous borrower fraud, and
that the relevant decisions by the bank’s offi@rd directors were reasonable, protected by the
business judgment rule, and not actionable.

Only after a worldwide panic struck, while Westeank, like everyone else, was

working hard to ride out a global recession, diel @CFI knock down its doors and seize it,

2 puerto Rico’s civil law system does not recogrizgaim for “gross negligenceValle v. Am. Int'l Ins. Cq.108
D.P.R. 692 (P.R. 1979%ierbolini v. Employers Fire Ins. Cal04 D.P.R. 853 (P.R. 1976). “Puerto Rico couds d
not recognize gross negligence or any other degrfeesgligence found in common law. . . . In sumeRo Rico
tort law does not recognize a specific civil caobaction for intentional or grossly negligent atBenito-
Hernando v. Gavilanes849 F. Supp. 136, 140 (D.P.R. 1994). The FDICchate obviously sued for breach of
fiduciary duty, through purported breaches of théed of loyalty and due care, a common law claoomfl in most
jurisdictions, including the Commonwealth of Pudrtico. It requires pleading and proving intentiooabrossly
negligent (i.e., reckless) wrongdoing, as discussdow. For the Court’s convenience, we shall igduithe FDIC's
“gross negligence” label herein, with the caveat thdescribes only the standard of care andhethkim itself.
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thereby ending its 52-year history of stability anatcess. Then came appointment of the
Federal Deposit Insurance Corporation (the “FDI&Yeceiver, followed by a heavily-
discounted fire sale of Westernbank’s assets. Nloevi-DIC has embarked on a quest to
scapegoat the bank’s officers and directors, whwess have been as thoroughly turned upside
down by this chain of events as any other investoseditors. Dusting off the RTC’s twenty
year-old playbook, the FDIC asserts powers unddyd. 82C. § 1821 of the Financial Institutions
Reform, Recovery and Enforcement Act of 1989 (“FERR), and invites the Court on a stroll
down memory lane, to a bygone era when hundre@swahgs and Loans (“S&Ls”) failed
because insiders turned them into piggybanks, m@#tieir assets on such things as teak and
gold fitments for private yachts. The only things$lke cases have in common with this one is the
federal takeover of a bank.

The Savings and Loan crisis resulted from blataotihg by directors and officers who
misused S&Ls for their own benefit. Nothing of gt is alleged here. Instead the FDIC
demands that W Holding’s and Westernbank’s longisgrdirectors, officers, and their spouses
be held personally liabldor damages far beyond their means, which restited events they
reasonably did not foresee, in operating a bankhich federal regulators gave the highest
marks until the eve of a worldwide economic collagdany of the directors and officers lost a
life’s work in the demise of Westernbank, and tloailtective losses dwarf anything the FDIC
might ever recover in this action, which demanas/ thay damages (1) for not predicting a
global recession that would start in 2007, las¢ast five years and devastate the historically
strong Puerto Rico real-estate market, and (2)ddanticipating these events by making drastic

changes to the bank’s tried-and-true, and regulgtproved, business model.

® The spouses of the director and officer defendamts the conjugal partnerships established bettfeespouses
and the director and officer defendants, are fitimgir own motion to dismiss.
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The FDIC demands that the directors and officerfobed grossly negligent for not
seeing into the future adroitly enough to antiagpatvorldwide economic meltdown, despite the
fact that financial luminaries, FDIC senior offidaand other market regulators admit that
neither they nor anyone else should reasonably &ateipated the worst economic crisis since
1929 and its effects on the housing market. Thecauaton that hindsight is 20-20 could not
better describe a situation than it does this where the Third Complaint asserts a single count
for “gross negligence” against the directors, @&fg; and their spouses, based on eight loans (out
of hundreds) that Westernbank issued between 2002@09 (the “Loans”). The Court should
dismiss the FDIC’s claim for the following reasons:

First, the Third Complaint cannot avoid the reach oflibhsiness judgment rule, which
protects directors and officers from exactly the sbclaim the FDIC asserts, visible only in
hindsight, fueled by invective and innuendo. Thd@®Inight assert that applicable precedent
supports its attempt to plead around the businekgnent rule, but that is all it is, a mere
attempt. When stripped of contradictions, legalatasions, and held up to the light of reason,
the Third Complaint alleges no more than negligerigeeven alleges that, and negligence
claims are foreclosed by the business judgment rule

The Third Complaint makes four types of conclusaltggations, on which it bases its
theories of liability: (i) deficient loans; (ii) fiare to heed regulator “warnings”; (iii) aggressiv
and risky growth; and (iv) failure to oversee l@pproval and administration. None of these

theories allege a plausible clafrfpr the following reasons:

* The Third Complaint is legally insufficient, besauits allegations are not more plausible thamratee
explanationsSee Bell Atl. Corp. v. Twombl§50 U.S. 544, 555-56 (2007) (“Plausible” meanseniixely than not,
and is context-specific.Ashcroft v. Igbgl556 U.S. 662, 678 (2009) (mere possibility of mgdoing is not
enough; plaintiff must plead facts, not “labelsgbhclusions,” or “formulaic recitation of the elemsg”).
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As to the allegedly “deficient loans,” the FDICesiin vain to reverse-engineer a claim
from the results of a decision, instead of allegandgefect in the decision-making process. Only
defective decision-making is left unprotected by blusiness judgment rule. The decision itself,
even if “stupid” or “irrational,” is immune from efienge’

The allegedly “unheeded” regulator “warnings” negecurred. As we demonstrate
below, the OCFI and federal regulator examinati@gslarly resulted in the best possible asset-
health and stability scores. Only in 2007, afterworld economy began to quake, and after
Westernbank discovered a fraud on its asset-basistbd, did the regulators minimally reduce
the bank’s scores. By the time the late 2008 exatain finished, Westernbank had shut down
almost all of the so-called “Loss Loans” on whible £DIC travels, and had done so
independently of any regulator’s “warnings.” Theshiardly the sort of deliberate disregard the
FDIC alleges, even if that were legally sufficiewbich it is not, as we demonstrate below.

The allegation of “aggressive and risky growthlagally unfounded. As a matter of
law, this allegation could not support a claim afgs negligence, even if such a claim were
available. The alleged “failure to oversee loanrapal and administration” is the “most
difficult theory in corporation law upon which aajttiff might hope to win a judgment.Even
if the FDIC’s claim weren’t based on “the most aiffit theory” of all, and even if it weren’t
unwinnable as a matter of law, this Court alreagjgated an identical claim MWylie ex rel. W
Holding Co., Inc. v. Stipe§97 F. Supp. 2d 193, 203 (D.P.R. 2011) (Gelpi, J.

Second the FDIC did not, and cannot, plead a plausiblgsation theory. It is not
plausible to claim that the directors and offic€B3&0s”) caused the bank’s losses, in a

situation where all regulators gave the bank higinks until the world economy collapsed and

® In re Caremark Int'l. Inc. Deriv. Litig.698 A.2d 959, 967 (Del. Ch. 1996).
® In re Caremark698 A.2d at 967.
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took down the bank’s borrowers with it. Indeed, there plausible explanation is that the most
desperate economic crises this country has expedesince the Great Depression were the
actual and proximate cause of everyone’s losses her

Third, the FDIC cannot revive time-barred claifrtdere, seven of the eight loans
expired under the applicable one-year statutenutdtions long before the FDIC took over
Westernbank in April 2010. The FDIC evidently knothiese claims are time-barred, but argues
that it can save them with an arcane tolling daetcalled “adverse domination,” which it
specifically alleges. This doctrine is only aval@alwvhen state law has adopted it, and Puerto
Rico has not. But even if this doctrine existedem@uerto Rico law, it could not apply here,
because the bank disclosed every one of the allégigclencies in the loans long before April
2010.

Fourth, this action, or at least any part of it basedh@ninyx and Intercoffee asset-
based loans, is barred Wyylie v. Stipessupra The core of the FDIC’s allegations, that the
directors were so willfully blind as to be grosslggligent, already was litigated, and dismissed,
by this Court, which adopted the findings of are@sive investigation by a special litigation
committee. Indeed, this Court adopted the findirag the D&Os were not grossly negligent, but
were victimized by a fraud, both inside and outditebank, that the bankatlequatanternal
controls could not detect. The Court should naivalthe FDIC to get a second bite at this apple
and force the D&Os to re-litigate claims that theu@ dismissed. In any event, the preclusive
effects of theNyliecase render any theories of gross negligencetasg timyx and Intercoffee
loans implausible, if not barred by principles oflateral estoppel.

Fifth, the FDIC overreaches in suing Cesar Ruiz, whomve@tber a member of the

Senior Lending Committee nor the Senior Credit Caeie— the bodies charged with

" This would also be the case as to any future gitémallege a claim under FIRREA.
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approving the Loans—but merely sat on the bankatdhcapproved only minutes of meetings,
and was only even remotely involved with one outhef eight loans the FDIC travels on.

Sixth, in the event the Court were to decide that th&CHas adequately alleged a
legally cognizable and satisfactorily plausiblemid@hat is neither barred by collateral estoppel
nor the statute of limitations, it should requine £DIC to plead with more specificity, to give
proper notice to the defendants. Because we alrdaahpnstrated these pleading deficiencies
and the FDIC ignored them, the Court also is aigkdrto dismiss these claims outright.

Finally, the FDIC’s new claim for fraudulent conveyancernemature, legally
insufficient, and fails to state a claim under eitRIRREA or Puerto Rico law.

For these reasons, as more fully discussed bel@nCourt should dismiss the FDIC’s
claims with prejudice, or, in the alternative, reguhe FDIC to re-plead its gross negligence
claim and provide a more definite statement.

ANALYSIS

The FDIC Cannot Plead a Plausible Gross Negligee Claim That Meets the
Twombly/lgbalStandards of Rule 8(a)

The FDIC’s Third Complaint places all its bets ore@laim—gross negligence. After
more than two years of investigation, access toyedecument and depositions of the D&Os—
pre-suit discovery that only the government cowdt-gand after three tries at pleading plausible

claims—it is telling that the FDIC sues the D&Jer gross negligence—not for fraud or

8 Despite the FDIC’s pledge that it took to hehet &rguments in our prior motio8éeD.E. #170 (“FDIC'’s
proposed [Third Complaint] asserts additional fastd clarifies FDIC'’s claims in certain respeatsiasponse to
various arguments made in the defense motionsstoiss . . . .")], its Third Complaint did not cuaay of its
predecessor’s deficiencies. Rule 15’s comments advh@arties to “consider carefully and promptlg thisdom
of amending to meet the arguments” in a motionismiss.SeeAdvisory Comments to Fed. R. Civ. P. 15. The
FDIC has not done that here, which warrants disahisgh prejudice.

° The FDIC sues the D&Os in four capacities: (ajliasctors of Westernbank; (b) as officers of Wesiank; (c)
as members of Westernbank’s Senior Credit Comm(t®€C"); and (d) as members of Westernbank’s Senio
Lending Committee (“SLC”"). We do not concede thatray in any of these capacities could supportlitgtand
have combined them in the term “D&Os” for convemienAlso, some of the movants are directors, but no
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breaching the duty of loyalty, not even for excessimoluments or corporate wastdhe
absence of other claims illustrates the problentls thie gross negligence count. When put to
the Twomby/Igbatest, and shorn of conclusory and untenable supgaatiegations, the Third
Complaint alleges no more than simple negligerigealleges anything at all.

A. The exacting Rule 8(a), Twombly, and Igbal stard

The United States Supreme Court has made cleaa tiatrict court must scrutinize a
complaint early—at the pleading stage—and disntigaless the plaintiff sets forth sufficient
factual allegations to establish not just a cldmrt, a plausible claimlwombly 550 U.S. at 544;
see Igbal556 U.S. at 662. Plausibility means more likélgrt not, and is context specific.
Twombly 550 U.S. at 555-56. A mere possibility of wrongmdpis not enough. The plaintiff
must pleadacts not “labels,” “conclusions,” or “formulaic rectian of the elements” to
persuade this Court that a plausible claim exigtsal, 556 U.S. at 678.

Indeed, the Court’s first order of business isamb a complaint of any legal
conclusions or conclusions masquerading as “fabessause they are entitled to no wei§de
Igbal, 556 U.S. at 678-79. After purging the complaiht@nclusions, the Court must “draw on
its judicial experience and common sense” and eéediflif the plaintiff pled a plausible claim
and (2) if alternative explanations of innocenceraore likely than plaintiff's allegations of
wrongdoing.Maldonado v. Fontane$68 F.3d 263, 268 (1st Cir. 2009) (“[T]he court’s
assessment of the pleadings is context-specificiineg the reviewing court to draw on its

judicial experience and common sense.”). This amslgepends on the full factual picture, not

officers, and vice versa. If this sounds confusing,apologize, but it is the direct result of tHel€’s failure to
plead who, in what role, did what, and when. Thia separate basis for dismissal that we discuSsdtion V,
infra.

% The FDIC alleges three other claims: one agaitisTamboer, one against the insurers, and an ahten
fraudulent transfer claim against Messrs. Stipesominguez. Count 3, labeled “Adverse Dominatido&s not
assert a claim, but a tolling concept, which daatsewen apply, as we demonstrate below.
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facts in isolation, and a complaint should be dss®d when, viewed as a whole, it does not
support a plausible claim aiternative explanations make the claim unlik€8lge Twomb|y550
U.S. at 570 (concluding that plaintiffs did notdge their claims across the line from
conceivable to plausible, where defendants offefadous alternative explanationsge also
Igbal, 556 U.S. at 680 (finding alleged wrongdoing mooenpatible with, and more likely
explained by, lawful conduct).

The FDIC’s Third Complaint merely asserts that¢hellenged conduct was grossly
negligent and a cause in fact of alleged damagések nothing to carry the burden of alleging
a plausible claim. After all this time and the Fzd@eployment of awesome governmental
power in its pre-suit investigation, the best i co—after three tries—is still not good enough.
The Court should dismiss the claim with prejudice.

B. The FDIC’s gross negligence claim, analyzed ight of Twombly/Igbal, at
most alleges negligence—a claim that was not assgdnd would be barred by
the business judgment rule if it had been

The D&Os’ decisions and actions are governed aatépted by the business judgment
rule. Puerto Rico expressly protects directorsaffiders from negligence claims where they
have applied their business judgm&nt4 P.R.L.A. § 3563. Puerto Rico looks to Delawlare
in applying this ruleMarquis Theatre Corp. v. Condado Mini Cinen846 F.2d 86, 91 (1st.
Cir. 1988) (Puerto Rico corporate law “is closeéttprned after Delaware corporate law, and
the applicable principles [of the business judgnmald] are well established in Delaware
jurisprudence.”)see also Wylie v. Stipe&97 F. Supp. 2d at 193 (applying Delaware law).

Puerto Rico, Delaware, and all other states unaligragree that directors are immune

from fault attached to their business judgmentsJd$mess decision-makers must operate in

1 As Delaware and Puerto Rico law permits, W Hajdircharter exculpates its directors (the samecttire as
Westernbank) from liability for negligence claimssing out of the performance of their duties foe torporation.
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the real world, with imperfect information, limitedsources, and an uncertain futute.te
Citigroup Inc. S’holder Deriv. Litig.964 A.2d 106, 126 (Del. Ch. 2009). The D&Os’ ftion

“Is to encounter risks and to confront uncertaiaty] a reasoned decision at the time made may
seem like a wild hunch reviewed years later agarsickground of perfect knowledgddy v.
North, 692 F.2d 880, 886 (2d Cir. 1982). The “circumstmsurrounding a corporate decision
are not easily reconstructed in a courtroom yeses I’ and “a corporate officer who makes a
mistake in judgment as to economic conditions” Walrely, if ever, be found liable for

damages suffered by the corporatidid.”at 885-86. This is equally true when the FDIhes
plaintiff:

[W]ith the benefit of hindsight, the FDIC . . . ddwalmost always allege one

or more acts of negligence by bank directors irreyipg a bad loan. Had the

directors obtained better or more current appraisabre or better security

for the loan, and had the bank better monitoreg#ynent history of the

loan and subsequent changes in the credit-worthiokthe borrower, almost

any loan could have been made more secure, casittiee bank could have

suffered a smaller loss on it. The business judgmeea protects bank

directors from being guarantors on loans made lnkda. . .

FDIC v. Brown 812 F. Supp. 722, 723 (S.D. Tex. 1992).

Because the business judgment rule protects thedD&@ FDIC must plead outside of
its reach to avoid dismissal and allege the D&Qsaddisloyally, in bad-faith, engaged in
intentional misconduct, or acted with such extra&aelessness that they failed to exercise even
the slightest degree of diligence, to wit—grosstgligently. 14 P.R.L.A. 8 3563 (only gross
negligence can result in personal liabilityycMullin v. Beran 765 A.2d 910, 917, 921 (Del.
2000) (plaintiff must provide evidence that the tabaf directors, in reaching its challenged

decision, either intentionally or grossly negliggnbreached the triad of fiduciary duties—

loyalty, good faith, and due care). The FDIC makesttempt to allege bad-faith, intentional
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bad acts or disloyal conduct, opting instead ferrtturkier breach of the duty of due care by
grossly negligent conduct, which is exceedinglyiclidt to plead, much less prove.

Pleading gross negligence is a tall task. It ihsart extreme departure from the standard
of due care that it amounts to recklessness. Qhir try, the FDIC still did not (and cannot)
plausibly allege that the D&Os acted with a “dewiby-care attitude’ or indifference to duty
amounting to recklessnes#\lbert v. Alex. Brown Mgmt. Servs., In2005 WL 2130607, at *4
(Del. Ch. 2005) (emphasis addedg¢rord In re Walt Disney Co. Deriv. Litig. (“WaltiEhey”),
907 A.2d 693 at 750 (Del. Ch. 2005) (gross neglgdan “reckless indifference to or a
deliberate disregard of the whole body of stockaddr actions which are without the bounds
of reason.”)seeRTC v. Blasdell930 F. Supp. 417, 419, 426-27 (D. Ariz. 19943ifussing
gross negligence claim despite allegations thaafthonembers slept at meetings, failed to ask
substantive questions, and otherwise neglecteddh&es”); FDIC v. Benson867 F. Supp.

512, 522-23 (S.D. Tex. 1994) (dismissing grossigegkte claim despite allegations that D&Os
ignored FDIC examination reports that revealeddtgyn of misconduct over years and the
indifference with which they carried out their dagj” as well as “insider loan abuse,” because
the FDIC did not allege “anything that could cong@# more than [simple] negligence”). After
implicitly conceding that its Second Complaint fefiort, the FDIC’s Third Complaint adds no
facts to support its conclusory allegation of gnosgligence.

The FDIC still asserts four implausible theoriexomplete indifference by the D&Os to
Westernbank’s welfare: (1) failing to implementfstiént internal controls and their approval,
extension, renewal, and increases of Loans dedgiteiencies in the Loans (Third Compl. at
184, bullet points (*bp”) 2, 5, and 6); (2) failing heed “warnings” of federal regulatord. (at

184, bp 7); (3) causing rapid growth of Westernbmakset-based, construction, and real estate

10
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divisions (d. at 184, bp 1); and (4) failing to adequately suigerand monitor administration of
the loans.i@. at 184, bps 3, 4 and 8).

These are merely negligence claims, re-packagedeabddged with a “gross
negligence” label. The Court must evaluate eadhese theories, wipe them clean of
conclusory statements and conclusions masqueragifactsigbal, 556 U.S. at 678-79), and
use its own well-founded judgment to determineny af these four theories is even plausible,
and if so, whether they are more plausible thartrer@lternative explanatiotd.

When put to the test, these allegations, at mesgranegligence based on 20-20
hindsight, which the Court should dismiss underthsiness judgment rule.

I. It is implausible to allege that the D&Os failéal implement sufficient
internal controls and failed to apprise themselgéselevant information
in approving and extending the Loans

Although the Third Complaint concerns events betw2@04 and 2009—a period during
which the D&Os on the SLC or SCC approved hundofdsans—the FDIC complains about
only eight. It calls them the “loss loans,” but wal refer to them simply as the “Loans.” The
D&Os (not including Cesar Ruiz) voted on only seeéthem. Of those seven, alleged liability
is partially premised on extensions and additi@nadlit, not only on original approvals. As we
demonstrate below, it is implausible to allege tdating this period, the D&Os were (1)
grossly negligent in implementing internal contrals(2) deviated from their usual exercise of
care, and approved and extended these particalas Mith a “reckless indifference to or a
deliberate disregard of the whole body of stockadd . . ."Walt Disney 907 A.2d at 750:

First, the FDIC’s Third Complaint (like its second) cedes that individuals inside
Westernbank’s Business Credit Division (“WBCD”) sebted admittedly adequate internal

controls and procedures, to prevent the SCC oD&®s from discovering the problems with

11
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WBCD’s asset-based loans. Third Compl. at 180(G& Myx and Intercoffee asset-based loans
account for almost 51% of the Loans and almost 62%dl losses alleged by the FDI@. at
179. It is not too soon to require the FDIC’s casien that the legal cause of these loans going
bad cannot have been any alleged gross negliggnites [D&Os, because the allegations
regarding controls, procedures, and oversight oiciwiime FDIC bases that claim are swept
away by the express findings of the special litgatommittee that investigated the Inyx fraud.
Those findings, which this Court accepted in disimg a shareholder derivative action,
directly contradict the FDIC’s theory, and inclutie following preclusive facts:

» “[T]he corporation’s information systems appeah&ve represented a
good faith attempt to be informed of relevant fdcts

* “During the relevant period [2005-2007] the Bohatl in place internal
controls over loan initiation and monitoring at WBC

» “Between the years of 2005-2007 an Auditing Conemittconsisting of
four directors, held 22 formal meetings with W Halgls outside
auditors;”

* “The committee received and reviewed annual managehatters from
W Holding’s outside auditors. In addition, the Bobdweld 12 meetings
each year from 2005-2007, in which the Board memtmreived updates
on W Holding's financial results;” and

* “The Board also had in place a Senior Credit Cotemjtwhich was
required to approve any loan over $20 million dsllgb15 million for the
WBCD).”

Wylie 797 F. Supp. 2d at 203. This Court held thosdiriigs persuasive enough to conclude
that Westernbank had sufficient monitors and cdstimbar any claim for D&O liability based
on failure to oversee the WBCIL. The accuracy of hindsight makes it easy to sayiore
controls might have revealed the WBCD’s fraud [esREDIC alleges—Third Compl. 80), but
the “fact that the [systems in place] proved tornsdfective” does not make a director or officer
liable.Id. at 203 citing Stone ex rel. AmSouth Bancorp. v. Ritedrl A.2d 362, 373 (Del. 2006)

(“[T]he directors’ good faith exercise of oversigksponsibility may not invariably prevent

12
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employees from violating criminal laws, or from smg the corporation to incur significant
financial liability, or both . . . . [A]bsent grods to suspect deception, neither corporate boards
nor senior officers can be charged with wrongdaimgply for assuming the integrity of
employees and the honesty of their dealings orcahgpany’s behalf.”). Binding precedent
renders the FDIC's allegations of liability implale and legally insufficient.

Second the FDIC’s theory that the D&Os failed to implemsufficient internal controls
is implausible as to loans that were approved teraded from 2004 to 2006, which include the
original Sabana loan and extension, all the Ingnf the Museum Tower loan, and all but the
final Intercoffee loan, because of the FDIC’s adnass in its Reports of Examination
(“ROESs"). There simply could not have been any malésues at that time as to the
sufficiency of the bank’s controls, because the@BWarded Westernbank the highest possible
CAMELS scores, as discussed belovéerction 1(B)(ii).

Third, using perfect hindsight, the FDIC tries to reeeeagineer a gross negligence
claim by pointing to theesultsor consequencesf the D&Os’ business judgment, as if the
D&Os had access to a time machine when they madi¢inge decisions. Third Compl. at
1180(A)-(H). This gambit must fail, because it && theresultthat matters, but therocesgshat
led to the result. Only when there isWade disparity between the process the directors used .
and that which would have been rational” can agresyligence claim survive dismissal.
Guttman v. Huang23 A.2d 492, 507 n. 39 (Del. Ch. 2003) (emphasciginal).

Here, the FDIC admits that the D&Os’ process wasmal. Each of the seven loans was
approved by a committee, not by one individualr@l@ompl. at 65 (“SLC was responsible for
evaluation and approval of [loans] . . . .”); 168QC was responsible for evaluation and

approval of asset based loans.”); &hd“The Board also was responsible for evaluatioth an

13
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approval of asset based loans . . . .”). This dkmhe—that the loans were the subject of
committee action—undermines any suggestion thgtwheze irrationally approved. Even more
evidence of a proper process is Westernbank’s rexpeint that the board perform a second-tier
review of loans over $50 milliond. at 65, 66. In both the initial and second+isiew, the
D&Os analyzed substantial information in decidinigether to approve, extend, or increase
credit on the loand. at 180 (listing appraisals, financial analysi®ofrowers, future profit
calculations, and borrower character, among ottiags, that the committee members
reviewed). This is plainly a rational process aljts third try, the FDIC still fails to allege yan
facts to undermine that conclusion, much less sihaivit would be more plausible to conclude
the process was irrational, which is what the laguires Walt Disney 907 A.2d at 749-50.
Ignoring its pleading burden, the FDIC instead ctaams about theontentof the
decisions. Third Compl. at 180 (claiming that tfedtéring economy,” “speculative future
profits,” “uncertain future contingencies,” “speatiVe future zoning changes,” “lack of
understanding of Florida real estate market,” aselére decline in market conditions” support
its gross negligence claim). But “tkententof the board decision that leads to a corporatg,’lo
without a valid complaint as to the process, carenee the basis of a gross negligence claim.
Walt Disney 907 A.2d at 749-50 (emphasis added) (directarty df care can never
appropriately be judicially determined by referetwthe content of the board decisitmat
leads to a corporate loss). Moreover, the meretfetta loan went unpaid does not support a
gross negligence claim, or prove that anything mwasoper in the process used to approve the
loans.See., e.g., First Nat'l Bank of Lincolnwood v. KelB18 F. Supp. 339, 347-48 (N.D. Ill.
1970);Belmont Holdings Corp. v. SunTrust Banks, 18610 WL 3545389 at *6 (N.D. Ga.

2010) (absent evidence that directors “did notdweli financial statements, they could not be

14



Case 3:11-cv-02271-GAG Document 198 Filed 06/18/12 Page 24 of 52

liable for negligence (much less gross negligenoere fact that loan reserves in financial
statements turned out to be insufficient, due ttater course of economic events,” did not state
a claim). Even if criticism of D&O decisions werdeavant, the Court would have to assess the
decisions in the context they were made, not idsight.See Washington Bancorp. v. S&8d?2

F. Supp. 1256, 1266 (D.D.C. 1993) (“To impose ligbon directors for [] good-faith business
decisions,” based on “hindsight,” “would effectiyalestroy the corporate system in this
country, for no individuals would serve as officarsl directors.”).

Finally, any criticisms of the board, SLC, or SCC’s praces even the quality of the
process’ results, are rendered implausibl&\tyie. Stripped of legally-insufficient allegations,
the Third Complaint fails to plead a plausible graggligence claim based on alleged D&O
gross negligence in implementing internal contesld approving and extending the Loans.

il It is implausible to argue that the D&Os dis@gled regulator warnings
when the regulators consistently ranked the bank g bank from 1993
to 2006 and raised specific issues only after #uekihalted lending on
the Loans

For overtwelveyears, the FDIC consistently awarded the higlegsig to Westernbank.
Nonetheless, the FDIC now invites the Court tohisdsight for time travel and allow the FDIC
to change its mind many years laésrto the loans in question, retract those ratmgkerase
those admissions, to accommodate its theory tledbtns in question went bad because the
D&Os “failed to heed and act upon examiner andtauaiarnings . . . .” Third Compl. at 118,
84 at bp 7. This is a naked assertion of a cormtusdntradicted by the FDIC’s own

contemporaneous statements, and remains so afteratiempts to plead it. It can have no legal

significance, and the facts the FDIC alleges tgsupit are implausiblé?

2 The FDIC attempts to support this conclusorygaten with reference to certain ROEs the FDIC fatsfiled
with the Court—which contradict the FDIC's allegats. The Court can consider the ROESs, becauseatieey
referred to in the Third Complaint and are certivghe FDIC's allegationd/enture Assocs. Corp. v. Zenith Data

15
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The FDIC’s theory is implausible because its RO&®m@dict any implication that the
FDIC’s suggestions for improvements were anythitigothan suggestions—not “warnings.”
The FDIC failed to attach the ROEs to the Third @@mt and alleges that they consisted
solely of “warnings” and “deficiencies,” and “catzed” the management and administration of
the loans. Third Compl. at §60-63. The FDIC falsiote that regulators for over twelve years
(1993 to 2005) awarded Westernbank the highesilpesscores (all “1s” and two “2s” in 2005)
in six areas, i.eCapital, Asset QualityManagement:arnings,Liquidity, andSensitivity to
Market Risk—colloquially known as the “CAMELS” raty system, which regulators use as a
shorthand to analyze a bank’s risk management.

In 2005, when the FDIC now claims the D&Os weresglp negligent in approving the
Sabana, Inyx, and Intercoffee loans (Third Comipfi&D (chart)), the regulators again
commended the bank with an award of four “1s”, t@®,” and the best possible overall
CAMELS score of “1.” 2006 ROE at 1. Even in 2006em the FDIC now claims the D&Os
were grossly negligent in approving the Plaza C@G® lMduseum Towers loans, and approving
additional credit on the Inyx, Intercoffee, and &ad | loans, the regulators awarded the bank a
mix of 1s and 2s, including awarding 1s and 2shennewly-added criteria of “Information
Technology,” “Trust,” and “Compliance,” and gradidé bank overall a “2"— the second-
highest rating given to a bank, which denotes @hdinancial institution[] [is] fundamentally
sound.” 2006 ROE at 33. An institution that receiae'2” has satisfactory “[o]verall risk
management practices,” and there are “no materg@rsisory concerns”—which contradicts
any purported “warnings” the FDIC alleges it gaweother words, during the years that the

FDIC alleges the D&Os were grossly negligent inrapmg initial and additional credit d82%

Sys. Corp.987 F.2d 429, 431 (7th Cir. 1993). The D&Os hagtfiled these confidential documents. We
represent that each fact asserted here regardirig@ts can be found therein, and we stand reaslybmit the
relevant portions under seal once a confidentialitler is entered.
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of the Loans the FDIC consistently gave the bank the highessible ratings, noting that any
suggestions it made were swiftly corrected. Theeefthe FDIC fails to plead any plausible
gross negligence theory as to 82% of the Lo8es. Twomb|y550 U.S. at 557.

In 2007, the regulators downgraded Westernbank’MERS score to a “3” for the first
time in twelve years. This followed the bank’s mmi@ discovery and prompt public disclosure
that one of its largest asset-based loans waihdhds of a career swindler, who had
defrauded individuals inside the WBCD. The seisshit to the bank’s bottom line resulting
from Jack Kachkar’s Inyx fraud explains the mar§@AMELS downgrade, not some
theretofore invisible gross negligence in 2005,chithe FDIC now alleges in hindsight. Indeed,
the 2007 ROEs explained that the bank’s assettysaiore went from a “2” to a “3” because
the percentage of adversely classified loans iseg&om 17.20% in 2006 to 40.29% in
2007—with 87% of the increase attributed to the defraudd WBCD'’s Inyx loans. Notably,
the regulators found no problem with any of otheii®ans that were untainted by Inyx’s fraud
on the WBCD.

By 2008, the housing collapse and worldwide ecoramisis was in full force. In light
of the already-depressed Puerto Rico economynib isurprise that Westernbank, like every
other bank that lent money to businesses and desedpfelt the effect. During this economic
crisis, bank regulators first began to identifylgemns involving commercial real estate and
construction loans. This is an unremarkable reduhe real estate crash, which limited
borrowers’ ability to repay those loans. The 20@ER for the first time ever, classified as
“substandard’—i.e., subject to deficiencies butinadefault—the remaining six Loans, which
were construction loans, not asset-based loansellere Sabana | and Il, Plaza CCD,

Museum Towers, Yasscar Development, and YasscargSadhe FDIC noted that these loans
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had taken a turn for the worse “in part [| due teio Rico’s well-publicized economic
slowdown . . . particular[ly] its real estate marKevhich] resulted in very high levels of
adversely classified assets.” 2008 ROE at 1-2.

Westernbank did not need to wait on regulatorsh@rations to spot problem loans, nor
did it disregard the examinations. Even the ROHsitthat the bank took proactive steps,
independent of the examinations, before the regidatowngraded the six non-asset-based
Loans in 2008. After Frank Stipes returned in 288 Vesterbank’s president, the bank spotted
potential problems with its non asset-based loeg@sed construction lending to minimize the
risk and impact of the economic downturn, aodhpletely shut dowim July of 2007 five of the
six Loans, other than insignificant credit advaneata to the Plaza CCD loan in September and
December. 2008 ROE at 24; 2007 ROE at 15. Thergtaeeincorrect and completely
implausible to allege that the D&Os “negligentlydntinued to prop up these loans in the face
of regulator warnings. Third Compl. at 1 8, 8b@tf7. Indeed, the more likely explanation is
that the problems with these loans had more toitlotive unprecedented economic collapse
than any alleged negligence, let alone gross nautig.

In the run-up to the worst economic calamity irstbountry since the Great Depression,
the regulators found Westernbank’s condition tedaend, and the bank to be well managed, by
the same directors and officers the FDIC now séeksapegoat for alleged gross negligence to
the tune of $176 million. The fact that Westernbamnt from a “1-2” rating year-after-year-
after-year, to a “4” rating in late 2008, was natised by any D&O negligence, let alone gross
negligence. What caused it was the sudden onsedrauking severity of the Great Recession,
and the consequent impairment of the nation’s b&oks Main Street to Wall Street, the largest

of which were rescued and recapitalized by thersddgvernment to prevent their problems
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from further reverberating through the banking systThese are simply not the type of facts
gross negligence claims are made of.

iii. The FDIC’s theory of Westernbank’s alleged egggive growth is legally
meritless and cannot support a plausible claimgarss negligence

The FDIC still claims, without more, that the D&Qmirsu[ed] an aggressive and
reckless growth and lending strategy that placedtsbrm income and profits ahead of the
safety and soundness of the federal insured depdsitds entrusted to the Defendants.” Third
Compl. at 14, 84 at bp 1. However, there is ngther seactionable about pursuing an
aggressive growth strategy, and the FDIC’s conciudescription of the strategy as “reckless”
and “plac[ing] short term income and profits ahe&dafety and soundness . . .” is a bare
conclusion, supported by no alleged facts, whiehGburt should disregard@\yombly 550 U.S.
at 555-56) and discard for the following reasons:

First, unlike other D&O suits, the FDIC entirely fails giveany sort of basis for the
conclusion that the bank’s growth was “recklesh2 FDIC has neither cited any statistical
analysis nor any peer-institution comparison tal@gh a benchmark for “responsible” growth.
Even if it had, such a comparison would not denmatsthat allegedly “reckless” growth
caused the FDIC's alleged lossEsst Nat'| Bank of Bellaire v. Comptroller of Cuency 697
F.2d 674, 686 (5th Cir. 1983) (“[WI]ithout a connieatbetween the peer group analysis and a
finding of unsafe and unsound capital levels, tfueeg the peer group analysis does not support
the Comptroller’s finding that the Bank’s capitavél was unsafe and unsound.”).

Second the only point of this allegation of purportedigckless” growth is to portray
the D&Os as greedy executives with a lust for psadi the expense of prudence that might be
evidence of negligence. Third Compl. at 156 (“dniay the desire for short term income and

profits”). This theory is implausible becausene of the D&Os ever sold even a single share of
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stockduring the time period when the FDIC alleges thay embarked on what it terms a
“reckless growth strategy” (without explaining wiadtout it was “reckless” or why), a fact that
the FDIC does not dare contradict in its allegatidn fact, the $176 million for which the FDIC
wants to make the D&Os insurers pales in comparisdhe more than $500 million in losses
suffered by the Stipes family, not to mention thteeo D&Os’ families. The FDIC can build no
gross negligence claim on this implausible theand the Court should reject it.

The Court also should reject this implausible tlgdmrcause penalizing directors for
pursuing what the government later considers rmlginess strategies would be contrary to the
essence of the business judgment rule. “The busjadgment rule exists precisely to ensure
that directors and managers acting in good faitia pussue risky strategies that seem to
promise great profit. Trenwick Am. Litig. Trust v. Ernst & Young, LL¥06 A.2d 168, 193
(Del. Ch. 2006). The business judgment rule is ifgte=d to allow corporate managers and
directors to pursue risky transactions withoutspecter of being held personally liable if those
decisions turn out poorlyCitigroup, 964 A.2d at 126See also FDIC v. Castettet84 F.3d
1045 (9th Cir. 1999) (bank directors held not leafdr negligence as a matter of law, because
evidence showed they were “surrounded by sourcegaimation” in deciding to grow the
bank rapidly and use funding sources that the HBI€I alleged were unreliable).Yet, imposing
such personal liability is precisely what the FI¥€zks in this case. This allegation could never
support a plausible claim for negligence, let algress negligence.

Finally, an alleged desire to maintain an “inflated” stpcice to boost compensation, at
least for purposes of showing motive in a secwiiiaud claim, is irrelevant as a matter of law,
as it would expose to liability “virtually every sgpany in the United States that experienced a

downturn in stock price.Acito v. Imcera Group., Inc47 F.3d 47, 54 (2d Cir. 1995);
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Footbridge Ltd. v. Countrywide Home Loans, Jr&010 WL 3790810, at *18 (S.D.N.Y. 2010);
In re Federated Dep’t Stores, Inc., Sec. LjtRD04 WL 444559 (S.D.N.Y. 2004y re Best
Buy Co., Inc. Sec. Litig2005 WL 839099 (D. Minn. 2005).

V. The FDIC’s theory that the D&Os failed to adatgly supervise and
monitor the Loans is contradicted by the factshis tase and fails to
support a plausible claim for gross negligence

The FDIC alleges, once again in conclusory fashioeat, the D&Os failed to supervise
the bank, allowing “the Bank’s commercial loan palid to deteriorate[,]” and failing “to
ensure that loans complied with the Bank’s polieird procedures and prudent banking
practices.” Third Compl. at 184 at bp 2, 8. In otwerds, the FDIC alleges that the D&Os
should be liable for losses not attributable taorthetions, but the actions of others, because they
allegedly failed to “ensure” that the persons resgae for administering the loans did so
properly. This is, as discussed above, an oversight that the FDIC did not and cannot
adequately allege. Director oversight liability fisssibly the most difficult theory in
corporation law upon which a plaintiff might homewin a judgment.In re Caremark Int’l,
Inc. Deriv. Litig, 698 A.2d 959, 967 (Del. 1996). Further, as@htegroup court noted, board
decisions to approve transactions outside the pateamof internal company guidelines, which
do not have the force of law, fall directly withtime ambit of decisions protected by the business
judgment ruleSee Citigroup964 A.2d at 135 (explaining that “director liatyilis not
measured by the aspirational standard establishatdrnal documents detailing a company’s
oversight system”).

A failure to monitor theory requires alleging andyng either that the directors “utterly
failed to implement any reporting or informatiorseyms or controls” or, if such controls

existed, that they “consciously failed to monitoroversee [the company’s] operations thus
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disabling themselves from being informed of riskpmblems requiring their attentiorStone

911 A.2d at 370. The FDIC cannot and does not attempt to allege the first condition,
admitting in the Third Complaint that Westernbaiaki lnternal controls and procedures in place
to control loan underwriting and administrationiriniCompl. at 165, 66, 77, 78ceSection

1.B.i.

Moreover, if the FDIC argues that it has allegesl i&Os are subject to liability for
gross negligence because they should have morklydietected the Inyx fraud and its
infection of the WBCD, this Court already rejectbdt idea {Vylie, 797 F. Supp. 2d at 193).
Other courts have, to&ee Caremarkb98 A.2d at 972rejecting theory that directors breached
fiduciary duties by failing to detect employeediéeal law violations)Stone 911 A.2d at 373
(“The lacuna in the plaintiffs’ argument is a fa#uo recognize that the directors’ good faith
exercise of oversight responsibility may not inaéaty prevent employees from violating
criminal laws, or from causing the corporationriour significant financial liability, or both . . .
). The Third Complaint fails to state an overgiglaim against the D&Os on a failure to
monitor theory.

The Third Complaint also fails to state a legallffisient claim on the theory that the
D&Os consciously disregarded risks, especialiginess riskswvhich is what the FDIC seeks to
allege hereE.g., Third Compl. at 184 at bps 2, 3 and 4 (criticizingntinuing approval of “high
risk commercial loans;” failing to understand tlextreme risks of such strategies;” and the
“extreme risks inherent in these loans.”). Indedi@gations that the D&Os were aware of
purported “warning signs” that should have put tremmotice €.g., id.at 160-63, 80(B) at bp
1, (G) at bp 4, and (H) at bp 4), are exactly e of allegations thatannotsupport an

oversight liability claim Citigroup, 964 A.2d at 126-27. Much as the FDIC does héee, t

22



Case 3:11-cv-02271-GAG Document 198 Filed 06/18/12 Page 32 of 52

Citigroup plaintiffs alleged “red flags” consisting of (1) wengs by the Financial Accounting
Standards Board staff, (2) a faltering economy, @@ubprime lender lossdd. at 127-128.
The court held that those purported red flags,ahdrs, could not support a claim for oversight
failure, but instead were risks that the boarddiaezt into its good-faith business decisidds at
128;accordIn re Goldman Sachs Group, Inc. S’holder Litig011 WL 4826104, at *22-23
(Del. Ch. 2011) (granting motion to dismiss ovensigability claim, where alleged failure was
the directors’ inability to fully appreciate theks posed by subprime securities that caused
substantial losses, even though various indicateggested the securities were overly risky.)

Similarly, in this case, adding together the FDI&llgeged “warnings” (which were not
even warnings (as demonstratederction 1.B.ii,)), and viewing them in light of the inherent
risks of the commercial and construction lendingkets, and the collapse of the economy and
real estate market, does not and cannot supptatra that the D&Os breached any supervisory
duties, let alone did so through grossly negligeemiduct. The FDIC has failed to adequately
allege a plausible claim of oversight liability.

C. The FDIC fails to plead that the D&Os caused anysk

The FDIC has failed to plead the first two elemaita gross negligence claim, i.e., a
duty and breach through conduct so careless andara to recklessness. But even if the FDIC
could allege facts to establish those two eleménigyuld still have to allege facts to support a
plausible theory of causation. After three tries sach facts are alleged, only conclusions,
which requires dismissaVazquez-Cruz v. Commonwealth of P@8 F. Supp. 2d 120 (D.P.R.
2009) (Plaintiff must make “factual allegationgher direct or inferential, regarding each
material element necessary to sustain recoveryrigmhee actionable theory.”wombly 550

U.S. at 557-58 (“something beyond the mere possilof loss causation must be alleged . . .
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). Even if the FDIC did attempt to allege faats, set of facts could support a plausible
causation theory and allow the FDIC to carry itssige burden of demonstrating that the
D&Os’ alleged conduct was the cause in fact andiprate cause of both the FDIC’s seizure of
Westernbank and the $176 million dollar losses d@llagedly resulted from its fire sale.

Il. All Claims Relating to Seven of the Eight Loansare Time-Barred Because the
“Adverse Domination Doctrine” is Unavailable as a Matter of Law

FIRREA provides a three-year federal repose pddothe FDIC to bring claimafter it
takes over as receiver. 12 U.S.C. § 1821(d)(14teSaw, on the other hand, determines when
the FDIC’s claims accrue and whether they expirefretakeoverFDIC v. Consol. Mortg and
Fin. Corp., 805 F.2d 14, 17-18 n. 4 (1st Cir. 1986DIC v. James T. Barnes of P.R., &34
F. Supp. 543, 547 (D.P.R. 1998DIC v. Dawson4 F.3d 1303, 1307-09 (5th Cir. 1993) (State
law determines in every respect whether claimsregdiefore the FDIC acquired them on
takeover of the bankRTC v. Krantz757 F. Supp. 915, 921 (N.D. Ill. 1991) (A literahding
of the statute would allow the FDIC to “revive cta relating to acts done during the Great
Depression.”). If claims are time-barred under egayblle state law before an FDIC takeover,
they remain time-barred after the takeoW®IC v. Torrefaccion Cafe Cialitg$2 F.3d 439,

442 (1st Cir. 1995) (“The federal limitations pefidoes not [] operate to extend claims that
have already lapsed under the state limitation®gdrefore the FDIC has acquired them.”).

A. Puerto Rico’s one-year limitations period contsp as the FDIC now admits

Puerto Rico’s one-year limitations period for todims controls, as the FDIC now
admits in its Third Complaint. 31 P.R.L.A. § 52€%asio Juarbe v. E. Airlines, Ind25
D.P.R. 410 (P.R. 1990); Third Compl. at 1 80(B8), (E), (G), H), 90. Whatever might be the
FDIC’s reasons for labeling its claim a claim fgréss negligence,” it plainly asserts breaches

of the fiduciary duties of loyalty and due careeThct that the FDIC must plead and prove
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intentional wrongdoing or gross negligence to oware the business judgment rule does not
turn an alleged breach of fiduciary duty into arol&r gross negligence, or transform it into
anything other than a tort for limitations purpadest simply, gross negligence is a variety of
negligence? and all claims for negligence are torts. Thereftire limitations period is one
year.E.g, Colon v. Blades2011 WL 6792759, at *8 (D.P.R. 2011) (breachidddiary duty
claim was a tort under 31 P.R.L.A. § 5141, subjeaine-year limitations periodj.

The one-year period runs “from the time the aggrkeperson had knowledge.” 31
P.R.L.A. 8 5298. A person has knowledge of a neglidending claim (1) “from the time of the
perpetration of the wrong complaint of” if the pamshas “notice of the injury, plus notice of the
person who caused it,” or (2) from the time thaspa could have acquired knowledge through
the exercise of due diligence, whichever comes f®$C v. Blasdell930 F. Supp. at 429;
Rodriguez-Suris v. Montesinds23 F.3d 10, 13, 16 (1st Cir. 1997). Here, théd-Blleges that
underwriting deficiencies “were readily apparentite Defendants” when they approved the

Loans. Third Compl. at 180. The Directors’ alleg@dwledge is imputed to Westernbank, and

13«pyerto Rico tort law does not recognize a specifvil cause of action for intentional or grossiggligent acts.”
Benito-Hernando v. Gavilang849 F. Supp. 136, 140 (D.P.R. 19%gjle v. Am. Int’l. Ins. C.108 D.P.R. 692
(P.R. 1979)Gierbolini v. Employers Fire Ins. Col04 D.P.R. 853 (P.R. 1976). This is irrelevamtliimitations
purposes, since the FDIC’s claim is plainly a tdaim, no matter what label is applied to it.

14 Although the FDIC admits in its Third Complainattthe one-year limitations period contraBe€Third
Complaint at 11 80(A), (B), (E), (G), H), 90), iight still incorrectly argue for the three-year iiations period of
32 P.R.L.A. 8§ 261, applicable to claims to recoagrenalty or forfeiture from directors (not offisetike William
Vidal), or “to enforce a liability created by law32 P.R.L.A. § 261. There is no Puerto Rico Supr@uert
opinion applying (or misapplying) this limitatioperiod to a claim for breach of fiduciary duty (gross
negligence”), but the virtually identical Califomstatute, on which the Puerto Rico legislature etexti Section
261, does not apply to gross negligence or breffiluxiary duty claims, only to express statutotgims that did
not exist at common lav8riano v. Rubigp46 Cal. App. 4th 1167, 1180 (Cal. Ct. App. 19@®nstruing Cal. Code
Civ. P. 8 359)accord Lehman v. Superior Couft45 Cal. App. 4th 109, 122 (Cal. Ct. App. 2008)e Briano
court held the three-year limitations period of® 3napplicable to a statutory codification of di@ liability
claims under California Corporations Code § 30@alse that provision merely “codified and refinegstng
law,” which meant the statutory claim wast a claim to enforce “a liability created by lawd. (holding
California Corporations Code § 309—the equivaldRwerto Rico’'s 14 P.R.L.A. § 3563—a codification o
common law and not a “liability created by law.8po it is here. No matter what label the FDIC applits claim is
not a creature of recent statutory origin. Thuy, @lteged claims that accrued more than one ydardékeover
are time-barred.
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in turn to the FDICAccordingly, the FDIC’s gross negligence count aecron the date of
approval and disbursement of the LodfiBIC v. Jackson133 F.3d 694, 697 (9th Cir. 1998).

The FDIC became Westernbank’s receiver on April2Z8,0. Third Compl. at 1.
Therefore, the FDIC cannot assert claims that &ttrmore than one year earlier, or before
April 30, 2009. Of the eight loans on which the Eldases its Third Complaint, any claims
relating to seven of them accrued before AprilZI)9 and the limitations period expired
before takeover:

» Saban& last date of alleged conduct is May 15, 20@8 4t 1 79, #1), so the claim
expired onMay 15, 2009

e Sabana ll: last date of alleged conduct is May20B7 {d. #2), so the claim expired on
May 15, 2008

* Inyx: last date of alleged conduct is NovemberGQ&(d. #3), so the claim expired on
November 7, 2007

» Intercoffee: last date of alleged conduct is Sepwm28, 2007id. #4), so the claim
expired onSeptember 28, 2008

* Museum Towers: last date of alleged conduct isl|Apr2006 {d. #6), so the claim
expired onApril 5, 2007,

* Yasscar Development: last date of alleged condultay 15, 2007id. #7), so claim
expired onMay 15, 2008 and

* Yasscar Caguas: last date of alleged conduct igb@ctl0, 2007i¢. #8), so claim
expired onOctober 10, 2008

Therefore, seven of the eight loans were time-blaoefore the FDIC seized Westernbank.

B. The adverse domination doctrine supplies no lsasi toll the time-barred
claims

Desperate to resurrect these long-dead claim$; D€ asserts tolling through “adverse
domination.” Because the FDIC specifically allegg3 hird Compl. at 190), it is a proper
subject for this motion to dismiss.g, Indep. Trust Corp. v. Stewart Info. Servs. Cog65

F.3d 930, 935 (7th Cir. 2012) (A complaint thatsdetrth the elements of an affirmative
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defense, such as the statute of limitations, igestibo dismissal on that basis under Rule
12(b)(6).).

This tolling doctrine is not available to the FDb&cause no reported Puerto Rico
Supreme Court opinion recognizes it, and no statyimovision incorporates it. Only one court
of this district even discussed it,dircta thirty years ago, noting its basis in questionable
precedent from the early twentieth century, andidi@g to adopt it FDIC v. Bird, 516 F. Supp.
647, 651 (D.P.R. 1981). Adverse domination wasneeided to “rul[e] on [the] motion to
dismissl[,]” but theBird court stated that “the available legal precedeapp®rting the theory,
“most of which dates from the first two decade¢tloé twentieth century], is of questionable
value at this time in our historyld. at 651-52 (questionable “precedents of anotheedemot
necessarily govern today*}.TheBird court’sdictafailed to address two critical questions: (1)
in deciding if this tolling doctrine applies, doesleral common law or state law control? (2) if
and when it applies, what degree of board culpghalnd control triggers the doctrine?

Other circuit courts have addressed these queasthmiding that limitations issues,
including tolling doctrines, are controlled by stéw, and that this one in particular requires the
FDIC to satisfy applicable state-law standardgterextent of culpability and control by the
board.E.g., Dawson4 F.3d at 1309 (“If the FDIC is to toll the statatute of limitations prior
to its appointment as receiver under the adversarddion doctrine, it must show the district
court that the state law of adverse domination @@armit tolling.”);see RTC. v. Artley8

F.3d 1099, 1101 (11th Cir. 1994) (“Defendants artipa¢ Georgia law applies, and that Georgia

> The “questionable” legal precedent was threerfddmses: a 1927 Ninth Circuit case; a 1928 Orefigmict
court case; and a 1943 Second Circuit case. hdkear what law those courts relied on, but norgeim were
applying Puerto Rico lavBird, 516 F. Supp. at 651 (citilgdams v. Clarke22 F.2d 957 959 (9th Cir. 1927)
(relying on treatise and state trust law tollingncepts);Schilling v. Parman35 F.2d 780 (D. Or. 1928) (citing
Nat'l Bank of Commerce v. Wadg4 F. 10, 15 (C.C.D. Wash. 1897) (relying ontttesatise but citing contrary
authority holding that trust relationship does tditlimitations period absent allegations of fraleht
concealment))Michelsen v. Penney35 F.2d 409, 415 (2d Cir. 1943) (citing onlyaavIreview article)).
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law does not recognize ‘adverse domination’ in ¢h@scumstances. We agree with
defendants.”)FDIC v. Cocke7 F.3d 396, 400 (4th Cir. 1993) (sam@)Melveny & Myers v.
FDIC, 512 U.S. 79, 85-86 (1994) (where RTC broughestatv claims, state law governed the
guestion whether the directors’ and officers’ knegide was imputed to the FDIC). Thus, we
look to Puerto Rico law, which does not recognideease domination.

I. Puerto Rico has not adopted the adverse dononatoctrine, which
renders it inapplicable

Puerto Rico has not adopted the adverse domindtiotrine, and neither have many
statesk.g., Artley 28 F.3d at 1102 (no adverse domination under gi@daw); RTC v. Wood
870 F. Supp. 797, 811 (W.D. Tenn. 1994) (same—Tssewlaw)RTC v. Walde856 F. Supp.
281, 286 (E.D. Va. 1994) (Virginia lawiRTC v. Graveel995 WL 75373 (N.D. Ill. 1995)
(linois law); In re Southeast Banking Cor@55 F. Supp. 353, 358 (S.D. Fla. 1994) (Florida
law); RTC v. Armbrusters2 F.3d 748, 752 (8th Cir. 1995) (Arkansas ldw)e Antioch Ca.
456 B.R. 791, 859 (Bankr. S.D. Ohio) (Ohio laaff'd, 2011 WL 3664564 (S.D. Ohio 2011).

Because Puerto Rico does not recognize adversendtiam, the FDIC may not use it to
resurrect any part of its claim based on the sévams listed above, and this Court should
dismiss them as time-barregiee, e.g., Armbrustes2 F.3d at 752 (holding that Arkansas does
not recognize adverse domination and claims ware-barred)Artley, 28 F.3d 1099, 1102
(11th Cir. 1994) (samefDIC. v. Cocke7 F.3d 396, 402-03 (4th Cir. 1993) (decliningfply
the doctrine, but noting that Virginia recognizies tolling doctrine of equitable estoppel in

cases involving intentional concealmefft).

181f the Court were unwilling to dismiss claims tteae time-barred on their face, despite no legsistfar tolling
them, it could certify the question to the PuertocoRSupreme CourRomero v. Colegio De Abogados De P4
F.3d 291 (1st Cir. 2000) (certifying unsettled dgimsof Commonwealth law to Puerto Rico Supremer§ou
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il Even if this Court were to adopt the adversendwation doctrine,
allegations of gross negligence are insufficiemig she FDIC would have
to plead and prove that a majority of the directknew about and
committed intentional wrongdoing

Assumingarguendothat the Court were disinclined to dismiss clativet are facially
time-barred, and were inclined to predict thatPuerto Rico Supreme Court would adopt the
adverse domination doctrine, the cas&€bfC v. Dawson4 F.3d at 1307-09, is instructive.
Dawsonheld that mere allegations of negligence, evesginegligence, are not enough, and
there can be no tolling based on adverse dominatithhout allegations and proof of director
fraud and actual domination of the board by thegat wrongdoers. TH2awsontest comports
with congressional intent, which is evidenced by 1894 amendment to 12 U.S.C. § 1821 (as
part of the Riegle-Neal Interstate Banking and Bhamg Efficiency Act), providing a claw-
back limitations period for state-law claims invioly intentional acts of fraud and self-dealing.
12 U.S.C. § 1821(d)(14); H.R. Rep. No. 103-103(@993 WL 219268, at *4. Thus, Congress
has expressly addressed the issue of tolling FIditne that expired before takeover, and has
limited such tolling to intentional torts. In thisise, there are no allegations of fraud or any
intentional misconduct by any members of the boatcalone a majority. Therefore, even if
Puerto Rico had adopted the adverse dominationmidecit could not apply here. And, of
course it could never apply to claims against MdaV, who was never a director.

A less stringent standard is unsupported by theszasd even if the Court were to adopt
such a standard, the FDIC’s alleged adverse dommat implausible undeFwombly/Igbal
The reason for the doctrine is to ensure that daine not time-barred before underlying wrongs
are disclosed to those who can represent the adrpoiin a suit against the directoEsg.,

Bird, 516 F. Supp. at 651. Thus, it stands to reasamnftthe informatiorwasdisclosed, there

can be no tolling, as a Delaware district courtdhelin re Marvel Entm’t Group, In¢c273 B.R.
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58 (D. Del. 2002}’ That conclusion is even more compelling in a chise this one, where the
directors already were suemler the same alleged wrongdoing the FDIC nowrtssse

Here, W Holding and Westernbadid disclose the material facts underlying the FDIC’s
claims almost four years ago, on June 26, 2007t diselosure was sufficient as a matter of
law, because W Holding’s shareholders sued almasigdiately, filing a pending Rule 10b-5
class action and a derivative action that this Clater dismissedSee Wylie797 F. Supp. 2d at
193; Hildenbrand v. W Holding, IncCase No. 07-1886 (D.P.R. filed Sept. 21, 20@#)lieand
Hildenbranddemonstrate that the purported wrongdoing—whiehRBIC incredibly alleges
was undiscoverable until April 2010—was known te &ntire world almost three years earlier.

Moreover, even if the FDIC were to argue that niodetails of the alleged wrongs were
known in 2007, th&VylieandHildenbrandplaintiffs were empowered to learn them through
discovery, which would prevent application of exnunsupportable liberalization of the un-
adopted adverse domination doctrine. More impoaltaidd Holding subsequently disclosed
every other fact the FDIC complains about and sadie in a Form 10-K filed on February 5,
2008 and a restated 10-K (for 2007) filed on Mat6h2009'®

Therefore, even if Puerto Rico had adopted theraéw@omination doctrine (which it
hasn’t), and even if it had created a unique lilafion of the doctrine that (1) did not apply
only to intentional torts, (2) did not require aeticoncealment, (3) did not require board
domination by intentional wrongdoers, and (4) cdutdriggered by the failure of someone with
standing to discover the actionable informatiorobethe claim became time-barred, there

would be no tolling available here as a matteraof,Ibecause the material facts on which the

" Delaware decisions are persuasive, as this CotetrinWylie, 797 F. Supp. 2d at 193.

18 judicial notice of SEC filings is appropriate omation to dismiss, particularly when a complaifers to them.
See Bryant v. Avado Brand37 F.3d 1271 (11th Cir. 1999) (citikgamer v. Time Warne©37 F.2d 767 at 787
(2d Cir. 1991)).
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FDIC bases the Third Complaint were disclosed are 26, 2007, or were discoverable almost
immediately after that date by persons with stagavhodid file suit, or, at the very latest, were
disclosed in a public filing on March 16, 2009, mtinan a year before the FDIC seized the
bank.Accord In re Marvel273 B.R. at 76 (court rejected adverse dominabdimg where
company’s Form 10-K had disclosed facts underlylaintiff's claim).

C. The FDIC’s new allegations fail to revive thene-barred claims

The FDIC alleges a new theory in its Third Complama final attempt to save its time-
barred claims, and vaguely asserts in its “Adv&smination” section that “increases,
renewals, extensions, administration, and fundingdelayed losses and defaults on the loans
until within one year before the Bank’s failure hifd Compl. at 190. This new alleged tolling
basis fails for the following reasons:

First, this theory is premised on an incorrect assumghat the FDIC’s gross
negligence claim accrued on the date of defaulspamne later date when a quantum of damages
was crystallized. That might be the law for a caatwal non-payment claim, but not a claim
based on allegedly negligent lending, which accasesoon as the money leaves the bank.
Jackson133 F.3d 694 at 697 (“[B]anks sustain injury asrsas bad loans are funded: money
that should not have left the bank is gone.”).

Tort claims arising from the granting of so-callbdd loans” accrue on loan approval—
not default—because a plaintiff can discover neglge before default and the gravamen of the
claim is the contention that the loan shouldn’'tdhbeen madesee id(“[D]irector approval of
bad loans is not something that cannot be discduwemél default occurs, assuming that nothing
is done to conceal the circumstances surroundied¢ptm approvals.”). In fact, the FDIC claims

that the alleged negligence here was “readily aggéafrom day one. Third Compl. at 190.
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Therefore, even if the FDIC’s allegations were trared even if the FDIC could prove that the
Directors’ acts did delay losses and defaultsp@sinothing to toll the limitations period.

Second while unclear, the FDIC seems to allege thalithgations period should be
tolled under some sort of continuing tort theorlgeTFDIC has advanced this theory before and
seen it rejected. This time should be no differeot.example, iDIC v. Schuchmanr224 F.
Supp. 2d 1332, 1341 (D.N.M. 2002), the districtrtoejected an identical attempt to avoid the
statute of limitations by arguing, as the FDIC dbege, that the defendants “continued to
engage in wrongful conduct past the statute oftéitiuns deadline.ld. at 1341. The
Schuchmarourt found the FDIC’s argument unpersuasive,iaisdno more persuasive here,
because the continuing tort theory cannot applyrevttee alleged injury is “definite and
discoverable.ld. Schuchmaniheld the FDIC’s alleged injury was discoverablegdbefore the
limitations period expired, because the FDIC'’s ctaimp alleged that the defendants, and in turn
the FDIC (through imputation), knew “there werei@es problems with the loan from the
outset.”ld. at 1341-42. Here, the FDIC makes the same altegaisserting that “[t]he Loss
Loans had key deficiencies . . . that were reamjilyarent” at the time the Directors’ allegedly
approved them. Third Compl. at 190. Thus, the FBKZintinuing tort theory fails as a matter of
law.

Finally, even if this court were to accept the contindong theory, the continuing
conduct must actually be tortious, and cannot ngdyelthe continuing ill effects of the original
alleged tortBonilla v. Trebol Motors Corp913 F. Supp. 655, 659 (D.P.R. 1995) (“[I]n ortter
establish a continuing tort violation, codefendargsessarily must prove that plaintiffs engaged
in a series of tortious acts.”). The Third Compidails to allege any continuing tortious

conduct by the Directors in the form of increasiremewing, extending, or administering the
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time-barred Loans at any time within a year betbeeFDIC took over Westernbank. The only
actionable conduct the FDIC alleges is listed en¢hart at paragraph 79 of its complaint. Based
on that chart, 7 of the 8 loans are time-barretheir face.

Other than its “Loss Loan” chart, which purportdtan exhaustive list of the alleged
tortious conduct, the FDIC now attempts to resuri@ar of the seven 