Labor & Employment Law/Immigration Law

The Faithless Servant Doctrine

One of the most draconian remedies in our
jurisprudence-arises in claims that employees
violate their duty of loyalty to their employers
by faithless misconduct. The faithless ser-
vant doctrine provides for the forfeiture of
employee compensation during the period of
disloyalty. “An employee ‘forfeits his right to
compensation for serviced rendered by him if
he proves disloyal”™

Because of the onerous remedies imposed
for an employee’s breach of the duty of loy-
alty, its application is limited to a few dis-
crete categories of misconduct.? Courts apply-
ing New York law have imposed forfeiture
of compensation when faithless employees
engaged in conduct directly competitive with
their employers and thereby diverted busi-
ness opportunities from their employers.?
Forfeiture of compensation has also been
ordered where employees embezzled funds or
accepted kickbacks.*

More than Moonlighting

Some employees attempt to supplement
their income with second jobs or by engag-
ing in side businesses. Some moonlighting
employees may use their primary employers’
facilities and resources, including work time,
email, or office equipment. Faithless servant
claims against such employees are generally
dismissed in the absence of allegations of
competition, diversion of corporate opportu-
nities, or theft.

In Veritas Capital Management, defendant
was a high ranking employee of plaintiff
investment firmi whose employment contract
required him to “devote all of his working time
exclusively to the business of [plaintiff] and he

will not engage independently or
with others in other investments
or business ventures of any kind™
Plaintiff employer alleged that
defendant violated this covenant
by engaging in investment activi-
ty with another investment firm,
“devoting a substantial amount of
time, effort and resources to these
outside investment activities...and
was using [plaintiff’s] resources to
work on his [outside] investment
activities during business hours”

The plaintiff in Veritas brought
claims for breach of the duty of
loyalty and breach of fiduciary duty. The court
dismissed the claims because plaintiff failed to
allege competitive conduct, diversion of any
corporate opportunities, theft, or improper
kickbacks.” The First Department affirmed,
holding that a breach of the duty of loyalty
claim “is available only where the employee
has acted directly against the employer’s inter-
ests—as in embezzlement, improperly com-
peting with the current employer, or usurping
business opportunities”®

In Grewal v. Cuneo, an unsuccessful faith-
less servant claim was brought by a law
firm against a moonlighting attorney who,
among other things, surreptitiously and inde-
pendently represented two clients.’ The court
held these allegations, “unaccompanied by
any facts that she benefitted from these cases
to the detriment of the firm - [are] insufficient
as a matter of law to state a claim for breach of
fiduciary duty or the duty of loyalty™

As demonstrated by Grewal, competitive
conduct by itself is insufficient to establish a
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faithless servant claim. Diversion
of business opportunities is also
required. “Even assuming that
plaintiff has established that
defendants were disloyal in oper-
ating a competing business while
employed by plaintiff, plaintiff
has failed to establish that the
defendants usurped any corpo-
rate opportunity, by showing that
it was seeking any of defendants’
allegedly competing projects, or
that its survival was jeopardized by
its failure to acquire any of those

projects™

Side Work on Company
Time Not Actionable

An employee’s use of employer resourc-
es and time is also generally insufficient to
establish a claim. In Vanacore v. Expedite Video
Conferencing Services, Inc., District Judge Seybert
adopted the Report & Recommendation
(“R&R”) of Magistrate Judge Brown dismiss-
ing counterclaims for breach of the duty
of loyalty."? The facts are set forth in Judge
Brown’s R&R:

Expedite discovered that since 2017,
plaintiff performed information tech-
nology services for hire on behalf of
[another] entity...as well as other per-
sons or entities (collectively, “other
clients”)....

Defendants allege that plaintiff pro-
vided work for the other clients from
his home office at Expedite’s expense,
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using the home office supplies paid for
by Expedite.... In addition, defendants
allege that [plaintiff] performed work
for other clients while being paid by
Expedite....

As a result, defendants seek various
remedies, including offset, disgorge-
ment, an accounting of hours and
services paid by the other clients, and
a money judgment as a result of dam-
ages incurred by Expedite.”®

Judge Brown recommended the dismissal
of the counterclaim for breach of the duty
of loyalty because there was no evidence or
allegation that plaintiff competed with defen-
dants, and “misuse of the employer’s resourc-
es to compete with the employer is generally
required”* District Judge Seybert agreed:

Allowing an employer to sue an
employee for breach of fiduciary duty
merely because the employee was not
devoting enough time to his job is con-
trary to the current state of the law and
would create unnecessary line-draw-
ing problems. Employers already have
an adequate remedy for this kind of
conduct--they can fire the employee.®

Whether allegations are sufficient to estab-
lish diversion of a corporate opportunity is
dependent upon the “tangible expectancy”
of the employer. “The prevailing method
for determining what constitutes a protect-
ed corporate opportunity asks whether the
corporation had a ‘tangible expectancy’ in
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the opportunity—meaning something much
less tenable than ownership, but more certain
than a desire or a hope6

In Veritas, the side investment activities
of the defendant employee did not deprive
plaintiff employer of any business opportuni-
ty.” The court explained why the plaintiff had
no “tangible expectancy” in these investment
activities: “[Plaintiff employer] focusfed] on
investments in middle market companies in
aerospace, automotive components, branded
consumer products and metals, [and] defense
and aerospace. There is nothing in the com-
plaint or in opposition that Campbell's per-
sonal investment [activities] were in those
industries™® The Veritas court also articulat-
ed a second alternative test for determining
“whether a corporate opportunity has been
diverted, [which] is whether the opportunity
is the same as, necessary for, or essential to
the line of plaintiff’s business™" The necessity
of establishing a tangible expectation in an
employee’s moonlighting activities was recently
reaffirmed in Bluebanana Group v. Sargent.®

Faithless Servant Claims and
Breach of Fiduciary Duty

Faithless servant claims are frequently
joined with claims for breach of fiduciary
duty against employees, predicated on iden-
tical allegations. Courts have rejected such
repackaged breach of fiduciary duty claims
when they are “bound up” with the primary
faithless servant claim in the absence of alle-
gations of competitive misconduct, usurpa-
tion of corporate opportunity, embezzlement,
or kickbacks.*!

In Riom Corporation v. McLean, the First
Department applied the identical standards
for faithless servant claims when affirm-
ing the dismissal of a Lreach of fiduciary
duty claim against an employee: “The trial
evidence did not establish that McLean
acted in direct competition with plaintiff or
diverted corporate assets so as to warrant
forfeiture of his salary on a breach of fidu-
ciary duty theory.” %

Few causes of action carry the extraor-
dinary disgorgement remedies of a faithless
servant claim. It is a striking exception to the
statutory rule prohibiting deductions or for-
feiture of employee wages.” “In the absence
of a special agreement, an employer may not
recover back wages or equivalent drawings
paid during a period of completed employ-
ment™** Because of the harsh forfeiture pen-

alty, courts applying New York law continue -
to strictly limit faithless servant claims to
employees who steal or divert employer funds
Or opportunities.
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